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HIGHLIGHTS

Percent

Increase

For years ended December 31 QQ Decrease

FINANCIAL HIGHLIGHTS

millions except per share amounts

Operating revenues 3427 3386 1.2

Net income attributable to Allegheny Energy Inc

GAAP basis 393 395 0.5

Asadjusted1 397 391 1.5

Diluted net income per share

GAAP basis 2.31 2.33 0.9

As adjusted 2.33 2.30 1.3

Common stock dividend per share annual 0.60 0.60

OPERATING HIGHLIGHTS

Retail electric customers average 1585700 1577873 0.5

Retail electric sales million megawatt hours 42.0 44.2 5.0

Electric generation capacity megawatts

Merchant 7015

Regulated 2741

See reconciliation of non-GAAP financial measures on page 200
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Allegheny Energy Inc

800 Cabin Hill Drive

Greensburg Pennsylvania 15601

March 19 2010

Dear Fellow Stockholder

You are cordially invited to attend our annual meeting of stockholders on Thursday May 20 2010 at

930 a.m at the New York Marriott Marquis Hotel 1535 Broadway New York New York

This booklet includes the notice of the annual meeting and proxy statement The proxy statement describes

the business we will conduct at the meeting and provides information about us that you should consider when

you vote your shares The first two items of business are

the election of ten members named in the attached proxy statement to your
Board of Directors the

Board and

the ratification of our independent auditor

Your Board recommends that you vote FOR Items and described above In addition there is one

stockholder proposal which is Item Your Board recommends that you vote AGAINST Item

Your vote is important Please vote promptly by telephone or on the Internet following the instructions on

your proxy/voting instruction card regardless of whether you expect to attend the annual meeting Alternatively

you may mark date sign and return the enclosed proxy/voting instruction card If you attend and you are

holder of record you may withdraw your proxy and vote in person

On February 11 2010 we announced our proposed merger with FirstEnergy Corp This proxy statement

does not ask you to consider the planned merger At the appropriate time we will send you separate package of

materials for the special meeting of stockholders which we plan to hold in connection with the merger We

believe the merger will significantly enhance value for our stockholders The combined company will have

substantial upside potential with increased scale and more diverse generation fleet In the meantime we will

continue to focus on Allegheny Energys core business goals and priorities

Thank you for your
continued interest and support of Allegheny Energy

Sincerely

Paul Evanson

Chairman President and Chief Executive Officer



Allegheny Energy Inc

800 Cabin Hill Drive

Greensburg Pennsylvania 15601

March 19 2010

NOTICE OF ANNUAL MEETING OF STOCKHOLDERS

ALLEGHENY ENERGY INC Maryland corporation the Company will hold its annual meeting of

stockholders at the New York Marriott Marquis Hotel 1535 Broadway New York New York on May 20 2010

at 930 a.m Eastern Daylight Time for the following purposes

To elect ten directors named in the attached proxy statement to hold office until the Companys 2011

annual meeting and until their successors are duly elected and qualify

To ratify the appointment of the Companys independent auditor

If properly presented to consider one stockholder proposal and

To transact such other business as may properly come before the meeting or any adjournment

postponement or continuation thereof

Holders of record of the Companys common stock at the close of business on March 2010 will be

entitled to vote at the meeting

By Order of the Board of Directors

11

David Feinberg

Vice President General Counsel and Secretary
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PROXY STATEMENT

Proxies in the form enclosed are being solicited by the Board of Directors the Board of Allegheny

Energy Inc the Company Allegheny we us or our for the annual meeting of stockholders to be

held on May 20 2010 at the New York Marriott Marquis Hotel 1535 Broadway New York New York at 930

a.m Eastern Daylight Time

The proxy card provided to each of our stockholders covers the total number of shares of our common stock

par value $1.25 per share registered in his or her name The proxy card provided to our employees will also

include the shares of our common stock held for their respective accounts in our Employee Stock Ownership and

Savings Plan proxy may be revoked at any time prior to its exercise by written notice to us by submission of

another proxy bearing later date or by voting in person at the annual meeting proxy authorized through the

Internet or by telephone may be revoked by executing later-dated proxy card by subsequently authorizing

another
proxy through the Internet or by telephone or by attending the annual meeting and voting in person

Attending our annual meeting will not automatically revoke your prior proxy you must vote at the annual

meeting to have your prior proxy revoked If your shares are held by bank broker or other holder of record

please refer to the instructions provided by that holder of record to vote your shares

At the close of business on March 2010 which is the record date for determining the stockholders entitled

to receive notice of and to vote at the annual meeting there were 169570203 outstanding shares of our common

stock Each outstanding share of our common stock is entitled to one vote

Elections of our directors are subject to cumulative voting This means that for the election of directors

each holder entitled to vote is entitled to as many votes as equals the number of shares of our common stock held

by the holder multiplied by the number of directors to be elected holder may cast all of these votes for single

director or may distribute them among the number of directors to be elected or any two or more of them You

may not cumulate your withhold votes with respect to nominee If you wish to cumulate your votes in this

manner you will need to submit proxy card or ballot and make an explicit statement of your intent to

cumulate your votes either by so indicating in writing on the proxy card or by indicating in writing on your

ballot when voting at the annual meeting If your shares are held by bank broker or other holder of record

please contact that holder of record or refer to the instructions provided by that holder of record to cumulate any

of your shares Unless you indicate otherwise vote for the nominees of your Board will give the proxy holders

discretionary authority to cumulate all votes to which you are entitled and to allocate them in favor of any one or

more of the nominees as the proxy holders determine except that none of your votes will be cast for any nominee

as to whom you instruct that your votes be withheld

In an uncontested election any nominee to serve as director of the Company will be elected if the director

receives vote of the majority of votes cast majority of the votes cast Majority Vote means that the

number of shares voted for director must exceed the number of votes withheld from that director In

contested election plurality of all the votes cast will be sufficient to elect director If nominee who currently

is serving as director does not receive the affirmative vote of at least majority of votes cast in an uncontested

election Maryland law provides that the director would continue to serve on your Board as holdover

director However under our bylaws any nominee for election as director in an uncontested election at the

meeting of stockholders who fails to receive Majority Vote is obligated to tender his or her resignation to the

Nominating and Governance Committee of your Board the Governance Committee for consideration The

Governance Committee will consider any resignation and recommend to your Board whether to accept it Your

Board is required to take action with respect to the Governance Committees recommendation and to publicly

disclose each such resignation and the related action taken by your Board

In addition the affirmative vote of majority of all the votes cast is required for ratification of the

appointment of our independent auditor and for the approval of the stockholder proposal



The presence in person or by proxy
of the holders of record of majority of the outstanding shares of our

common stock entitled to vote constitutes quorum Brokers holding shares of record for customers generally are

not entitled to vote on certain matters unless they receive voting instructions from their customers If you are

beneficial owner of shares and do not provide your broker as stockholder of record with voting instructions

your
broker has the authority under applicable stock market rules to vote those shares for or against routine

matters at its discretion Where matter is not considered routine including the election of the board of directors

shares held by your
broker will not be voted absent specific instruction from you which means your shares may

go unvoted and not affect the outcome if you do not specify vote This is called broker non-vote

Abstentions and broker non-votes will be counted only for the purpose
of determining whether quorum is

present
but will not be counted as votes cast and therefore will have no effect on the outcome of the vote on any

matter

Additional details are set out in Article II Stockholders Meetings of our bylaws which are available on

our website www.alleghenyenergy.com in the Corporate Governance section

The approximate date on which this proxy statement and form of proxy are first being sent or given to our

stockholders is March 25 2010



MERGER AGREEMENT WITH FIRSTENERGY CORP

On February 10 2010 Allegheny FirstEnergy Corp FirstEnergy and Element Merger Sub Inc

direct wholly-owned subsidiary of FirstEnergy Merger Sub entered into an Agreement and Plan of Merger

the Merger Agreement For further information please see our Current Report on Form 8-K filed with the

SEC on February 11 2010 to which is attached copy of the Merger Agreement In connection with the merger

FirstEnergy expects to file with the SEC Registration Statement on Form S-4 that will include joint proxy

statement of us and FirstEnergy and will also constitute prospectus of FirstEnergy We and FirstEnergy will

mail the joint proxy statementlprospectus to our respective stockholders

Please note that this proxy statement is provided in connection with our annual meeting of stockholders and

does not ask you to consider the Merger Agreement or the transactions contemplated thereby As such this proxy

statement does not reflect all of the terms and conditions of the Merger Agreement and does not relate to the

special meeting with respect to the merger which will be held on future date that has not yet been determined

At the appropriate time we will send separate package of proxy solicitation materials to you for the special

meeting that will be held by us in connection with the merger The merger is subject to number of closing

conditions that are set forth in the Merger Agreement including among others the approval of the Merger

Agreement by the stockholders of the Company

Additional Information and Where To Find It

In connection with the proposed merger between FirstEnergy and Allegheny FirstEnergy will file with the

SEC Registration Statement on Form S-4 that will include joint proxy statement of FirstEnergy and

Allegheny that also constitutes prospectus of FirstEnergy Allegheny and FirstEnergy will mail the joint proxy

statement/prospectus to their respective stockholders Allegheny and FirstEnergy urge investors and

stockholders to read the joint proxy statementiprospectus regarding the proposed merger when it becomes

available as well as other documents filed with the SEC because they will contain important information

You may obtain copies of all documents filed with the SEC regarding this proposed transaction free of charge at

the SECs website www.sec.gov You may also obtain these documents free of charge from Alleghenys

website www.alleghenyenergy.com under the tab Investors and then under the heading SEC Filings You

may also obtain these documents free of charge from FirstEnergy website www.firstenergycorp.com under

the tab Investors and then under the heading Financial Information and then under the item SEC Filings

Participants in the Merger Solicitation

Allegheny FirstEnergy and their respective directors executive officers and certain other members of

management and employees may be soliciting proxies from Allegheny and FirstEnergy stockholders in favor of

the merger and related matters Information regarding the persons who may under the rules of the SEC be

deemed participants in the solicitation of Allegheny and FirstEnergy stockholders in connection with the

proposed merger will be set forth in the joint proxy statement/prospectus when it is filed with the SEC You can

find information about Alleghenys executive officers and directors in this definitive proxy statement and in

Alleghenys Annual Report on Form 10-K filed with the SEC on March 2010 You can find information about

FirstEnergys executive officers and directors in its definitive proxy statement filed with the SEC on April

2009 and in its Annual Report on Form 10-K filed with the SEC on February 19 2010 Additional information

about Alleghenys executive officers and directors and FirstEnergys executive officers and directors can be

found in the above-referenced Registration Statement on Form S-4 when it becomes available You can obtain

free copies of these documents from Allegheny and FirstEnergy using the website information above

Litigation Relating to the Merger

In connection with the merger purported stockholders of Allegheny have filed putative shareholder class

action and/or derivative lawsuits in Pennsylvania and Maryland state courts as well as in the United States

District Court for the Western District of Pennsylvania against Allegheny and the directors and certain officers

of Allegheny The lawsuits allege among other things that the directors breached their fiduciary duties by

approving the merger agreement and that Allegheny aided and abetted in these alleged breaches of fiduciary

duty While Allegheny believes the lawsuits are without merit and intends to defend vigorously against the

claims the outcome of
any

such litigation is inherently uncertain In accordance with its bylaws Allegheny

Energy will advance expenses and as necessary indemnify all of its directors in connection with these

proceedings



MATTERS TO BE CONSIDERED AT THE ANNUAL MEETING

Item 1Election of Directors

Presented below is information about each nominee for director The Governance Committee and your

Board concluded that each of the nominees listed below should serve as director of the Company In making

this conclusion the Governance Committee and your Board considered each nominees experience background

independence and knowledge of our business and the disciplines relevant to the success of large publicly-traded

company such as accounting corporate governance finance technology and other areas of expertise

The infonnation considered for each individual nominee is provided below This disclosure reflects factors

that the Governance Committee and your Board considered in nominating each director In addition to the factors

provided below determination was made by your Board that each non-management nominee is considered

independent in accordance with applicable New York Stock Exchange NYSE and Securities and Exchange

Commission SEC requirements as further described in the Corporate Governance Practices Director

Independence section below Each nominee has also demonstrated integrity compatibility judgment

willingness to commit time and energy to the Company and an interest in the electric utility industry

The Governance Committee and your Board also evaluated each nominee in the context of the Board as

whole with the objective of recommending group
that can best contribute to the success of our business and

represent stockholder interests The procedures for nomination of directors are discussed further in the

Corporate Governance Practices section below

Directors are elected annually and each director will stand for election at the upcoming annual meeting to

serve until our 2011 annual meeting of stockholders and until successor is duly elected and qualify Any
director elected to fill vacancy on your Board at any time other than at an annual election of directors also will

be elected to term expiring at the next annual meeting of stockholders and until his or her successors are duly

elected and qualify The proxies received unless marked to the contrary will be voted for the election of the

following persons who are the nominees of your Board in this election Your Board does not expect that
any

of

the nominees will become unable to serve as director but if that should occur for
any reason prior to the

meeting the proxy holders will vote on the alternative nominee or nominees who will be designated by your

Board

The proposed merger with FirstEnergy pursuant to the Merger Agreement dated as of February 10 2010 will be submitted to

stockholders for approval at special meeting which will be held on future date that has not yet
been determined The Merger

Agreement provides that in connection with the merger of Merger Sub with and into Allegheny the directors of Merger Sub immediately

prior to the closing of the merger will continue as the initial directors of Allegheny after the merger The Merger Agreement also

provides that FirstEnergy will designate two current Allegheny board members upon consultation with and in consideration of the views

of Allegheny to become members of the FirstEnergy Board of Directors after the closing of the merger The timing of the merger is

dependent on number of closing conditions that are set forth in the Merger Agreement including among others the approval of the

Merger Agreement by the stockholders of the Company



Your Board proposes the election of the following ten directors of the Company for term of one year

Director

of the

Committee Membership Principal Occupation or Other Business Experience Other Directorships Certain Company
Other Information and Company Board and Committee Meeting Attendance Age since

FURLONG BALDWIN 78 2003

Mr Baldwin is the Chair of the Management Compensation and Development Committee and

member of the Executive Committee He is the non-executive Chairman and director of the Board

of The NASDAQ OMX Group and director of W.R Grace Co and Platinum Underwriters

Holdings Ltd

Mr Baldwin is also an honorary member emeritus and former Chairman of the Johns Hopkins

Medicine Board of Trustees and member emeritus of the Johns Hopkins University Board of

Trustees

Previously Mr Baldwin was the Chairman President and CEO of the Mercantile Bankshares

Corp and the Mercantile Safe Deposit Trust Co director of Constellation Energy Group CSX

Corp and The St Paul Companies Inc and Governor of the National Association of Securities

Dealers Inc

The Governance Committee and your Board believe that Mr Baldwins executive and board

experience provide him with key skills in working with directors understanding board processes

and functions and overseeing management Further the diversity of Mr Baldwins experience

from The NASDAQ OMX Group to the Johns Hopkins boards provides him with collection of

practices and strategies to assist your Board in its decision-making and analyses regarding

executive compensation and other matters The Governance Committee and your Board believe

that Mr Baldwins executive and Board experience qualifies him to serve as member of your

Board and the committees on which he serves

2009 Attendance Attended 13 of 13 meetings of your Board and committees on which he served

ELEANOR BAUM 70 1988

Dr Baum is member of the Management Compensation and Development and Nominating and

Governance Committees Dr Baum is the Dean of the Albert Nerken School of Engineering of The

Cooper Union for the Advancement of Science and Art 1987-Present She is director of Avnet

Inc and former director of United States Trust Company 1989-2007

Dr Baum is also trustee of Embry Riddle University member of the Board of the New York

Building Congress and Fellow of the Institute of Electrical and Electronic Engineers

Previously Dr Baum was Chair of the Engineering Workforce Commission Chair of the

Board of Governors New York Academy of Sciences President of Accreditation Board for

Engineering and Technology President of the American Society for Engineering Education and

former Trustee of the Webb Institute

The Governance Committee and your Board believe that Dr Baums experience in engineering

particularly electrical engineering provides her with unique and valuable perspective on the

operations of an electric utility Additionally Dr Baums extended service on your Board has

allowed her the opportunity to gain institutional knowledge about the Company and its operations

The Governance Committee and your Board believe that Dr Baums insights her Board

experience and related knowledge qualifies her to serve as member of your Board and the

committees on which she serves

2009 Attendance Attended 16 of 16 meetings of your Board and committees on which she served

PAUL EVANSON 68 2003

Mr Evanson has been Chairman of your Board and President and Chief Executive Officer of the

Company since June 2003 He is the Chair of the Executive Committee He has also been

Chairman Chief Executive Officer and director of the Companys principal subsidiaries since

June 2003 He is an attorney and former director of Lynch Interactive Corporation 1999-2006

Mr Evanson is director of the Edison Electric Institute and member of the Board of Trustees at

St Johns University and the Westmoreland Museum of American Art in Pennsylvania

Prior to joining the Company in 2003 Mr Evanson was President of Florida Power Light

Company the principal subsidiary of FPL Group Inc and director of FPL Group Inc He is also

former President of Lynch Interactive Corporation



Director

of the

Committee Membership Principal Occupation or Other Business Experience Other Directorships Certain Company
Other Information and Company Board and Committee Meeting Attendance Age since

The Governance Conmiittee and
your

Board believe that Mr Evanson extensive executive and

board experience in the electric industry provides him with great insight into the operations and

management of the Company As President and Chief Executive Officer Mr Evanson also brings

valuable insight to your
Board concerning the opportunities and challenges facing the Company

The Governance Committee and your Board believe that Mr Evansons legal background

executive and board experience demonstrated past performance and position at the Company

qualifies him to serve as Chairman of your Board and as member of the Executive Committee

2009 Attendance Attended of meetings of your Board and the committee on which he served

CYRUS FREIDHEIM JR 74 2003

Mr Freidheim is the Chair of the Nominating and Governance Committee and member of the

Executive Committee He is former Chief Executive Officer of the Sun-Times Media Group Inc

newspaper publisher 2006-2009 On March 31 2009 the Sun-Times Media Group Inc and its

domestic subsidiaries filed voluntary petitions under Chapter 11 of the United States Bankruptcy

Code in the U.S Bankruptcy Court for the District of Delaware Mr Freidheim is also director of

Virgin America privately-held domestic airline and former director of Hollinger International

Inc 2005-2009 HSBC Finance Corporation 1991-2008 and Sitel Corp 2005-2007

Mr Freidheim is also an honorary trustee of the Brookings Institution trustee of the Rush

University Medical Center and life trustee of both the Chicago Council on Global Affairs and the

Chicago Symphony Orchestra Association

Previously Mr Freidheim was Chairman and Chief Executive Officer of Chiquita Brands

International Inc Vice Chairman of Booz Allen Hamilton Inc and director of Household

International Inc Security Capital Group and MicroAge Inc Elger Industries and five other

non-public corporations

The Governance Committee and your Board believe that Mr Freidheims service as chief

executive officer at various companies provides him with experience in strategically responding to

operational and financial challenges and overseeing complex organizations Mr Freidheims

extensive board experience also provides him with knowledge of board processes and functions

and the oversight of management The Governance Committee and your Board believe that Mr
Freidheims executive and Board experience qualifies him to serve as member of your Board and

the committees on which he serves

2009 Attendance Attended 11 of 11 meetings of
your

Board and committees on which he served

JULIA JOHNSON 47 2003

Ms Johnson is member of the Audit and Nominating and Governance Committees She is an

attorney and the President of NetCommunications LLC strategic consulting firm 2000-Present

She is director of American Water Works Company Inc MasTec Inc and NorthWestern

Corporation

Ms Johnson is also member of the Department of Energy/National Association of Regulatory

Utility Commissioners Energy Market Access Board She is also the chairperson of both the

Emerging Issues Policy Forum and the Florida African American Educational Alliance

Previously Ms Johnson was the Senior Vice President of Communications and Marketing

Milcom Technologies the Chairman and Commissionerof the Florida Public Service Commission

and Member of the Florida State Board of Education

The Governance Committee and your Board believe that Ms Johnsons legal background and other

experiences have provided her with key skills in implementing corporate strategies and evaluating

the electric industry As President of NetCommunications LLC Ms Johnson develops strategies

for achieving objectives through advocacy directed at critical decision makers including the

Federal Energy Regulatory Commission and Ms Johnson brings that expertise to your Board as

well Additionally Ms Johnsons service as chairman and commissioner of public utility

commission provides her with valuable insight into an electric utility The Governance Committee

and your Board believe that Ms Johnsons background and Board experience qualifies her to serve

as member of your Board and the committees on which she serves

2009 Attendance Attended 22 of 22 meetings of your Board and committees on which she served



Director

of the

Committee Membership Principal Occupation or Other Business Experience Other Directorships Certain Company
Other Information and Company Board and Committee Meeting Attendance Age since

TED KLEISNER 65 2001

Mr Kleisner is member of the Executive and Management Compensation and Development

Committees Mr Kleisner is the President and Chief Executive Officer of Hershey Entertainment

and Resorts Company an entertainment and hospitality company 2007-Present He is also

director of Hershey Entertainment and Resorts Company Mr Kleisner is former President of

CSX Hotels Inc 1987-2006 and former President of The Greenbrier Resort and Club

Management Company resort management company 1989-2006

Mr Kleisner is director of the Keystone Area Council Boy Scouts of America WITF Inc

Central Pennsylvania Public Broadcasting and Pennsylvania Chamber of Business Industry He
is member of the Executive Advisory Board for the Daniels College of Business at the University

of Denver and of the Board of Trustees of the Culinary Institute of America

Previously Mr Kleisner was also director of the following organizations American Hotel and

Lodging Association Discover the Real West Virginia Foundation Forward Southern West

Virginia Greenbrier Valley Economic Development Authority West Virginia Chamber of

Commerce West Virginia Foundation for Independent Colleges and the West Virginia Roundtable

He is also former member of the Board of Trustees for the Virginia Episcopal School

The Governance Committee and your Board believe that Mr Kleisners senior executive positions

provide him with experience in developing and implementing corporate strategy and setting

executive compensation and benefits Further Mr Kleisners executive and board experience has

prepared him to respond to financial and operational challenges and his extended service on your

Board has allowed him the opportunity to gain institutional knowledge about the Company and its

operations The Governance Committee and your Board believe that Mr Kleisners executive and

Board experience qualifies him to serve as member of your Board and the committees on which

he serves

2009 Attendance Attended 13 of 13 meetings of
your

Board and committees on which he served

CHRISTOPHER PAPPAS 54 2008

Mr Pappas is member of the Management Compensation and Development Committee He is

former President and Chief Executive Officer of NOVA Chemicals Corporation Nova
Chemicals commodity chemicals company 2009 Prior to this position he was the President

and Chief Operating Officer 2008-2009 Chief Operating Officer 2006-2008 and Senior Vice

President President Styrenics 2000-2006 for Nova Chemicals He was member of the Board

of Directors of Nova Chemicals 2007-2009 and INEOS NOVA 2005-2009

Mr Pappas is also trustee at Sewickley Academy

Previously Mr Pappas served in various leadership capacities at Dow Chemical and Dupont Dow

Elastomers and was director of Methanex Corporation

The Governance Cominittee and your Board believe that Mr Pappass executive and board

experience has equipped him with leadership skills and the knowledge of board processes and

functions Additionally Mr Pappass general corporate decision-making and senior executive

experience with commodity-based business provides useful background for understanding the

operations of the Company The Governance Committee and your
Board believe that Mr Pappass

executive and Board experience qualifies him to serve as member of your Board and the

committee on which he serves

2009 Attendance Attended 12 of 12 meetings of your Board and the committee on which he

served

STEVEN RICE 66 1986

Mr Rice is member of the Audit and Executive Committees and currently serves as our Presiding

Director Mr Rice is an attorney and is senior advisor to private equity funds and national and

regional banking institutions He is former Managing Director-New York of Gibraltar Private

Bank Trust 2006-2007 and senior advisor to banking institutions 2004-2006

Mr Rice serves as director of the National Association of Corporate Directors-New York Chapter

and is member of the New York Bar

Previously Mr Rice was the former President Chief Executive Officer and director of the

Stamford CT Federal Savings Bank former President and director of the Seamens Bank for



Director

of the

Committee Membership Principal Occupation or Other Business Experience Other Directorships Certain Company
Other Information and Company Board and Committee Meeting Attendance Age since

Savings in New York City and former director of the Royal Insurance Group Inc in the United

States Also he previously served in New York State government first as Assistant Counsel to

Governor Nelson Rockefeller and later as Deputy Superintendent and Special Counsel of the

New York State Banking Department

The Governance Committee and your Board believe that Mr Rices banking finance and legal

experience provides him unique and valuable perspective on the operations of the Company
Additionally Mr Rices extensive service on your Board has allowed him the opportunity to gain

institutional knowledge about the Company and its operations The Governance Committee and

your Board believe that Mr Rices financial legal and Board experience qualifies him to serve as

member of your Board and the committees on which he serves

2009 Attendance Attended 19 of 19 meetings of your Board and committees on which he served

GUNNAR SARSTEN 73 1992

Mr Sarsten is member of the Audit and Nominating and Governance Committees He is

consulting professional engineer and court recognized expert in matters of engineering

construction and project management related to the execution of large industrial projects He is

former Chairman and Chief Executive Officer of MK International 1994-1997

Mr Sarsten is also registered as Professional Engineer in various states and maintains

membership in numerous engineering societies including the American Nuclear Society and the

American Society of Mechanical Engineers

Previously Mr Sarsten was the President and Chief Operating Officer of Morrison Knudsen

Corporation director of the Morrison Knudsen Corporation President and Chief Executive Officer

of United Engineers Constructors International Inc and Deputy Chairman of the Third District

Federal Reserve Bank in Philadelphia

The Governance Committee and your Board believe that Mr Sarsten experience in engineering

and project management brings valuable perspective on the operations of the Company to your

Board Mr Sarstens executive experience and service on the Third District Federal Reserve Bank

also provides him with the skills to oversee management and review the Companys financial

plans Additionally Mr Sarstens extended service on your Board has allowed him the opportunity

to gain institutional knowledge about the Company and its operations The Governance Committee

and your Board believe that Mr Sarsten engineering project management and Board experience

qualifies him for continued service as member of your Board and the committees on which he

serves

2009 Attendance Attended 22 of 22 meetings of your Board and committees on which he served

MICHAEL SUTTON 69 2004

Mr Sutton is the Chair of the Audit Committee Mr Sutton is an independent consultant on

accounting and auditing regulation He is director of Krispy Kreme Doughnuts Inc

Previously Mr Sutton was Chief Accountant for the United States Securities and Exchange

Commission senior partner and National Director of Accounting and Auditing Professional

Practice for Deloitte Touche LLP and director of American International Group Inc 2005-

2009

The Governance Committee and your Board believe that Mr Suttons accounting and auditing

expertise with both the Securities and Exchange Commission and national accounting firm

provides valuable insight with respect to financial reporting Further Mr Suttons service on the

boards of large public corporations provides him with experience in board processes and function

the oversight of management and general corporate decision-making The Governance Committee

and your Board believe that Mr Suttons accounting auditing and Board experience qualifies him

as an audit committee financial expert and for continued service as member of your Board and as

member of the Audit Committee

2009 Attendance Attended 18 of 18 meetings of your Board and the committee on which he

served



Item Company Proposal Ratification of Independent Auditor

By NYSE and SEC rules and under the Audit Committees charter selection of the Companys independent

auditor is the direct responsibility of the Audit Committee

The Audit Committee has appointed Deloitte Touche LLP Deloitte Touche an independent

registered public accounting firm to audit our consolidated financial statements for the fiscal year ending

December 31 2010 and to perform other audit-related services Following the Audit Committees appointment

your Board voted unanimously to recommend that our stockholders vote to ratify the Audit Committees

selection of Deloitte Touche as the Companys independent auditor for 2010

Additional information concerning the independent auditor may be found on page 54 of this proxy statement

in the 2010 PROPOSALS Company Proposal section

Your Board unanimously recommends vote FOR the ratification of the appointment of Deloitte

Touche as our independent auditor and will so vote proxies received that do not otherwise specify

Item Stockholder Proposal

single stockholder has announced his intention to present proposal that requests that whenever possible

the chairman of the board of directors shall be an independent director At five recent Company annual

stockholder meetings our stockholders rejected substantially identical proposals and should continue to do so

As described further on page 56 of this proxy statement your Board believes that it would not be in the best

interests of the Company to implement rigid policy to require that the Chairman of your Board be independent

for the following reasons

Your Board believes and an outside service confirmed that the Company is one of the national leaders

in its industry in corporate governance

Your Company is committed to the highest standards of corporate governance that provides for among

other things significant independence of your Board

Your Companys practice with respect to its Chairman is consistent with substantial majority of other

large companies

Your Board has taken decisive steps to ensure that it effectively carries out its responsibility for the

oversight of management and

Your Boards appointment of Presiding Director and the use of regular executive sessions of the

non-management Board members along with your Boards strong committee system and substantial

majority of independent directors allows your Board to maintain effective oversight of management

The proponents full proposal and statement in favor of this proposal and your Boards statement in

opposition of this proposal can be found beginning on page 55 of this proxy statement in the 2010 PROPOSALS

Stockholder Proposal section

Your Board unanimously recommends that our stockholders vote AGAINST this stockholder

proposal and will so vote proxies received that do not otherwise specify



COMMITTEES OF YOUR BOARD OF DIRECTORS

Your Board currently has the following committees Audit Executive Management Compensation and

Development and Nominating and Governance The current members and description of these committees are

provided below

Audit Committee The Audit Committee members include Michael Sutton Chair Julia Johnson

Steven Rice and Gunnar Sarsten The Audit Committee which is composed solely of independent

directors is responsible for among other things assisting your Board in its oversight of the integrity of our

financial statements our compliance with legal and regulatory requirements the independent auditors

qualifications and independence and the performance of the independent auditors and our internal audit function

including the appointment compensation retention and oversight of any independent auditor The Audit

Committee operates pursuant to written charter consistent with the applicable standards of the NYSE and the

SEC more detailed discussion of the purposes duties and powers of the Audit Committee is found in the

charter of the Audit Committee which is available on our website www.alleghenyenergy.com in the Corporate

Governance section Your Board has determined that each member of the Audit Committee is independent under

both Rule 1OA-3 under the Securities Exchange Act of 1934 the Exchange Act and the applicable

independence standards of the NYSE Your Board also has determined that Mr Sutton is an audit committee

financial expert in accordance with the applicable rules and regulations of the SEC Each member of the Audit

Committee is financially literate and one or more members of the Audit Committee possess accounting or related

financial management expertise as determined by your Board in its business judgment The Audit Committee

met twelve times in 2009

Executive Committee The Executive Committee members include Paul Evanson Chair Furlong

Baldwin Cyrus Freidheim Jr Ted Kleisner and Steven Rice The Executive Committee has with

certain exceptions all of the powers of your Board when your Board is not in session The Executive Committee

met one time in 2009

Management Compensation and Development Committee The Management Compensation and

Development Committee the Compensation Committee members include Furlong Baldwin Chair
Eleanor Baum Ted Kleisner and Christopher Pappas Based on recommendation from the Nominating

and Governance Committee your Board appointed Mr Kleisner as the Chair of the Compensation Committee

effective as of the Companys 2010 annual meeting of stockholders Mr Baldwin will also remain as member

of the Compensation Committee The Compensation Committee which is composed solely of independent

directors is responsible for among other things discharging your Boards responsibilities relating to

compensation of our executives and making recommendations to your Board with respect to executive

management succession The Compensation Committee operates pursuant to written charter consistent with the

applicable standards of the NYSE The Compensation Committee has the authority under its charter to select and

retain special counsel experts or consultants As further described in the Compensation Discussion and

Analysis section below to assist in carrying out its responsibilities the Compensation Committee has engaged

an independent compensation consultant more detailed discussion of the responsibilities of the Compensation

Committee is found in the charter of the Compensation Committee which is available on our website

www.alleghenyenergy.com in the Corporate Governance section Your Board has determined that each member

of the Compensation Committee is independent under the applicable standards of the NYSE The Compensation

Committee met six times in 2009

Nominating and Governance Committee The Nominating and Governance Committee the Governance

Committee members include Cyrus Freidheim Jr Chair Eleanor Baum Julia Johnson and Gunnar

Sarsten Based on recommendation from the Governance Committee your Board appointed Dr Baum as the

Chair and Mr Pappas as member of the Governance Committee effective as of the Companys 2010 annual

meeting of stockholders Mr Freidheim will also remain as member of the Governance Committee The

Governance Committee which is composed solely of independent directors is responsible for among other
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things assisting your Board in fulfilling its oversight responsibilities with respect to matters of corporate

governance identifying and recommending individuals to your Board for nomination as directors and reviewing

any related person transactions pursuant to formal policy The Governance Committee operates pursuant to

written charter consistent with the applicable standards of the NYSE The Governance Committee has the

authority under its charter to select and retain special counsel experts or consultants more detailed discussion

of the responsibilities of the Governance Committee is found in the charter of the Governance Committee which

is available on our website www.alleghenyenergy.com in the Corporate Governance section Your Board has

determined that each member of the Governance Committee is independent under the applicable standards of the

NYSE The Governance Committee met four times in 2009
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CORPORATE GOVERNANCE PRACTICES

Our Corporate Governance Commitment and Initiatives Your Board believes strongly that sound and

effective
corporate governance practices accompany and greatly aid our long-term business success We are

committed to high standards of corporate governance Your Board also believes and an outside service

confirmed that we are at the forefront of good corporate governance

Reflecting our commitment to continuous improvement your Board reviews our governance policies and

practices on an ongoing basis to ensure that the practices promote stockholder value Your Board also continues

to monitor guidance from the SEC the NYSE and other relevant agencies regarding corporate governance

procedures and policies and will continue to assess our corporate governance documents and practices to ensure

full compliance with applicable requirements Described below are the highlights of our corporate governance

practices

Board Leadership Structure Your Company currently has one person function as both Chairman of your

Board and Chief Executive Officer CEO With the exception of our Chairman and CEO Mr Evanson your

Board is composed entirely of independent directors Therefore your Board includes an ample number of

independent directors to offer critical review of management For example the independent directors meet

separately in executive session without Mr Evanson present at every regularly scheduled Board meeting

Because your Company currently has one person functioning as both Chairman and CEO your Board believes it

is important to have an independent Presiding Director also commonly called an independent Lead Director
Our independent Presiding Director is responsible for leading these executive sessions and has other clearly

defined duties as further discussed below and in the Companys bylaws

All of your Boards committees other than the Executive Committee are and have for many years been

composed solely of independent directors Furthermore each of these committees is chaired by independent

non-employee directors who are nominated by the independent directors Accordingly oversight of critical

issues such as the oversight of the integrity of our financial statements CEO and executive officer

compensation and Board evaluation and selection of directors is entrusted to the independent directors

Moreover every director may request the inclusion of specific items on the agenda for Board and committee

meetings

Taking the above into consideration your Board believes that combined Chairman and CEO is an

appropriate Board leadership structure for the Company at this time Your Board regularly reviews this structure

to ensure it is in the best interests of the Company at the time

Executive Sessions of Non-Management Directors/Presiding Director The non-management directors met

six times in executive session in 2009 Your Board has an independent Presiding Director who leads the meetings

in executive session The position of Presiding Director is rotated every two years among the independent

non-management directors with each term commencing with an annual meeting of our stockholders Cyrus

Freidheim was appointed by your Board to serve as the Presiding Director commencing on May 20 2010 Steven

Rice will continue to serve as the Presiding Director until May 19 2010

The duties of the Presiding Director include the following

presides at all meetings of your Board at which the Chairman is not present including executive

sessions of the independent directors

serves as liaison between the Chairman and the independent directors

provides input to management on information to be sent to your Board and approves information sent

to your Board

approves meeting agendas for your Board
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approves meeting schedules to assure that there is sufficient time for discussion of all agenda items

has the authority to call meetings of the independent directors and

if requested by major shareholders ensures that he or she is available for consultation and direct

communication

Boards Role in Risk Oversight The Companys management is responsible for addressing the risks of the

organization In doing so your Company employs risk management process commonly called Enterprise Risk

Management ERM to assist it in managing material risks ERM is process
that provides top-down view of

material risks facing an organization

Because management is accountable to the Board your
Boards focus is on effective risk oversight of

strategic issues This oversight role involves the review of major risks the Company faces along with

consideration of the processes that the Companys management employs to address these risks

While risk oversight is the responsibility of the full Board the Boards committees each focus attention on

certain elements of risk oversight in their respective areas For example the Compensation Committee recently

reviewed risk assessment of the Companys significant policies and practices relating to employee

compensation The assessment illustrated that the Companys compensation program is designed to provide an

incentive for employees to manage risk and reward and to align the interests of our employees with those of our

stockholders

Procedures for Nomination of Directors To fulfill its responsibility to identify evaluate and recommend

to your
Board nominees for election as directors the Governance Committee reviews the skills and

characteristics required of director nominees considering current Board composition and Company

circumstances The Governance Committee works with the Board to determine the appropriate skills and

characteristics for
your

Board as whole and its individual members with the objective of having Board with

diverse backgrounds and the desired experience These skills and characteristics are generally outlined in the

Companys Corporate Governance Guidelines and Board profile matrix that is used by the Governance

Committee to determine the skills and characteristics relating to the Board composition as whole

Characteristics that are essential for all directors include integrity compatibility judgment willingness to

commit time and energy to the Company and an interest in the electric utility industry In evaluating the

suitability of individual Board members your
Board takes into account many factors including independence

the number of other boards of public companies on which candidate serves professional background including

the understanding of our business experience and background in relevant field and general understanding of

accounting corporate governance finance technology and other disciplines relevant to the success of large

publicly-traded company and geographic gender age and ethnic diversity Your Board evaluates each

individual in the context of the Board as whole with the objective of recommending group that can best

contribute to the success of our business and represent stockholder interests In determining whether to

recommend director for re-election the Governance Committee also considers the directors past attendance

and participation at meetings and any significant issues identified in your Boards most recent performance

evaluation Moreover directors are expected to act ethically at all times and adhere to the principles and

procedures in the Companys Code of Business Conduct and Ethics

It is also the policy of our Governance Committee to consider recommendations for candidates to your

Board from our stockholders The Governance Committee will consider stockholder recommendations for

candidates for
your

Board using the same criteria described above If interested the name of any
recommended

candidate for director together with brief biographical sketch document indicating the candidates

willingness to serve if elected and evidence of the nominating stockholders ownership of Company stock

should be sent to the attention of the Secretary of the Company Allegheny Energy Inc 800 Cabin Hill Drive

Greensburg PA 15601
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In addition our bylaws permit stockholders to nominate directors for consideration at an annual meeting or

any special meeting called for the purpose of electing directors For description of the procedures for

nominating directors in accordance with our bylaws see Advance Notice Procedures below in this proxy

statement

The Governance Committee approved and recommended to your Board the nominations of the directors

named in Item of this proxy statement to stand for re-election at the 2010 annual meeting based primarily on

the experience and background described above and in Item Your Board approved the nominations pursuant to

the recommendation made by the Governance Committee Your Board also agreed that Mr Baldwin who will be

age 75 or older at the time of the election should stand for re-election at the 2010 annual meeting

Majority Voting for the Election of Directors Any nominee to serve as director of the Company will be

elected if in an uncontested election at the meeting of stockholders the director receives vote of the majority of

votes cast majority of the votes cast Majority Vote means that the number of shares voted for director

must exceed the number of votes withheld from that director Any nominee for election as director in an

uncontested election at the meeting of stockholders who fails to receive Majority Vote is obligated under our

bylaws to tender his or her resignation to the Governance Committee for consideration The Governance

Committee will promptly consider any resignation and recommend to your Board whether to accept it Your

Board is required to take action with respect to the Governance Committees recommendation and publicly

disclose each such resignation and the related action taken by your Board nominee for director in contested

election will be elected by plurality of all votes cast Additional details are set out in Article II Section

Voting of our bylaws which are available on our website www.alleghenyenergy.com in the Corporate

Governance section

Director Independence substantial majority of the members of your Board historically have been

independent and key committees are comprised solely of independent directors Your Board has adopted

Policy Regarding Director Independence Determinations the Director Independence Policy to assist your

Board in determining director independence in accordance with applicable NYSE and SEC requirements The

Director Independence Policy requires your Board to make an annual determination regarding the independence

of each of our directors and sets forth categorical standards for making these determinations that are consistent

with the listing standards of the NYSE The full text of our Director Independence Policy is available on our

website www.alleghenyenergy.com in the Corporate Governance section

In 2010 your Board made independence determinations for each member of
your Board based on

recommendations made by the Governance Committee and affirmatively determined that substantial majority

of the current directors all directors other than Mr Evanson are independent Mr Evanson is not considered an

independent director because of his employment as our President and Chief Executive Officer

In determining that each of the directors other than Mr Evanson is independent your Board considered

the following business relationships which it determined were immaterial to the directors independence Your

Board considered that the Company and its subsidiaries in the ordinary course of business have during the last

three
years

sold services to and purchased products and/or services from company where directors

immediate family member is an executive officer Your Board also considered that some directors were directors

or trustees but not officers of companies or institutions to which we sold services or from which we purchased

products and services during the last three
years

In each case the amount paid to or received from such company

in each of the last three years did not exceed the greater of $1 million or 2% of the consolidated gross revenue of

that company which is the threshold set forth in our Director Independence Policy Your Board determined that

none of the independent directors have ongoing relationships relevant to an independence determination that

were inconsistent with the categorical standards in the Director Independence Policy and that none of the

relationships that it considered impaired the independence of these directors In addition the Companys
directors do not currently provide professional services to the Company its affiliates or any officer of the

Company and the Companys directors are not related to any executive officer of the Company
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Code of Business Conduct and Ethics Your Board has adopted Code of Business Conduct and Ethics for

the members of your Board and our officers employees agents representatives consultants and contractors in

order to promote honest and ethical conduct and compliance with the laws rules and regulations to which we are

subject All of our directors officers and employees are expected to be familiar with the Code of Business

Conduct and Ethics and to adhere to its principles and procedures

Corporate Governance Guidelines Your Board has adopted comprehensive set of Corporate

Governance Guidelines These guidelines address number of important governance issues including director

independence criteria for Board membership expectations regarding attendance and participation at meetings

authority of your Board and committees to engage outside independent advisors as they deem appropriate

succession planning for the CEO and annual evaluations of Board performance These guidelines require the

directors to make every effort to attend meetings of
your Board meetings of committees of which they are

members and annual meetings of our stockholders All ten director nominees attended the 2009 annual meeting

of stockholders held on May 21 2009 Your Board met six times in 2009 In 2009 all directors attended more

than 75% of the meetings of
your

Board and committees on which they served

Procedures for Communications to the Board of Directors Audit Committee and Non-Management

Directors The non-management directors of your Board have adopted procedures for our stockholders

employees and other interested parties to communicate concerns regarding accounting internal accounting

controls or auditing matters to your Board or the Audit Committee and other matters to your Board to the

non-management directors or to any individual non-management director including the Presiding Director All

communications received will be kept confidential

Stockholders employees and other interested parties may send communications regarding accounting

internal accounting controls or auditing matters to our General Counsel at 800 Cabin Hill Drive Greensburg

Pennsylvania 15601-1689 Fax No 724 853-4260 E-mail communications@alleghenyenergy.com or by

anonymously contacting our Call2Line third-party ethics and compliance line at 1-877-922-2552

Communications regarding accounting internal accounting controls or auditing matters also may be provided

directly to the Audit Committee by mail to Allegheny Energy Inc Audit Committee do General Counsel 800

Cabin Hill Drive Greensburg Pennsylvania 15601 All mail sent to the Audit Committee at this address will

promptly be forwarded unopened to the Audit Committee Chair All communications concerning other matters

may be made to the Companys General Counsel as described above or by anonymously contacting our

Call2Line at 1-877-922-2552 All communications received at the Call2Line regarding other matters that are

directed to the attention of your Board the non-management directors or the Audit Committee will be forwarded

to our General Counsel and the Corporate Compliance Officer The communications will be distributed prior to

the next scheduled executive session of your Board or Audit Committee meeting as applicable The Company

generally will not forward to your Board the Audit Committee or the non-management directors any

communication that relates to an improper or irrelevant topic or that requests general information about the

Company

Committee Charters The charters of the Audit Committee Governance Committee and Compensation

Committee are available on our website www.alleghenyenergy.com in the Corporate Governance section

Access and Amendments to our Corporate Governance Documents In addition to being available on our

website www.alleghenyenergy.com in the Corporate Governance section printed versions of our corporate

governance documents including the Corporate Governance Guidelines Code of Business Conduct and Ethics

Policy Regarding Director Independence Determinations and Procedures for Communications to the Board of

Directors Audit Committee and Non-Management Directors as well as the Committee charters are available to

our stockholders upon request made to the attention of the Secretary of the Company The Companys bylaws are

also available on our website www.alleghenyenergy.com in the Corporate Governance section Any

amendments to these documents will be made available on our website
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AUDIT COMMITTEE REPORT

Management is responsible for the preparation presentation and integrity of the Companys financial

statements and for the effectiveness of the system of internal controls Management is responsible for

maintaining appropriate accounting and financial reporting principles and policies and internal controls and

procedures designed to assure compliance with accounting standards and applicable laws and regulations The

Companys independent auditor Deloitte Touche an independent registered public accounting firm is

responsible for planning and conducting an integrated audit of the Companys financial statements and internal

control over financial reporting in accordance with standards of the Public Company Accounting Oversight

Board United States the PCAOB and expressing opinions on the Companys financial statements and on

the effectiveness of the Companys internal control over financial reporting

Your Board maintains an Audit Committee composed of at least three directors all of whom meet

applicable independence criteria The Audit Committee operates under written charter adopted by your Board

and its principal function is to assist your Board in its oversight of

the integrity of the Companys financial statements

the Companys compliance with legal and regulatory requirements

the independent auditors qualifications and independence and

the performance of the independent auditors and the Companys internal audit function

All members of the Audit Committee are independent under Rule 1OA-3 of the Exchange Act the

applicable independence standards of the NYSE and the Companys Policy Regarding Director Independence

Determinations Your Board also has determined that all members of the Audit Committee are financially

literate as defined by the NYSE listing standards For
purposes of the SEC rules and on the recommendation of

the Governance Committee your Board has determined that Mr Sutton is an audit committee financial expert

and that Mr Sutton has the requisite accounting or related financial management expertise as defined by the

NYSE listing standards Although named as the Audit Committee financial
expert Mr Sutton does not act as an

accountant for the Company and is not an expert for purposes of the liability provisions of the Securities Act of

1933 or for
any

other purpose In addition Mr Suttons designation as an Audit Committee financial expert does

not impose any duties or obligations that are greater than those of the other Audit Committee members

The members of the Audit Committee are not full-time employees of the Company and are not performing

the functions of auditors or accountants Members of the Audit Committee necessarily rely on the information

provided to them by management and the Companys independent auditor Accordingly the Audit Committees

considerations and discussions referred to above do not assure that the audit of the Companys financial

statements has been carried out in accordance with the standards of the PCAOB that the financial statements are

presented fairly in conformity with accounting principles generally accepted in the United States of America or

that the Companys registered accounting firm is in fact independent

The Audit Committee reviewed the audited financial statements in the 2009 Annual Report on Form 10-K

with management including discussion of the quality and not just the acceptability of the accounting

principles the reasonableness of significant judgments and clarity of the disclosures The Audit Committee

reviewed with the Companys chief internal audit executive and Deloitte Touche the overall scope and plans

for their respective audits and met separately with the chief internal audit executive and Deloitte Touche with

and without management present to discuss audit results their evaluations of the Companys internal controls

and the overall quality of the Companys financial reporting The Audit Committee also reviewed Deloitte

Touches judgments as to the quality and not just the acceptability of the Companys accounting principles and

such other matters as are required to be discussed with the Audit Committee under standards of the PCAOB
including the Statement on Auditing Standards No 61 Communications with Audit Committees as amended

AICPA Professional Standards Vol AU section 380 as adopted by the PCAOB in Rule 3200T The Audit
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Committee also discussed with Deloitte Touche its independence from management and from the Company

including the contents of Deloitte Touche written disclosures and the letter delivered pursuant to the

applicable requirements of the PCAOB regarding the independent accountants communications with the Audit

Committee concerning independence Deloitte Touche confirmed that it is an independent accounting firm

with respect to the Company under applicable standards

In reliance on the discussions and reviews described above the Audit Committee recommended to your

Board and your
Board approved that the audited financial statements be included in the Companys Annual

Report on Form 10-K for the year ended December 31 2009 for filing with the SEC

The Audit Committee has re-appointed Deloitte Touche as the Companys independent auditor for the

year ending 2010

MICHAEL SUTTON Chair

JULIA JOHNSON

STEVEN RICE

GUNNAR SARSTEN

AUDIT AND OTHER FEES

The following table presents fees for professional audit services rendered by Deloitte Touche for the

years
ended December 31 2009 and 2008 respectively and fees for other services rendered by Deloitte

Touche during those periods The Audit Committees policy is to pre-approve all audit and non-audit services

provided by independent auditors

Deloitte Deloitte

Touche 2009 Touche 2008

Audit Fees $3571550 $3184625

Audit-Related Fees

Benefit plan audit 50000 50000

Reports on the results of agreed upon procedures
20000 20000

Other 3600 3600

Total Audit-Related Fees 73600 73600

TaxFees

All Other Fees

Total $3645150 $3258225

Consisted of fees and expenses related to the integrated audit of the Companys annual consolidated financial statements the audit of the

separate financial statements of certain subsidiaries including certain statutory audits reviews of quarterly financial statements and

comfort letters issued in connection with debt offerings For 2009 this amount included $923650 paid in 2010 and for 2008 this

amount included $678900 paid in 2009

Paid directly by the benefit plan trust

Other Audit-Related Fees consisted of subscription fees to access Deloitte Touche technical accounting research tool
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NON-EMPLOYEE DIRECTOR COMPENSATION

As further described below we use combination of cash and stock-based compensation to attract and
retain qualified directors to serve on your Board In setting non-employee director compensation we consider the

significant amount of time that our non-employee directors expend in fulfilling their duties to the Company as

well as the high skill level required of members of
your Board

Cash Compensation In 2009 each non-employee director received

$50000 in annual cash retainer fees

$1250 for each Board meeting attended and

$1250 for each committee meeting attended except that each member of the Audit Committee

received $1500 for each of the Audit Committee meetings attended

In 2009 the Chair of the Audit Committee also received an additional fee of $12500 and the Presiding
Director and Chairs of the Compensation Committee and Governance Committee each received an additional fee

of $8000

Stock Compensation Each non-employee director is entitled to receive shares of our common stock

quarterly equivalent to the lesser of the value of 1000 shares or ii $30000 of our common stock rounded to

the nearest whole share as determined based on the closing price of our common stock on the last business day
of each calendar quarter For 2009 each non-employee director received 1000 shares of our common stock each

quarter We also will issue the same number of shares of our common stock to any non-employee director whose

services are terminated during quarter as result of death or disability

Non qualj fled Deferred Compensation Each non-employee director may elect to defer receipt of all or part

of his or her directors compensation whether payable in cash or stock under an unfunded deferred

compensation plan maintained on his or her behalf Any deferred stock is credited with additional shares

referred to as dividend equivalents in respect of each dividend paid by the Company All deferred stock

compensation and any related dividend equivalents are payable in stock at the time distributable in accordance

with the terms of the plan The deferred compensation plan also permits each non-employee director to direct the

investment of any deferred cash compensation into either an interest bearing account or phantom stock fund
which constitutes notional investment in our common stock Amounts credited to the phantom stock fund are

further credited or debited over time depending on the performance of our common stock and also are credited

with dividend equivalents in respect of each dividend paid by the Company All deferred cash compensation and

any related dividend equivalents are payable in cash at the time distributable in accordance with the terms of the

plan

Non-Employee Director Stock Ownership Requirements Members of
your Board are expected to own

significant equity interest in the Company in accordance with our stock ownership guidelines Under our stock

ownership guidelines non-employee directors must hold six times their annual cash retainer in our common
stock including shares and phantom stock held in the deferred compensation plan Any previously issued stock

options that remain unexercised do not count toward meeting these guidelines Directors are ordinarily expected

to meet or exceed these guidelines within two years following election to your Board Based on its review the

Governance Committee has determined that as of December 31 2009 all non-employee directors were in

compliance with the requirements of our stock ownership guidelines
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2009 Director Compensation Table

The following table describes the compensation arrangements with our non-employee directors for the 2009

fiscal year

Change in Pension

Fees Earned Value and Nonqualified

or Paid in Stock Option Deferred Compensation

Name Cash Awards Awards $2 Earnings $3 Total

Furlong Baldwin $74250 $98820 $0 $173070

Eleanor Baum $70000 $98820 $0 $278 $169098

Cyrus Freidheim Jr $71750 $98820 $0 $170570

Julia Johnson $80500 $98820 $0 $179320

TedJ Kleisner $66250 $98820 $0 52 $165122

ChristopherD Pappas $65000 $98820 $0 $163820

Steven Rice $84750 $98820 $0 $212 $183782

GunnarE.Sarsten $80500 $98820 $0 $261 $179581

Michael Sutton $88000 $98820 $0 $186820

The amounts in this column represent the aggregate grant date fair value of all stock awards made during 2009 determined in accordance

with Financial Accounting Standards Board Accounting Standards Codification Topic 718 The grant date fair values for the quarterly

stock awards were $23.17 $25.65 $26.52 and $23.48 for the March 31 June 30 September 30 and December 31 2009 grants

respectively See Note 10 to the Companys consolidated financial statements for the year ended December 31 2009 included in the

Companys Annual Report on Form 10-K filed with the SEC on March 2010 for additional information

As of December 31 2009 the following directors were credited with the following number of vested shares under an unfunded deferred

compensation plan including any additional shares of our common stock credited as result of reinvestment of dividends Mr Baldwin

16914 Mr Freidheim 20247 Ms Johnson 16914 Mr Kleisner 7016 Mr Pappas 7016 and Mr Sutton 18580

As of December 31 2009 the following directors had restricted shares of our common stock including any additional shares of our

common stock credited as result of reinvestment of dividends Dr Baum 1000 Mr Rice 1294 and Mr Sarsten 1000

As of December 31 2009 the following directors had deferred cash compensation credited as shares in phantom stock fund

Mr Baldwin 6787 Mr Freidheim 1270 Ms Johnson 6133 Mr Kleisner 619 Mr Pappas 1458 and Mr Rice 2538 Any

distribution related to the phantom stock fund will be paid in cash based on the market value of the Companys common stock as of the

distribution date

Between 1999 and 2001 we granted stock options to our non-employee directors In connection with these stock option grants

Mr Sarsten held options to purchase 20000 shares with an exercise price
of $423125 per share that expire on December 2010 all of

which were exercisable as of December 31 2009

The amounts in this column reflect any above-market interest attributed to unfunded deferred compensation The amounts equal the

amount of the actual interest earned on the deferred compensation to the extent the rate exceeded 120% of the applicable federal long-

term rate with compounding as prescribed under Section 1274d of the United States Internal Revenue Code of 1986 as amended and

calculated using rate that corresponds to the rate specified by the deferred compensation plan

The amounts in this column do not include any compensation attributed to any change in the actuarial present value of any pension plan

because the non-employee directors do not participate
in any of our pension plans
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COMPENSATION DISCUSSION AND ANALYSIS

Executive Summary

Following is brief overview of the Compensation Discussion and Analysis that follows

As it relates to the compensation for our Chief Executive Officer the CEO Chief Financial Officer

the CFO and our other most highly paid executive officers named in the Summary Compensation
Table below collectively with the CEO and CFO the Named Executive Officers

Base salaries during 2009 did not change from 2008

The 2009 annual incentive was paid out at approximately 130% of target reflecting performance

which in aggregate exceeded target as it relates to our financial and operational objectives These

payouts were higher than in 2008 because the overall performance in 2009 exceeded that of 2008

and in its discretion your Board reduced the overall payouts by 25% for 2008 and

Previously granted stock options and performance shares lost value due to our stock price decline

during 2009

We provide our executive officers with the following types of compensation salary annual cash

incentives stock-based long-term incentives and other benefits

Our executive compensation program provides that significant portion of our executive officers

overall compensation is performance-based and is linked directly to the Companys achievement of

measurable performance objectives and stockholder returns

We use stock-based compensation as means to align the interests of our executives with those of our

stockholders

We do not backdate or reprice stock options or time our stock award grants based on the release of

material non-public information

We maintain recoupment policy often referred to as clawback policy regarding short-term

incentives in the event of certain misconduct resulting in the need for restatement of our financial

results

Named Executive Officers must build and maintain significant and continuing equity interest in the

Company

The compensation programs combination of base salary long- and short-term incentives and use of

different types of stock compensation awards along with the Companys stock ownership guidelines

encourage executives to take prudent but not excessive risks

We provide our executive officers with limited number of personal benefits

We will provide certain payments and benefits to our executive officers under certain change in control

and termination conditions

We use compensation consultant to compare our executive compensation to other companies in our

peer group to ensure that our salary structure and total compensation continue to be competitive yet

not excessive and

As part of our annual review of compensation your Board and the Compensation Committee

determined that the types of compensation offered to our executive officers should not change for

2010 except that the long-term incentive awards will consist solely of performance shares linked to the

Companys performance as further described in the 2010 Compensation Actions section below
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Overall Philosophy and Objectives of Our Executive Compensation Program

Our executive officer compensation program is directed by the Compensation Committee of your
Board

The Compensation Committee determines compensation based upon our overall compensation philosophy

which is comprised of the following key objectives and principles

Alignment with Stockholder Interests Create strong link between executive compensation and total

return to our stockholders to support the creation of long-term stockholder value

Attract and Retain Attract and retain key executives critical to our success highly qualified and

skilled workforce can differentiate us and provide competitive advantage in the marketplace

Business and Individual Performance Accountability Offer performance-based compensation that is

competitive with other companies that compete with us for talented executives with increased

compensation for higher level of performance and lower compensation for lower level of

performance and

Balanced Relationship Maintain balanced relationship among the compensation levels of our

executive officers taking into account the duties and responsibilities of each executive position

Overview and Mix of Compensation Elements

In General

We believe that it is necessary to provide competitive compensation and benefit programs to motivate

retain and reward talented executives in achieving financial results that are aligned with our stockholders best

interests To achieve the objectives of our compensation program and to be competitive with our peer group we

provide compensation program that rewards both short-term and long-term performance in the form of both

cash and non-cash compensation The elements of our total compensation for executive officers are illustrated

below

In determining the 2009 compensation mix for our executive officers the Company considered the

compensation elements individually and as whole in relation to various factors including the compensation

elements offered by our peer group existing employment arrangements individual performance level of

responsibility internal pay equity among the executive officers and the need to attract specific candidates We

generally do not adhere to specific formulas or target specific ratios in determining the mix of compensation

elements

Annual Incentives Earned

for achieving financial and

operational objectives

measured over the current

year

Fixed compensation Long-Term Incentive Retirement Benefits

for performing day-to-day
Is Granted to retain Amounts for retirement

responsibilities executives build executive savings

ownership and align

_______________ compensation with __________________

achievement of our long-

term financial goals to create

stockholder value and

achieve strategic objectives

as measured over multi-year

periods

Other Compensation

Includes personal and

severance benefits
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Mr Evansons mix of the above compensation elements for 2009 was set when we entered into his

employment agreement in July 2007 and remained unchanged when his new agreement was entered into in

2009 The compensation mix for all other Named Executive Officers in the aggregate for 2009 was generally
consistent with our peer group

Peiformance-based Compensation

In addition to their fixed salaries our executive officers receive annual incentive and long-term incentive

compensation opportunities both of which are performance-based Compensation is considered performance-
based when payment amounts vary based on achievement of Company goals or are subject to stock price

changes As result high percentage of our executive officers compensation is in the form of variable

incentive compensation and therefore is at-risk Our executive compensation program is also designed so that

as the level of an executive officers responsibility increases the amount of at-risk compensation also generally
increases The following pie charts illustrate the compensation mix for the CEO and all other Named Executive

Officers in 2009

2009 CEO Compensation Mix 2009 All Other Named Executive Officers

At Target Average At Target

including the CFO
11% Salary

19% Annual

Incentive
13% Annual

Incentive

Long-Term Incentive

Annual Incentive

Salary

46% Long-Term Incentive

At Risk Compensation 89% At Risk Compensation 65%

The pie charts above show the percentages of compensation relating to 2009 salary and target annual and

long-term incentive compensation The at-risk compensation includes the target annual and long-term stock

incentives granted in 2009

Compensation Elements for Named Executive Officers

The following discusses each of the respective compensation elements as applied to our Named Executive

Officers

Base Salary

Base salaries are typically reviewed annually and adjusted to take into account individual performance

promotions level of responsibility and competitive compensation levels In considering base salaries the

Company gives most weight to the peer group data discussed below and the performance of each executive

officer Also taken into consideration are our financial results and condition and operating performance
including such factors as safety and customer satisfaction

76% Long-Term Incentive
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Our Analysis

Mr Evanson waived his right to receive any base salary increase in June 2009 that would have been given

pursuant to his employment agreement Our normal salary review schedule would have called for merit increases

and salary adjustments for all other Named Executive Officers in April 2009 However no changes were made in

2009 to the salaries of the Named Executive Officers given the overall state of the economy

Typically our goal is to have base salaries that are generally consistent with the median of our peer group

Mr Evansons base salary is slightly higher than the median of our peer group

Annual Incentives

At our 2009 annual meeting our stockholders overwhelmingly approximately 96% of votes cast voted in

support of our Annual Incentive Plan the Annual Plan Under our Annual Plan we provide award

opportunities as an incentive to achieve Company objectives

At the beginning of each year the independent directors of your Board and Compensation Committee as

applicable establish financial and operational objectives and weightings and targets for each objective

After the end of the year the independent directors of your Board and Compensation Committee as applicable

measure performance against predetermined targets These three steps are described below Additional

information on how the objectives are established and measured is also provided in the Annual Incentives Our

Analysis section below

Step Establishing Financial and Operational Objectives

In February 2009 we set financial and operational objectives These objectives included Corporate

Objectives representing Company-wide goals and Key Performance Factors reflecting measurable corporate

and business unit goals The Key Performance Factors can differ for each executive because they are based on

specific business unit areas of responsibility

Step Establishing Weightings and Targets for Objectives

After the Corporate Objectives and Key Performance Factors are set we establish the weightings and targets

for each objective Table below describes each of the Corporate Objectives and Key Performance Factors for

2009 and their respective weightings The weightings represent the percentage of the Corporate Objectives and

Key Performance allocated to each of the objectives
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Table 2009 Financial and Operational Objectives and Weightings1

Corporate Objectives/Weighting

Electric transmission project

Maintain investment grade

Power station scrubber installations

Regulatory Virginia

Regulatory Pennsylvania

Total

Key Performance Factors/Weighting

Adjusted net income

Power station availability

Operation Maintenance OM expense

Customer service unavailability

Adjusted earnings before income taxes EBIT 10

Occupation Safety Health Administration OSHA recordable incident

rate11 25%

Total 100% 100%

Table below provides information regarding the overall individual weighting applied to the 2009

Corporate Objectives and Key Performance Factors for each Named Executive Officer The weighting can differ

for each executive because it is based on specific areas of responsibility

Generation and Marketing refers to our power generation and marketing operations Allegheny Power refers to portion of our business

that operates our electric public utility systems The Allegheny Power Key Performance Factor related to customer service
unavailability

is included in the overall Corporate Key Performance Factors however the remaining Allegheny Power Key Performance Factors are

not provided because they do not apply to the Named Executive Officers

This objective related to the Companys TrAIL project remaining on schedule for 2011 in-service date

This objective related to the scrubber installations remaining on schedule and budget to achieve 2009 in-service date

This objective related to developing plan to meet the long-term generation needs in Virginia

This objective related to remaining on schedule to transition to market-based electric rates in Pennsylvania by 2011

Adjusted net income means the consolidated net income of the Company and its subsidiaries as determined in accordance with generally

accepted accounting principles GAAP adjusted to exclude the impact of changes in accounting principles extraordinary items

non-recurring charges or gains unrealized gains or losses relating to Financial Transmission Rights and derivative hedge activities that

do not receive hedge accounting treatment discontinued operations regulatory and/or legislative changes labor union disruptions and

acts of God such as hurricanes and appropriate adjustments to reflect the Companys core results and underlying trends

Power station availability is the percentage of time that our super-critical power plants were available to generate power during 2009

The super-critical power plants include approximately 80% of the capacity of our coal-fired power plants

This OM expense goal includes the expenses of non-fuel operations and maintenance including general and administration expenses

as determined in accordance with GAAP For Corporate this excludes certain OM expenses that are recovered in rates on formulaic

basis For Generation Marketing only their respective expenses were taken into account

The customer service
unavailability goal is the number of minutes the average customer was without power during 2009 excluding

major events as defined by state reliability reporting requirements

The EBIT goal is adjusted earnings before interest and taxes For Generation Marketing only its respective adjusted EBIT was taken

into account

The rate includes Generation Marketings respective incidents recordable under regulations of OSHA for 2009

Corporate Generation Marketing

20%

20%

20%

20%

20%

100%

25%

25%

25%

25%

25%

25%

25%

24



Table 2Weighting Applied to 2009 Objectives for Each Executive Officer

Key Performance Factors

Corporate Generation

Named Executive Officer Objectives Corporate Marketing

All Named Executive Officers except Mr Davis 50% 50%

Curtis Davis 20% 20% 60%

In February 2009 the Company also set the targets for each Key Performance Factor as illustrated in Table

below

In addition to the Corporate Objectives and Key Performance Factors to satisfy the requirements for

deductibility under Section 162m of the Internal Revenue Code as amended the Code your Board and

Compensation Committee set performance threshold for 2009 of $120 million of adjusted net income No

annual incentive award would have been paid if this threshold was not achieved in 2009 regardless of the

achievement of any other objectives This adjusted net income threshold was met for 2009

Step Measuring Performance Against Predetermined Targets

In determining the actual award for each Named Executive Officer at its February 2010 meeting the

Compensation Committee first assessed the actual results for each objective and assigned level of achievement

from zero to 200% The Compensation Committee or the independent directors have discretion in determining

the level of achievement of each Corporate Objective between zero and 200% For any Key Performance Factors

that are achieved that factor typically is assessed at 100% The Compensation Committee or the independent

directors have discretion in determining the level of achievement for each Key Performance Factor between zero

and 100% if the target is not achieved and between 100% and 200% if the target is exceeded

In assessing performance against the objectives the Company considered actual results against the specific

goals the expected difficulty of achieving the objective and whether any significant unforeseen obstacles or

favorable circumstances altered the expected difficulty of achieving the objective The actual results for each

Corporate Objective and Key Performance Factor are shown below

Table 32009 Financial and Operational Objectives Target and Actual Results

Corporate Objectives/Actual Results

Actual

Electric transmission project
Achieved

Maintain investment grade Achieved

Power station scrubber installations Achieved

Regulatory Virginia Achieved

Regulatory Pennsylvania Achieved

Key Performance Factors/Target and Actual Results

Corporate Generation Marketing

Target Actual Target Actual

Adjusted net income millions $391.2 $396.6

Power station availability 86% 81.5% 86% 81.5%

OM expense millions $688.4 $667.7 $272.4 $261.5

Customer service unavailability minutes 230 166

Adjusted earnings before income taxes EBIT millions $572.9 $557.5

OSHA recordable incident rate 1.60 .78
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The level of achievement for each Corporate Objective and Key Performance Factor was multiplied by the

applicable weighting in Table to determine the result for each objective The result for all objectives was then

multiplied by the individual weightings in Table The preliminary annual incentive award was then determined

by multiplying this
percentage by the target award shown in Table below The process used to determine the

preliminary annual incentive award is generally illustrated below

Level of Achievement for all Individual Target Preliminary

Applicable Objectives in Table Weighting for each Award Annual

as percentage from 0-200% Executive Table Table Incentive Award

The Compensation Committee has the discretion to increase or decrease the preliminary annual incentive

awards When determining the actual awards for each Named Executive Officer the Compensation Committee

considered individual performance including contributions to achieving the pre-established 2009 objectives

described above and performance that was not specifically measured through the objectives

Our Analysis

The 2009 annual incentive awards for our Named Executive Officers are set forth below in Table The

annual incentive awards are also shown in the Summary Compensation Table below under the column headed

Non-Equity Incentive Plan Compensation to the extent directly attributable to meeting the performance

objectives and in the column headed Bonus to the extent awards were increased based on individual

performance including performance not specifically measured through the objectives under the Annual Plan

Table 42009 Annual Incentive Target and Awards

Target Award
2009 as 2009 2009 Actual Award

Target Percentage Actual as Percentage

Named Executive Officer Award of Salary Award of Target

Paulf Evanson 1500000 125% 1918500 128%
Kirk Oliver 408894 75% 350000 86%
DavidM Feinberg 207693 50% 355500 171%

Curtis Davis 207693 50% 240000 116%

Eric Gleason 207693 50% 315500 152%

The 2009 target award of 125% for Mr Evanson was set based on competitive benchmarking analysis

performed when we entered into his employment agreement in July 2007 For 2009 the target award for all other

Named Executive Officers was comparable to our peer group
and ranged from 50% to 75% of base salary The

Named Executive Officers could earn from zero to 200% of their target award In setting the target award

percentages the Compensation Committee considers the compensation targets of the peer group the executive

officers existing employment arrangements level of responsibility internal pay equity between the executive

officers and the need to attract and retain specific candidates

As general principle the Compensation Committee seeks to set performance targets that are challenging yet

achievable that is they should be set at levels that represent excellent performance superior to the results of

typical companies in the utility industry The Compensation Committee generally tries to set targets in the top

quartile of relevant competitive performance based on reviews of publicly-available information benchmarks

provided by consultants and practices in the electric industry In setting targets the Compensation Committee also

considers the Companys past performance

The Corporate Objectives were selected because they represent significant milestones tied to supporting

future growth strategies and increasing the total return to stockholders The Key Performance Factors were

selected because they involve key financial and operational objectives that are integral to measuring the
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performance of the Company The weighting between the Corporate Objectives and the Key Performance Factors

for each Named Executive Officer is based primarily on the impact that the Named Executive Officer is expected

to have on determining the results

In February 2010 the Compensation Committee determined the level of achievement with respect to the

Corporate Objectives and Key Performance Factors and calculated the preliminary
annual incentive awards based

on the Companys achievement of such objectives as described in Step above Lastly in determining the final

2009 annual incentive awards your Board or the Compensation Committee as applicable evaluated each Named

Executive Officers individual performance As shown in the Summary Compensation Table below the awards

for Messrs Feinberg Gleason and Oliver were adjusted based on their individual performance particularly with

respect to specific business matters such as corporate strategic planning and/or performing key interim duties

There were no other material changes to the preliminary annual incentive awards

When comparing the 2009 to the 2008 annual incentive awards the Compensation Committee

acknowledged that the Board reduced the 2008 awards from the levels calculated based on the actual

achievement of the related objectives Accordingly this discretionary 2008 reduction and the higher performance

achievement in 2009 are the primary reasons for the increase in the 2009 annual incentive award amounts

Long-Term Incentive Awards

Overview

Long-term incentive awards are made available to executives and key management employees who can

significantly affect the long-term success of the Company The Company believes that long-term incentive

compensation is an important component of our program because it has the effect of attracting and retaining

talented executives aligning executives financial interests with the interests of stockholders and rewarding the

achievement of our long-term strategic goals

To permit flexibility the Companys Long-Term Incentive Plan the Long-Term Plan provides for

different forms of stock awards including performance shares stock options and restricted stock In 2009 the

Company granted performance-based stock compensation to our current Named Executive Officers as shown in

the 2009 Grants of Plan-Based Awards table below For 2009 the total value of the stock awards consisted of

approximately 50% performance shares and 50% stock options as illustrated below

Performance Shares linked to the Performance Shares linked to Stock Options

Companys three-year total the Companys annual 50%
stockholder return 25% incentive plan 25%

Shares linked to our three-year total Shares linked to the average three- Stock options vest in three equal

stockholder return as compared to the year corporate results under the annual installments starting on the

companies in the Dow Jones U.S Companys annual incentive plan anniversary of the grant date

Electric Utilities Index Shares earned Shares earned are payable in stock

are payable in stock at the end of the at the end of the performance

performance period period

Performance Shares

In 2009 the Company granted performance shares to our current Named Executive Officers The 2009

performance shares will be paid in stock with 50% of these shares linked to the three-year total stockholder

return as compared to peer index of companies in the Dow Jones U.S Electric Utilities Index The total

stockholder return will be determined by dividing the change in the Companys stock price including any

dividends by the beginning stock price as illustrated below

Total Stockholder Return Change in Stock Price Dividends Paid

Beginning Stock Price

27



The percent of
target award earned for these shares is tied to the Companys total stockholder return as

compared to the
peer index of companies in the Dow Jones U.S Electric Utilities Index As illustrated below the

percent of target award earned can vary
from zero to 250% depending on the Companys performance

Potential Payout for Performance Shares IJnked to Total Stockholder Return

Companys Percentile of three-year Total

Stockholder Return vs the Peer Index of Target
Total Stockholder Return Award Earned

90th 250%

70th 175%

50th 100%

25th 50%

Below 25th 0%

The remaining 50% of the performance shares are linked to the
average three-year corporate performance

under the Companys annual incentive plan The corporate performance is equal to the average of the actual

results of the Corporate Objectives and Corporate Key Performance Factors The percent of target award earned

can vary from zero to 200% depending on the Companys performance

The performance criteria used to determine the awards will be the same used for the 2009 through 2011

Corporate Objectives and Corporate Key Performance Factors The 2009 Corporate Objectives and 2009

Corporate Key Performance Factors are described above under Compensation Elements for Named Executive

Officers Annual Incentives The 2010 Corporate Objectives relate to electric transmission projects business

plan implementation and regulatory issues The 2010 Corporate Key Performance Factors are adjusted net

income power station availability OM
expense and customer service

unavailability The Corporate Objectives
and Corporate Key Performance Factors for 2011 have not yet been established

In addition for the performance shares linked to the Annual Plan to satisfy the requirements for

deductibility under Section 162m of the Code the independent directors of
your Board set performance

formula for any 2009 grants Accordingly the aggregate value of all awards earned cannot exceed 0.5% of the

Companys three-year cumulative total adjusted earnings before interest taxes depreciation and amortization

for 2009 through 2011 regardless of the level of achievement of the Corporate Objectives and Corporate Key
Performance Factors

Performance shares align well with stockholders interests because they provide incentive for executives to

manage the Company in the long-term interests of the Company and our stockholders and
encourage executives

to stay with the Company Performance shares also provide an opportunity for employees to obtain stock

ownership stake in the Company

Stock Options

In 2009 the Company granted stock options to the Named Executive Officers The stock options have an

exercise price equal to the market price of our common stock at the date of their grant and term of 10 years
The options granted in 2009 become exercisable in three equal annual installments starting on the first

anniversary of the grant date and are generally subject to requirement of continued employment

Stock options align well with stockholder interests because they gain value only to the extent that the stock

price increases above the exercise price Stock options also provide an opportunity for employees to obtain

stock ownership stake in the Company
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Restricted Stock for Retention Purposes

In February 2009 the Compensation Committee approved retention arrangement with Mr Feinberg In

making its decision the Compensation Committee considered various factors including the desire to structure

Mr Feinberg overall compensation to be more competitive with the current market for his position as General

Counsel The retention arrangement provides for total grant of 17850 restricted shares of Company stock that

vested or will vest in equal installments on December 31 2009 December 31 2010 and December 31 2011

generally subject to requirement of continued employment In addition because the Compensation Committee

intends for the grant date present value of restricted stock awards to equal the fair market value of an equivalent

number of shares of the Companys common stock absent the vesting condition equivalent dividends are paid on

restricted stock awards as and when dividends are paid on the common stock

Our Analysis

The 2009 target grant award of $8.4 million for Mr Evanson was set based on competitive benchmarking

analysis performed when we entered into his employment agreement in July 2007 The actual value realized from

this grant award will vary based on the performance of the Company over three-year period The 2009 target

award for all other Named Executive Officers was comparable to our peer group
and ranged from 130% to 150%

of base salary In setting the target award percentages the Compensation Committee considered the

compensation targets of the peer group the executive officers existing employment arrangements level of

responsibility internal pay equity between the executive officers and the need to attract and retain specific

candidates

For the 2009 performance share grants the performance period runs through December 31 2011

Accordingly the three-year performance results will be determined and any performance shares will vest on

December 31 2011 The ultimate value of the performance shares which completely vest after three years will

depend on continued progress in our business performance and our stock price when the shares are received

Because we believe it is important to deliver significant portion of compensation in the form of shares of

stock as compared to cash the fair value of the 2009 long-term incentive awards accounted for approximately

76% of total direct compensation for our CEO and approximately 46% of total direct compensation on average

for all other Named Executive Officers This is generally consistent with our peer group with the exception of

the compensation of our CEO who received proportionally more of his total compensation in long-term

incentives based on an analysis performed when we entered into his employment agreement in July 2007

Our pay-for-performance philosophy and the strong link between our executive compensation program and

performance for our stockholders are illustrated through the current value of the 2009 long-term incentive awards

granted to our executive officers In light of the decline in our stock price since the awards were granted in

February 2009 the value of the awards had decreased significantly at December 31 2009

the stock options had no realizable value based on our stock price and

the performance shares that are linked to the total stockholder return compared to peer
utilities were

tracking to pay zero

Other Benefits

As part of our overall compensation package we offer benefits to all of our employees These benefits are

comparable to those typically offered by companies of similar size and include medical and disability benefits

life insurance tax-qualified retirement benefits and matching contributions to tax-qualified savings plan These

benefits are generally available to the Named Executive Officers on the same basis as for other employees The

limited number of additional benefits that we provide to our Named Executive Officers are discussed below We

report the compensation associated with these programs as required in the appropriate column of the Summary

Compensation Table below
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The Compensation Committee regularly reviews the additional benefits provided by the Company to ensure

that they are efficient and an effective use of the Companys resources The Compensation Committee decided to

provide these benefits because they are generally consistent in form and amount to those offered to executives at

similar levels at companies with whom we compete for talented executives and because these benefits advance

our business objectives

Supplemental Executive Retirement Plan

We offer Supplemental Executive Retirement Plan the Supplemental Plan to the Named Executive

Officers and other senior executives The amount of compensation that can be taken into account under our

tax-qualified retirement plan the Retirement Plan was limited under the Code to $245000 for 2009 and the

Code also places limits on the total amount of benefits that can be provided under the Retirement Plan The

Retirement Plan benefits provided to the Named Executive Officers generally constitute smaller percentage of

final pay than is typically the case for other Company employees The Supplemental Plan provides payment to

restore benefits to the level at which they otherwise would have been if it were not for these compensation and

benefit limits established by federal tax law

All Named Executive Officers except Mr Evanson are participants in the Supplemental Plan In lieu of

benefits under the Supplemental Plan and pursuant to his employment agreement Mr Evanson is entitled to

lump sum cash payment of $66667 for each month he is employed by us which will be paid to him upon the

termination of his employment

Under the Supplemental Plan each participating employee will receive supplemental retirement benefit

equal to their average compensation multiplied by the sum of 2% for each year of service up to 25 1%

for each year of service from 26 to 30 and 0.5% for each
year

of service from 31 to 40 less benefits paid

under the Retirement Plan and less 2% for each year that participating employee retires prior to his or her 60th

birthday Therefore an employees maximum benefits under the Supplemental Plan are 60% of average

compensation Average compensation under the Supplemental Plan is defined as 12 times an employees average

monthly compensation plus any award paid under the Annual Plan and other salary payments actually earned

whether or not payment is deferred for the 36 consecutive calendar months constituting the period of highest

average monthly compensation during the employees employment

Except as described below Supplemental Plan participant will be eligible to receive benefits under the

Supplemental Plan only if he or she has been credited with at least 10 years of service with us and has reached

his or her 55th birthday The Company approved accelerated vesting under the Supplemental Plan for Mr Davis

following five years of service By offering this additional benefit we were able to attract him by making up for

his loss of certain pension benefits resulting from leaving his prior employment In addition some of our Named

Executive Officers would be vested in the Supplemental Plan and credited additional years of service under

change in control or termination circumstances as further described in the Potential Payments Upon

Termination or Change in Control section below

The change in the pension value for the Named Executive Officers in 2009 under our Retirement Plan

Supplemental Plan and in the case of Mr Evanson his employment agreement is shown below in the Summary

Compensation Table under the Change in Pension Value and Nonqualified Deferred Compensation Earnings

column The accumulated pension benefits for the Named Executive Officers under our Retirement Plan

Supplemental Plan and in the case of Mr Evanson his employment agreement are shown in the Pension

Benefits table below

The Compensation Committee believes that these plans are an important part of the compensation program

for our Named Executive Officers These plans are key to the recruitment of talented executives in the

competitive market as companies in our peer group typically offer their executives these types of supplemental

plans These plans serve critically important role in the retention of our senior executives as benefits from
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these plans increase for each year that the executives remain employed by us The plans are designed to

encourage our most experienced executives to remain employed by us and continue their work on behalf of the

Company

Personal Benefits

We provide limited number of benefits to our Named Executive Officers that generally help our

executives conduct Company business more effectively but may also benefit the executives personally as well

We report the incremental cost to the Company of these personal benefits as required in the All Other

Compensation column of the 2009 Summary Compensation Table below As reported these personal benefits

make up small percentage of total compensation approximately 1.8% on average for our Named Executive

Officers

These personal benefits generally are provided to the Named Executive Officers because they advance our

business objectives and are available at many of our peer group companies The cost or value of these personal

benefits are imputed to the Named Executive Officer as income to the extent required by applicable tax law and

the officer is responsible for satisfying such taxes These personal benefits for some of our Named Executive

Officers included annual physical examinations and the reimbursement of certain relocation expenses as further

described below In addition our CEO and his immediate family members may use our aircraft for personal

travel on limited basis and the vast majority of such use has been for commuting purposes by the CEO himself

This arrangement was key driver in our ability to hire our CEO in 2003 and its continuation has been key

driver in our being able to retain his services In addition the other Named Executive Officers and their

immediate family members may use our aircraft for personal travel on limited basis with the approval of the

CEO On certain occasions an executive officers spouse or other immediate family member has accompanied

the executive on flights if seating is available on the aircraft and typically there is no additional incremental cost

to the Company in this circumstance The Companys policy with respect to personal use of our aircraft requires

the CEO to lease the aircraft from the Company for any personal use in excess of $325000 and to pay the

incremental costs of such personal flights up to the maximum established under Federal Aviation Administration

rules The Compensation Committee believes with respect to travel-related expenses that enhancing the work

efficiency of the executive officer during otherwise personal travel benefits the Company

We typically provide relocation benefits to newly hired employees including newly hired executive

officers when their primary residence changes substantial distance from their previous employment We

provide relocation assistance that includes travel costs costs associated with the purchase and sale of home

temporary living expenses and the taxes on these amounts The Companys executive relocation program which

was originally established in 2005 is market competitive and necessary to obtain high quality candidates for such

assignments

Termination or Change in Control Payments

The Company maintains severance plans that provide for cash payment to most of our employees

including our executive officers if their employment is terminated under certain conditions We also offer our

Named Executive Officers competitive change in control plan or arrangement that provides for specified

benefits In addition under our Long-Term Plan all participants including the Named Executive Officers are

entitled to receive any outstanding and unvested stock grants under certain conditions These plans or

arrangements discussed in this section along with the potential payments under some hypothetical situations are

further described in the Potential Payments Upon Termination or Change in Control section below

For the Named Executive Officers to be eligible for any benefits under the severance and change in control

plans or arrangements they are subject to additional restrictions not common to other Company employees

including non-competition obligation for one year
and non-solicitation obligation for two years following any

termination of employment
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For Mr Evanson the non-change in control termination conditions include termination due to death or

disability and retirement For all Named Executive Officers the non-change in control termination conditions

include termination without cause or for good reason These provisions are generally designed to attract and

retain executive officers by making up for the potential loss if the executives are terminated We believe that

these arrangements are important recruitment and retention devices as most companies with which we compete

for talented executives have similarprotections in place for their executive officers

We also believe that competitive change in control arrangements for our executive officers are necessary to

retain senior leadership and maintain managements objectivity where the Company becomes engaged in

change in control situation The occurrence or potential occurrence of change in control transaction can often

create uncertainty regarding the continued employment of executive officers This uncertainty results from the

fact that many change in control transactions result in significant organizational changes particularly at the

executive officer level If change in control transaction occurs an executive officer would receive certain

benefits under our change in control plan such as cash payments and certain benefits The payment of such

benefits under this plan is triggered only if Named Executive Officer leaves our employment under certain

qualifying circumstances commonly referred to as double trigger Also the Company has not included

excise tax gross-up payment provisions in any new change in control agreement or arrangement with its officers

after May 2009

Deferred Compensation

Under our Nonqualified Deferred Compensation Plan executive officers can elect to defer between zero and

100% of their Annual Plan payout The deferred compensation plan is intended to provide long-term savings

opportunity on tax-efficient basis None of the Named Executive Officers has any deferred compensation

Role of Compensation Committee in the Compensation Process

The Compensation Committee oversees the Companys compensation programs and policies relating to our

executive officers The Compensation Committee also administers incentive compensation plans evaluates the

CEOs performance and reviews executive management succession planning and development The

Compensation Committee submits its recommendations regarding compensation employment arrangements and

any severance agreements and termination payments for the CEO and the CFO to the independent directors of

your Board for approval The Compensation Committee
approves

the compensation and any employment

arrangements severance agreements and termination payments for other executive officers As described below

when making compensation decisions the Compensation Committee often considers input from its compensation

consultant and as applicable our CEO and certain other executive officers and human resources personnel

Role of Consultants

For executive officer compensation matters your Board or the Compensation Committee as applicable has

the sole authority to engage or terminate the services of outside advisors Accordingly the Compensation

Committee has hired Hewitt Associates to provide independent advice and analysis on executive officer

compensation matters and to perform specific tasks as requested by the Compensation Committee This

independent compensation consultant was retained by and reports directly to the Compensation Committee

which approves its scope of work

During 2009 the consultant analyzed information about the compensation practices at companies with

which we compete for talented executives counseled the Compensation Committee regarding the CEOs

employment agreement and provided information regarding market regulatory and governance issues

surrounding executive compensation Hewitt Associates representatives attended Compensation Committee

meetings to present their findings and views to the Compensation Committee for consideration in setting

executive officer compensation Neither Hewitt Associates nor any of its affiliates provided any other consulting

services as defined by the applicable disclosure rule to the Company or to management in 2009
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Role of Executive Officers

Our CEO assists the Compensation Committee in reaching compensation decisions with respect to other

executive officers Our CEO discusses his own performance and his performance assessment of each other

executive officer with the Compensation Committee and within the framework of the compensation programs

approved by your Board or Compensation Committee provides the Compensation Committee with specific

recommendations on base salary annual incentives and long-term incentives for each executive officer other

than himself The CEO also reviews and recommends performance metrics used in our annual and long-term

incentive plans While the Compensation Committee gives appropriate consideration to the CEO observations

the ultimate decisions regarding executive officer compensation are made by the independent directors of your

Board or the Compensation Committee as applicable

The independent directors determine the compensation of our CEO and CFO after considering the

recommendations of the Compensation Committee Other than discussing his performance with the

Compensation Committee and the independent directors of your Board the CEO does not participate in the

decisions relating to his own level of compensation The other Named Executive Officers similarly do not play

role in their own compensation determination other than discussing their own individual performance objectives

and accomplishments with the CEO Your Board has delegated authority to the CEO to establish the

compensation of certain other members of senior management who are not executive officers and whose

compensation is not determined by the Compensation Committee or the independent directors of your Board

As directed by the Compensation Committee certain executive officers including our Vice President

responsible for human resources and various human resources personnel also support the Compensation

Committee in its work including providing Company-specific data and information In addition the

compensation consultant works from time to time with the CEO and certain other executive officers at the

request of the Compensation Committee in formulating materials and proposals for consideration by the

Compensation Committee Although the consultant may share with the appropriate executive officers

information regarding trends peer group analysis and other matters relating to the Companys executive

compensation programs the consultant reports directly to the Compensation Committee

The CEO and certain other executive officers generally participate in the early stages of the design and

evaluation of compensation programs and policies Executive officers participate in the process primarily

because many of the compensation programs and policies apply to numerous employees not just the executive

officers and those officers have an interest in ensuring that those programs and policies provide incentives for

employees to achieve the Companys objectives Certain executive officers therefore have discussed design

changes to compensation programs and policies applicable to the Named Executive Officers with the

Compensation Committee
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Peer Group and Benchmarking

To ensure that our compensation program is competitive and aligned with our compensation philosophy and

objectives the Compensation Committee compares the compensation program for our Named Executive Officers

to programs of companies in our compensation peer group Information regarding compensation practices at

these companies was provided to us by the Compensation Committees independent compensation consultant

The companies included in the peer group were approved by the Compensation Committee based on the

recommendations of the consultant The Companys 2009 peer group
included the following 24

energy sector

companies

ALLETE Inc DTE Energy Company PGE Corporation

Ameren Corporation Duke Energy Corporation Portland General Electric Company

American Electric Power Company Inc Dynegy Inc Pennsylvania Power Light Company PPL

Centerpoint Energy Inc Edison International Progress Energy Inc

Cleco Corporation Energy Future Holdings Corporation Public Service Enterprise Group Incorporated

CMS Energy Corporation Entergy Corporation Reliant Energy Inc

Constellation Energy FirstEnergy Corporation Sempra Energy

Dominion Resources Inc Mirant Corporation Southern Company

Changes from the prior years peer group included the addition of Energy Future Holdings Corporation and

Progress Energy Inc and the exclusion of Black Hills Corporation and PacifiCorp primarily due to changes in

the data available in the compensation consultants database

The Company is an energy business that owns and operates electric generation facilities and delivers electric

services to customers in four states The nature of our operations was taken into consideration when developing

our peer group by including similarly structured companies Because the median revenues of the peer group

companies were higher than our revenues the compensation data of the peer group was size-adjusted to reflect

the revenues of the Company This adjusted data along with the actual median compensation data for our peer

group was presented to the Compensation Committee by the consultant

In setting executive officer compensation the Compensation Committees philosophy is that the median

compensation of similarpositions within our peer group generally provides reasonable starting reference point

The Compensation Committee then adjusts the Named Executive Officers compensation based on the reference

point performance and experience of the individual the ability of the individual to contribute to the long-term

success of the Company and other factors The other factors may include existing employment arrangements

level of responsibility tenure internal pay equity between the executive officers our performance and the need

to attract specific candidates

Review of Total Compensation

When determining the executive officers 2009 compensation the Compensation Committee reviewed

comprehensive summary of all components of each executive officers compensation sometimes referred to as

tally sheet The Compensation Committee also reviewed the circumstances that would trigger any payments

and benefits and summary of the estimated amount of these payments and benefits in different termination

scenarios Based on this review your Board and Compensation Committee as applicable concluded that the

total compensation was reasonable and that there were no unintended disparities in compensation among the

executive officers

The Compensation Committee and
your Board as applicable reviewed current compensation and amounts

realized or potentially realizable from prior compensation awards including stock awards for the Named

Executive Officers when determining their 2009 compensation Although the Compensation Committee
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reviewed the compensation previously paid to the Named Executive Officers the Compensation Committee did

not make its compensation decisions for 2009 based on the value of past compensation This reflects the

Compensation Committees view that an executive officers compensation should reflect primarily his or her

performance and the market value of the executive officers services rather than the value of past compensation

in order to enable the Company to attract and retain talented executives

In connection with review of total compensation the Compensation Committee recognized that

Mr Evansons 2009 base salary and total cash compensation were above the comparable median compensation

of our peer group while his total direct compensation which includes stock compensation was approximately

44% above the median of the actual compensation of the
peer group The 2009 base salary total cash

compensation and total direct compensation for all other Named Executive Officers were in the aggregate below

the median compensation of our peer group

competitive benchmarking analysis of Mr Evanson compensation was performed when we entered into

his employment agreement in July 2007 and the most recent competitive benchmarking review is discussed in

the Employment Agreement section below When certain aspects of Mr Evansons 2009 compensation were

set in 2007 the independent directors of your Board considered Mr Evanson accomplishments that included

taking decisive action to set new direction for the Company successfully implementing financial
recovery

plans adopting new long-term strategies and achieving strong results for our stockholders despite significant

challenges The desire to structure our General Counsels overall compensation to be more competitive with the

current market for his position was taken into consideration when we entered into retention arrangement with

Mr Feinberg in 2009 as discussed in the Long-Term Incentive Awards Restricted Stock for Retention

Purposes section above

Employment Agreement

The independent directors of your Board approved an amended and restated employment agreement with

Mr Evanson in July 2009 that provides for his continued employment as Chairman President and CEO through

June 15 2011 Because Mr Evansons then-existing employment agreement was set to expire in 2010 in

recognition that under Mr Evanson leadership the value of the Company substantially increased and out of

desire to retain his services to oversee the Companys long-term strategies the independent directors of
your

Board agreed to enter into the 2009 agreement with Mr Evanson

The Compensation Committee engaged an independent outside legal counsel Davis Polk Wardwell to

assist in the negotiation of the 2009 employment agreement with Mr Evanson In developing the 2009

agreement the Compensation Committee also asked Hewitt Associates to provide analysis and benchmarking

data for other chief executive officer positions This analysis and competitive benchmarking review among other

things analyzed CEO compensation levels at our peer group companies compared with Mr Evanson

compensation analyzed the financial performance of the Company relative to the peer group and compared

various provisions of our then-existing employment agreement with those at peer companies and with

emerging governance norms

The analysis and competitive benchmarking review along with the terms of Mr Evansons then-existing

employment agreement were considered when the Company entered into the 2009 agreement with Mr Evanson

Specifically during negotiation independent directors of
your

Board considered his experience and past

performance and his ability to continue to contribute to the long-term success of the Company The independent

directors acknowledged that during Mr Evansons 6-year tenure June 2003-July 2009 the Company

returned to profitability

achieved investment grade credit status

realized significant improvements in operating margin return on average equity total shareholder

return earnings per share and adjusted net income and
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realized significant improvements in operational performance including improvements in areas such as

OSHA recordable incident rate customer service unavailability power station availability and OM
expense

After our financial recovery and achievement of investment grade credit status Mr Evanson reoriented the

Company to focus its business on its core businesses and assets including the expansion of our electric

transmission system At the time of the negotiation the Company was also making substantial investment in

environmental compliance including the recent installation of scrubbers at two of our larger power stations

Given Mr Evanson past performance and the importance of his position to the strategic direction of the

Company and leadership during challenging economic environment the independent directors of your Board

decided to continue to pay him significantly more than the median total compensation for the peer group

The 2009 agreement did not materially amend Mr Evanson then-existing employment agreement The

2009 agreement extended the term from June 15 2010 to June 15 2011 and eliminated the prior provision that

allowed for an excise tax gross-up payment in connection with change in control Mr Evansons base salary

remains at $1.2 million until June 15 2011 subject to the same annual inflation adjustment provided in his prior

employment agreement Mr Evanson is eligible under the agreement to receive annual incentives Mr Evanson

target annual incentive bonus will continue at 125% of his base salary with maximum bonus opportunity of

250% of his base salary The 2009 agreement also entitles Mr Evanson to continue to receive annual stock

awards with an initial target grant date value of $8.4 million each with the actual value realized based on the

performance of the Company At least 50% of each award must consist of performance shares or other

performance-based stock awards that are subject to publicly disclosed performance objectives The 2009

agreement retains the lump sum payment in lieu of supplemental executive retirement benefits which is

described above under Compensation Elements for Named Executive Officers Other Benefits Supplemental

Executive Retirement Plan The provisions under Mr Evanson employment agreement if his employment is

terminated also continue and are described in the Termination or Change in Control Payments section above

and the Potential Payments Upon Termination or Change in Control section below The termination-related

provisions that allow for stock options to be exercisable for the remaining term of the applicable grant are also

described in the Potential Payments Upon Termination or Change in Control section below

No other executive officers have employment agreements with the Company

Accounting and Tax Treatment Implications for Executive Compensation

Section 162m of the Code

Section 162m of the Code generally precludes public corporation from taking federal income tax

deduction for compensation in excess of $1 million for its chief executive officer or any of its three other highest

paid executive officers other than the chief financial officer unless certain criteria are satisfied The Long-Term

Plan contains provisions intended to ensure that certain restricted share awards and performance awards to these

employees are exempt from the $1 million deduction Mr Evansons base salary in excess of $1 million per year

is not exempt from the $1 million deduction limit under Section 162m of the Code

The Company has attempted to qualify substantial components of our incentive compensation to executive

officers to meet the performance-based exception under Section 162m While the Company seeks to preserve

deductibility where feasible it may develop compensation elements and approve in the future additional

compensation that in some instances is not fully deductible Accordingly in some circumstances it may be

necessary or appropriate to pay compensation or make stock awards that do not meet the performance-based

exception under Section 162m in order to achieve our desired compensation objectives

Section 280G and 4999 of the Code

Under Section 4999 of the Code there is substantial excise tax imposed on the executive officer if the

present value of any benefits due as result of change in control are equal to or greater than threshold
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amount which is three times the executives five-year average
income This provision can sometimes render

arbitrary results due to the mechanical nature of the calculation and the effect of one-time items such as

relocation reimbursements Accordingly if change in control occurs the Company will make gross-up

payment to the Named Executive Officer except for Mr Evanson such that the executive officer would retain

the same amount net of all taxes that the executive officer would have retained had the excise tax not been

triggered However the applicable plan is structured to avoid gross-up payments by reducing the change in

control payments to be less than the threshold amount if the amount otherwise payable to the executive is not

more than 110% of the threshold Mr Evanson is not eligible for any such gross-up payment under his

employment agreement This gross-up provision applies to any payments or distributions resulting from change

in control as discussed in the Potential Payments Upon Termination or Change in Control section below The

Company does not provide for excise tax gross-up payment provisions in any new agreement or arrangements

with its officers after May 2009 that contain change in control provisions

Certain Tax and Accounting Considerations

The Company considers material tax and accounting impacts of our compensation programs on the

Company as well as on the executive officers For example the Compensation Committee reviewed the effects of

the applicable tax and accounting rules when considering the design of the Companys current long-term

incentive program The Compensation Committee however believes that decisions regarding executive

compensation should be primarily based on whether they result in positive long-term value for the Companys

stockholders customers employees and other important stakeholders

Executive Compensation Related Policies and Practices

Performance-based Compensation

Your Board has adopted formal policy to require that significant portion of stock compensation granted

to the Companys executive officers be performance-based Under the policy the vesting of such performance-

based stock awards will depend on the satisfaction of pre-established performance criteria approved by your

Board or Compensation Committee and disclosed to the Companys stockholders

For purposes of this policy performance-based stock awards shall include one or more of the following

types of grants

Indexed stock options

Premium-priced stock options

Other long-term incentive compensation that is performance-based such as performance shares

performance units performance-vesting options or performance-vesting restricted stock

Recovery of Compensation Due to Financial Restatement

Your Board has adopted policy providing it with sole and absolute authority within governing law to seek

reimbursement of annual incentive payments paid to any Named Executive Officer or other specified officer who

engages in fraud or intentional misconduct that causes or partially causes the need for restatement of our

financial results often referred to as recoupment or claw-back policy

The policy also requires the forfeiture of bonuses and other compensation if your Board determines that

knowing misconduct by the CEO or CFO has occurred and caused our financial results to be restated In this

situation your Board will take steps to secure reimbursement from the responsible CEO or CFO of certain bonus

incentive-based or stock-based compensation and net profits realized by the responsible officer from the sale of

our securities
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Equity Compensation Awards Policy and Policy for Determining the Timing of Equity Based Awards

The Companys equity compensation awards policy requires the Compensation Committee or the

independent directors of
your

Board to approve any
stock award to an executive officer in advance of or on the

grant date Stock grants to executive officers other than grants to newly-hired or promoted executives are to be

approved annually at regularly scheduled Board or Compensation Committee meeting except when special

circumstances require otherwise The executive officers do not influence the timing of their individual awards

Rather the timing of such awards is driven by predetermined date for the applicable Board or Compensation

Committee meeting or by the date of hire or promotion of an executive officer The Company does not time stock

grants based on information either positive or negative about the Company that has not been publicly

disseminated

Under the equity compensation awards policy the exercise price of all stock option grants is equal to or

greater than the closing price of our underlying common stock on the date of the grant We do not backdate or

reprice stock options granted under the Long-Term Plan or any similar plan Also we do not grant discounted

options and the Companys Long-Term Plan requires that options may not be repriced without stockholder

approval

Executive Stock Ownership Requirements and Hedging Arrangements

We believe that direct ownership of Company stock facilitates continued commitment to the Company and

supports one of the key objectives of our executive compensation program to create strong link between

executive compensation and total return to stockholders Therefore we expect our CEO and the other executive

officers reporting to the CEO to acquire and hold significant equity interest in the Company in accordance with

our stock ownership guidelines as shown below

Value of Stock as Multiple

Position of Annual Salary

Chief Executive Officer 300%

Chief Financial Officer 200%

Other executive officers reporting to CEO 100%

Unexercised stock options do not count toward meeting these guidelines Executive officers are ordinarily

expected to meet or exceed the guidelines within five years following hire or promotion Based on its review the

Governance Committee has determined that as of December 31 2009 all of the Named Executive Officers were

in compliance with the requirements of our stock ownership guidelines either by virtue of their stock ownership

or because of the timing of their hire or promotion

Under our insider trading policy insiders including our executive officers may not engage in hedging of

our stock Under our policy the term hedging includes any transaction involving our common stock that allows

the owner to lock in much of the value of the stock generally in exchange for all or part of the potential for

upside appreciation in the stock

2010 Compensation Actions

In February 2010 the independent directors of your Board and the Compensation Committee granted

performance-based stock compensation to our Named Executive Officers in the form of performance shares

These performance shares will be paid in stock and linked to the average three-year corporate performance under

the Companys annual incentive plan as described in the Compensation Elements for Named Executive

Officers Long-Term Incentive Awards section above
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Previously the Company granted stock compensation to our Named Executive Officers in the form of stock

options and performance shares For 2009 approximately 50% of the performance shares were linked to the

average three-year corporate performance under the Companys annual incentive plan and the remaining 50% of

the performance shares were linked to the three-year total stockholder return as compared to peer index of

companies in the Dow Jones U.S Electric Utilities Index

COMPENSATION COMMITTEE REPORT

The Compensation Committee has reviewed and discussed the foregoing Compensation Discussion and

Analysis with management and based on the review and discussions the Compensation Committee

recommended to your Board that the Compensation Discussion and Analysis be included in this proxy statement

FURLONG BALDWIN Chair

ELEANOR BAUM
TED KLEISNER

CHRISTOPHER PAPPAS

COMPENSATION COMMITTEE INTERLOCKS AND INSIDER PARTICIPATION

None of the members of the Compensation Committee during fiscal
year 2009 or as of the date of this

proxy statement is or has been an officer or employee of the Company and no executive officer of our Company
served on the compensation committee or board of any Company that employed any member of the

Compensation Committee or your Board
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EXECUTIVE COMPENSATION

The table below provides information regarding compensation for our Chief Executive Officer Chief Financial Officer

and our other three most highly paid executive officers serving as such at December 31 2009

2009 Summary Compensation Table

Change in

Pension Value

and

Non-Equity Nonqualified

Incentive Deferred

Stock Option Plan Compensation All Other

Name and Principal Position Year Salary Bonus Awards Awards Compensation Earnings Compensation Total

PaulJ.Evanson 2009 $1200000 $4178352 $4153403 $l.918.500 $834131 $305345 $12589731

Chairman President and 2008 $1121343 $3884982 $4144044 .230.000 $817184 $360510 $11558063

Chief Fxeeutise Officer 2007 $1008666 $l63.78 0$ $1.1 36.262 $829.969 $U 2.362 53.450.997

Kirk Oliver 2009 525.000 39 1.723 389.384 350000 88630 62.265 1807.002

Senior Vice President and 2008 113.630 65878 70766 60.000 10.94% $223.299 544.521

Chief Financial Officer

David Feinberg 2009 40000 90.000 680.649 257122 265.501 95.769 10.071 1.709.111

Vice President General 2008 384.891 40000 240531 256544 175100 48392 9471 1154828

Counsel Secretary 2007 326.370 185.000 25.083 7.020 543.473

Curtis Davis 2009 400.000 258.675 257.122 240000 $109236 35175 1300208

chiefOperatingOfficer 2008 335.342 240.531 235.426 110000 54588 $520568 1496455

Generation

Eric Gleason 2109 400.000 50000 258.675 257.122 265.500 44.295 12.284 1.287.876

Vice President Corporate

Development and Quality

The compensation shown is for all services in all capacities to the Company and its subsidiaries All salaries and annual and long-term incentives are

paid by Allegheny Energy Service Corporation subsidiary of the Company description of the material terms of Mr Evansons employment

agreement and other arrangements and compensation elements including salary annual and long-term incentive and other benefits for the Named

Executive Officers are included in the Compensation Discussion and Analysis section above

The bonus awards for 2009 2008 and 2007 were based upon the respective years performance and were paid in 2010 2009 and 2008 respectively

The amounts in this column represent the increases in awards under the Annual Plan attributable to individual performance including performance not

specifically measured through the objectives and performance factors under the Annual Plan

The amounts in the Stock Awards and Option Awards represent the aggregate compensation cost to be recognized over the service period as of the

grant date under Financial Accounting Standards Board Accounting Standards Codification Topic 718 excluding the effect of estimated forfeitures The

compensation cost of stock awards to be recognized over the service period as of the grant date assuming achievement at the highest level of

performance using the closing price of the Companys common stock on the date of the grant for 2009 and 2008 is as follows Mr Evanson $9461261

and $8717814 Mr Oliver $886994 and $147822 Mr Feinberg $1007706 and $539747 Mr Davis $585732 and $539747 and Mr Gleason for

2009 $585732

Assumptions used in the calculation of these amounts are reflected in Notes 10 and 10 to the Companys consolidated financial statements for the

years ended December 31 2009 December 31 2008 and December 31 2007 respectively and are included in the Companys Annual Report on Form

10-K filed with the SEC on March 2010 February 27 2009 and February 27 2008 respectively

We currently award equity grants on an annual basis to our executive officers Prior to 2008 in lieu of providing annual equity grants one-time equity

grants were made to our executive officers to cover two to five year period

Incentive awards for 2009 2008 and 2007 are based upon the respective years performance and were paid in 2010 2009 and 2008 respectively The

amounts in this column represent awards paid under the Annual Plan excluding any amounts reflected in the Bonus column

The amounts in this column reflect the increase in the actuarial present value of the Named Executive Officers accumulated benefit under all defined

benefit and pension plans These amounts include amounts attributable to the Retirement Plan and ii the Supplemental Plan for all Named

Executive Officers except for Mr Evanson For Mr Evanson and pursuant to his employment agreement the amount includes amounts attributable to

the obligation to make lump sum cash payment of $66667 upon his termination of employment for each month that he is employed by us The

amounts are valued at December 31 2009 December 31 2108 and September 30 2007 for the respective years which is the same pension plan

measurement date used for financial reporting purposes In 2008 as required by the applicable accounting rules the Company changed to

December 31 measurement date Previously the measurement date was September 30 Accordingly as applicable the amounts in this column for 2008

were annualized based on the change in pension values from September 30 2007 to December 31 2008
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The Named Executive Officers did not have any reportable earnings attributed to nonqualified deferred compensation plans or any

nonqualified deferred compensation contributions earnings withdrawals distributions or balances

The amounts in this column include as required the aggregate incremental cost to us of providing personal benefits For Mr Evanson

the figure in this column for 2009 includes the cost for his legal fees related to the negotiation of his new employment agreement and

$277452 for the personal use of our aircraft which includes the costs associated with travel to outside board meetings For Mr Oliver

the figure in this column for 2009 includes the cost for his personal use of our aircraft and $49497 for relocation expenses which

includes $19591 in related taxes on this amount For Mr Davis the figure in this column for 2009 includes the cost of an executive

physical paid for by us and $24115 for relocation expenses

We valued the personal use of our aircraft as summarized below

Company Aircraft Valued based on the variable cost per flight hour as well as other direct out of pocket expenses Variable costs

included fuel maintenance weather monitoring on-board catering and other miscellaneous variable costs Direct out of pocket

expenses included landing parking and certain hangar storage expenses crew travel expenses and passenger ground transportation

Certain applicable deadhead and other positioning Costs are allocated to the executive officers On certain occasions the executive

officers spouse or other immediate family member may accompany the executive on flight Typically there are no additional

incremental costs associated with such spousal or family travel as there is no additional variable cost or increased direct Out of

pocket expenses The amount shown also includes any expenditure related to the personal use of chartered aircraft when our

aircraft was unavailable The following costs were not included in our calculation of incremental cost fixed costs that do not change

based on usage such as our operators management fee and the cost of maintenance not related to trips and the amount of any

related disallowed tax deduction

2009 Grants of Plan-Based Awards

The following table sets forth information concerning estimated future payouts under our Annual Plan and

the Long-Term Plan at specified levels of achievement No other grants or awards were provided to the Named

Executive Officers during the fiscal year ended December 31 2009

All Other All Other

Estimated Future Payouts Estimated Future Payouts Ards ptin
Exedse

DateFir
Under Non-Equity Incentive Under Et Incentive

Number Number of Price of Value of

of Shares Securities Option Stock and
Grant Threshold Target Maximum of Stock Underlying Awards Option

Name Date Threshold Target Maximum or Units Options $ISh Awards

PaulJ 2/27/09 $0 $1500000 $3000000 83300 208250 582525 $23.64 $8331755

Lvanson 83 166.602

KirkR 2/27/09 $0 408.894 817788 7809 19.523 54.612 $23.64 781107

Oliver 7.810 15620

DavidM 2/27/09 $0 207.693 415.386 5157 12.893 178511 36.062 $23.64 97.77l

Feinber 5.157 10.314

Gurris 2/27/09 $0 207693 415.386 5.157 12893 36062 $23.64 515797

Davis 5157 10314

Eric 2/27/09 $0 207.693 415.386 5.157 l289 36.062 $23.64 15.797

Gleason 5157 10314

The Named Executive Officers may earn from zero to 200% of their respective target awards for 2009 under our Annual Plan For

Mr Evanson if his actual award for any year exceeds the maximum amount of $2.4 million under our existing Annual Plan any excess

amount will be awarded pursuant to separate arrangement Targets are based on percentage of base salary See Compensation
Discussion and Analysis Compensation Elements for Named Executive Officers Annual Incentives for information regarding

material conditions and the criteria applied in determining the amounts payable under award opportunities provided in 2009 The actual

amounts paid with respect to these awards are included in the Bonus and Non-Equity Incentive Plan Compensation columns in the

Summary Compensation Table

The number of shares is based on percentage of base
salary divided by the closing price of our common stock on February 27 2009

For 2009 approximately 50% of these performance shares were linked to the average three-year corporate performance under the

Companys annual incentive plan and the remaining 50% of the performance shares were linked to the three-year total stockholder return

as compared to peer index of companies in the Dow Jones U.S Electric Utilities Index See Compensation Discussion and Analysis

Compensation Elements for Named Executive Officers Long-Term Incentive Awards for information regarding the material

conditions applicable to the awards provided in 2009

The amounts in this column represent the aggregate compensation cost to be recognized over the service period as of the grant date under

Financial Accounting Standards Board Accounting Standards Codification Topic 71 excluding the effect of estimated forfeitures
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Outstanding Equity Awards at 2009 Fiscal Year-End

The following table sets forth information concerning stock awards held by the Named Executive Officers at

December 31 2009

Option Awards Stock Awards

Equity

Incentive

Equity Plan

Incentive Awards
Plan Market or

Equity Awards Payout

Incentive Number of Value of

Plan Unearned Unearned

Awards Market Shares Shares

Number of Number of Number of Number of Value of Units or Units or

Securities Securities Securities Shares or Shares or Other Other

Underlying Underlying Underlying Market Units of Units of Rights Rights

Unexercised Unexercised Unexercised Option Option Value of Stock That Stock That That That

Options Options Unearned Exercise Expiration Options Have Not Have Not Have Not Have Not

Name Exercisable Unexercisable Options Price Date Exercisable Vested Vested Vested Vested

PaulJ Evanson 150000 $13.35 2/18/2014 $1519500

88833 177665 $53.67 2/22/2018 78271 $1837803

582.525 $23.64 2/27/2019 166.60 $3.91 1.791

KirlR Oliver 2556 5111 $27.30 11/6/2018 2.471 58.019

54612 $23.64 2/27/2019 15619 366734

David Feinber 10.000 $14.70 8/9/2014 87.800 11.900 $279.42

16000 4000 $19.36 1/3/2015 65920

20000 $42.00 10/18/2016

5500 10998 $53.67 2/22/2018 4846 113784

36062 523.64 2/27/2019 10.314 242.173

curtis Dtnis 5.500 10998 $50.67 3/1/2018 4.846 113784

3662 $23.64 2/27/2019 10.314 242173

Erie Gleason 5.500 10998 $45.86 8/7/208 4.846 13.784

10000 40000 $45.86 8/7/2018

36062 $23.64 2/27/2019 10314 242173

For Mr Evanson 88833 stock options vested on February 22 2010 and 88832 stock options vest on February 22 2011 and 194175 stock options

vest or vested on each of February 27 2010 2011 and 2012

For Mr Oliver 2556 stock options vest on November 2010 and 2555 stock options vest on November 62011 and 18204 stock options vest or

vested on each of February 27 2010 2011 and 2012

For Mr Feinberg 4000 stock options vested on January 2010 5500 stock options vested on February 22 2010 and 5498 stock options vest on

February 22 2011 and 12021 stock options vest or vested on February 27 2010 and February 27 2011 and 12020 vest on February 27 202

For Mr Davis 5500 stock options vested on March 2010 and 5498 stock options vest on March 12011 and 12021 stock options vest or vested on

February 27 2010 and February 27 2011 and 12020 vest on February 27 2012

For Mr Gleason 5500 stock options vest on August 2010 and 5498 stock options vest on August 2011 10000 stock options vest on each of

August 2010 2011 2012 and 2013 and 12021 stock options vest or vested on February 27 2010 and February 27 2011 and 12020 vest on

February 27 2012

Market value of the exercisable options represents the extent to which the closing price of our common stock on December 31 2009 is over the option

exercise price times the number of shares subject to the option

For Mr Feinberg 5950 restricted stock shares will vest on each of December 31 2010 and 2011

Market value of stock awards that have not vested is determined based on the closing price of our common stock on December 31 2009 and equals the

closing price multiplied by the number of units underlying the grants

With respect to any performance shares the number of shares and associated value is based on the target results and the closing price of our common

stock on December 31 2009 As applicable shares vest on December 2010 and December 31 2011
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2009 Option Exercises and Stock Vested

The following table sets forth information concerning the exercises of stock options and the vesting of stock

awards by the Named Executive Officers during 2009

Option Awards Stock Awards

Number of Shares Number of

Acquired on Value Realized Shares Acquired Value Realized

Name Exercise on Exercise on Vesting on Vesting

Paul .1 Eianson

Kirk Oliver

DavidM Feinberg 5.950 $140866

Curtis Davis

Eric Gleason

The value is determined based on the average of the high and low trading prices of our common stock on the date of vesting

43



2009 Pension Benefits

The following table provides information regarding benefits available to the Named Executive Officers

under our Retirement Plan and Supplemental Plan and in the case of Mr Evanson his employment agreement

Payments

During

Number of Present Value of Last

Years Credited Accumulated Fiscal

Name Plan Name Service Benefit Year

Paul Evanson Retirement Plan 6.50 189320 $0

Payment in lieu of Supplemental 6.50 $5200026 $0

Kirk Oliver Retirement Plan 1.25 25319 $0

Supplemental Plan 1.25 74259 $0

DaiidM Feinberg Retirement Plan 5.42 51983 SO

Supplemental Plan 5.42 162.503 $0

Curtis I-f Davis Retirement Plan 1.83 50370 $0

Supplemental Plan 1.83 113454 $0

Eric Gleason Retirement Plan 1.42 17.619 SO

Supplemental Plan 1.42 37374 $0

Pension benefits are valued at December 31 2009 which is the same pension plan measurement date used for financial reporting

purposes as of our last completed fiscal year See Compensation Discussion and Analysis Compensation Elements for Named

Executive Officers Other Benefits Supplemental Executive Retirement Plan above for discussion of the material elements of the

Supplemental Plan

The Retirement Plan is noncontributory trusteed pension plan designed to meet the requirements of Section 401a of the Code These

Retirement Plan benefits are available to the Named Executive Officers on the same basis as for other employees Each covered

employee is
eligible

for retirement at his or her normal retirement date age 65 with early retirement permitted The benefit payable

under the Retirement Plan is function of the participants compensation and credited years of service The normal form of benefit is

life annuity for unmarried participants
and joint 50% survivor annuity for married participants While the plan does not provide lump

sum options actuarially-equivalent altemative annuity options are available to all participants participant has fully vested benefit

under the plan upon completing five years of service or attainment of age 55 participant may elect early retirement on or after age 55

subject to reduction of the retirement benefit to reflect the early commencement of the benefit prior to age 62 Mr Davis is the only

Named Executive Officer who is
eligible

for early retirement under the Retirement Plan

In lieu of benefits under the Supplemental Plan and pursuant to his employment agreement Mr Evanson is entitled to lump sum cash

payment of $66667 for each month that he is employed by us to be paid on the termination of his employment with us

For the Retirement Plan and Supplemental Plan the amount represents the present value of
single

life annuity payable at the later of the

earliest age eligible
for an unreduced benefit under each plan or the age of the executive officer as of December 31 2009 which is the

same pension plan measurement date used for financial reporting purposes for our last completed fiscal year The earliest age eligible for

an unreduced benefit is 62 for the Retirement Plan and 60 for the Supplemental Plan The present value amounts were calculated using

6% interest rates for the Retirement Plan and the Supplemental Plan and the mortality assumption is based on the Retirement Plans

2000 Mortality Table male projected to 2007 These are the same assumptions applied with respect to the Retirement Plan and

Supplemental Plan as reflected in Note 11 to the Companys consolidated financial statements for the year ended December 31 2009

and is included in the Companys Annual Report on Form 10-K filed with the SEC on March 2010 For the Retirement Plan and

Supplemental Plan all amounts shown are estimates since the actual payments and benefits can only be determined at the time of the

executive officers separation from the Company
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POTENTIAL PAYMENTS UPON TERMINATION OR CHANGE IN CONTROL

For the reasons discussed in the Compensation Discussion and Analysis Compensation Elements for

Named Executive Officers Other Benefits Termination or Change in Control Payments section above the

Company has entered into arrangements with its Named Executive Officers that provide certain payments and

benefits upon change in control of the Company or termination of employment in some circumstances This

section describes the circumstances that would trigger any payments and benefits and quantifies the estimated

amount of these payments and benefits in different scenarios If triggering event were to occur actual payments
would likely be different from those presented here since the actual payments and benefits can only be

determined at the time of the executive officers separation from the Company

The agreements and plans summarized below are complex legal documents with terms and conditions

having precise meanings which are designed to address many possible but currently hypothetical situations It is

not possible to reduce them to simple explanations without some loss of precision The following discussion

covers only some of the more likely circumstances that could cause them to come into play and the possible

consequences As such the amounts reflected below do not specifically contemplate the proposed merger with

FirstEnergy Change of control payments that may be made to the Named Executive Officers in connection with

the proposed merger with FirstEnergy will be described in future joint proxy statement/prospectus relating to

the special meeting where stockholders of the Company will be asked to approve the proposed merger

Overview

The Company maintains plans that provide for cash severance payment to most of our employees

including our executive officers if their employment is terminated under certain conditions Under our Long-
Term Plan all participants including the Named Executive Officers are entitled to receive all or portion of any

outstanding and unvested stock grants under certain conditions such as change in control death disability or

retirement For the Named Executive Officers we also offer change in control plan and other arrangements that

provide specified benefits In addition the employment agreement with Mr Evanson and the plans with our

Named Executive Officers subject the executive officers to additional restrictions not common to other Company

employees

Restrictive Covenants

As outlined in their respective arrangements the Named Executive Officers are subject to non-competition

obligation for one year and non-solicitation obligation for two years following the termination of the officers

employment The Named Executive Officers are also subject to confidentiality obligations and Messrs Davis

Feinberg Gleason and Oliver are subject to customary non-disparagement obligations

Change in Control

Treatment of Outstanding Stock Grants

If change in control as described below occurs each Named Executive Officer is entitled to receive the

following with respect to any stock grant outstanding under our Long-Term Plan as of December 31 2009

Outstanding and unvested performance shares and stock options and unvested restricted shares held by

the executives will accelerate vest and become exercisable or payable

Stock options will be exercisable for the remaining term of the applicable grant for Mr Evanson and
all other Named Executive Officers generally have 90 days following termination of employment or in

the case or retirement three years but not to exceed the original expiration date of the option and

For performance shares the target number of performance shares will vest and be paid within 30 days

following the change in control
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The same treatment applies in respect of performance shares granted after December 31 2009 where the

acquiror does not agree to assume the awards Where the acquiror agrees to assume the awards the awards will

be deemed earned at the target performance level for the year in which the change in control occurs and all

subsequent years and the resulting number of performance shares will be treated as restricted stock units whose

payment at the end of the three-year performance cycle is generally subject to continued employment during that

period subject to earlier vesting upon retirement disability or death in accordance with Alleghenys historical

performance share grant practices If the holder terminates employment for good reason or is terminated without

cause following the change in control or for Named Executive Officers other than Mr Evanson before the

change in control under certain circumstances then the performance awards will vest in full Since

December 31 2009 the Company has not granted any equity incentive compensation awards to the Named

Executive Officers other than performance shares

Termination Following Change in Control

If change in control occurs and if other triggering events occur within certain period of time following

change in control including termination of employment by us without cause as described below or the

executive leaving our employment for good reason as described below the Named Executive Officer is

entitled to receive the following

Mr Evanson will receive payment equal to the sum of his base salary and ii his target annual

incentive payment for the year in which termination occurs All other Named Executive Officers will

receive payment equal to the sum of three times the executives base salary and ii three times the

executives target annual incentive payment for the year
in which termination occurs

Payment equal to the executives target
annual incentive for the year of termination which is prorated

for the number of days he was employed by the Company during the year of termination

Mr Evanson will receive one year
of continued coverage for medical dental disability and life

insurance benefits for himself and his dependents All other Named Executive Officers will receive

lump sum payment of $60000 with respect to health and welfare benefit coverage

Mr Evanson will receive lump sum cash payment equal to $66667 for each remaining month in the

term of his employment agreement Mr Evanson will also receive previously earned amount in

lump sum cash payment equal to $66667 for each month of employment with the Company at the time

of change in control

Named Executive Officers participating in the Supplemental Plan will be vested in their Supplemental

Plan benefit and each executive will be credited with an additional three years of service for purposes

of determining his Supplemental Plan benefit

Named Executive Officers other than Mr Evanson will not be required to repay any relocation

payments or benefits and will be entitled to receive any other amounts due in respect of any relocation

benefits

Under Section 4999 of the Code there is substantial excise tax imposed on the executive officer if the net

present values of any
benefits due as result of change in control are equal to or greater than threshold

amount which is three times the executive officers five-year average
income This provision can sometimes

render arbitrary results due to the mechanical nature of the calculation and the effect of one time items such as

relocation reimbursements Accordingly except for Mr Evanson who is not eligible for any such gross-up

payment if change in control occurs the Company will make gross-up payment to the Named Executive

Officer such that the executive officer would retain the same amount net of all taxes that the executive officer

would have retained had the excise tax not been triggered However the applicable plan is structured to avoid

gross-up payments by reducing the change in control payments to be less than the threshold amount if the amount

otherwise payable to the executive officer is not more than 110% of the threshold The final structure and

specifics of any payment will dictate whether
any

excise taxes will be due on these payments In addition the
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Company does not provide for excise tax gross-up payment provisions in any new agreement or anangements

with its officers after May 2009 that contain change in control provisions

Termination Without Cause or Termination for Good Reason with No Change in Control

If we terminate Mr Evanson employment without cause or if he terminates his employment for good

reason Mr Evanson is entitled to receive the same payments and benefits as in change in control as described

above except that if the tennination occurs after the date any stock award is granted to Mr Evanson in 2011

such 2011 stock award will vest on the same basis as if Mr Evanson had remained employed through June 30

2011 and in accordance with the pro-rata retirement vesting provisions in the award agreement

For all other Named Executive Officers if we terminate their employment without cause or if they terminate

their employment for good reason the executive officer is entitled to receive the following

Payment equal to the sum of two times their base salary and ii two times the
average

annual

incentive payments for the prior three years or since they were employed by us whichever is shorter

Payment equal to their
average

annual incentive payments for the prior three years or since they were

employed by us whichever is shorter which is prorated for the number of days they were employed by

the Company during the year of termination

For Mr Feinberg any unvested restricted shares will vest and become payable

With respect to stock grants prorated portion of performance shares and prorated portion of

unvested stock options held by the executive officers will accelerate vest and become exercisable or

payable at the end of the applicable award period in the case of performance shares dependent on the

actual underlying performance The stock options will be exercisable for three
years

but not to exceed

the original expiration date for the option

lump sum payment of $30000 with respect to health and welfare benefit coverage

If the executive officer has five or more years of service with us as of the termination date he will be

vested in the Supplemental Plan

Termination of Employment Due To Death or Disability

If Named Executive Officers employment is terminated due to the executive officers death or disability

the executive officer or his estate is entitled to receive the following

For Mr Evanson payment equal to his annual incentive for the year of termination prorated for the

number of days that he was employed by the Company Any of his unvested performance shares vest

and are payable at the end of the applicable award period Any stock options will accelerate vest and

become exercisable for the remaining term for the applicable grant but not to exceed the original

expiration date for the option Mr Evanson will also receive previously earned amount in lump sum

cash payment equal to $66667 for each month of employment with the Company at the time of death

or disability

For all other Named Executive Officers prorated portion of performance shares and any unvested

stock options will accelerate vest and become exercisable or payable in the case of performance

shares dependent on the actual underlying performance to the date of termination Any stock options

will be exercisable for one year but not to exceed the original expiration date for the option

For Mr Feinberg any unvested restricted shares prorated for the number of full months he was

employed during the restriction period by the Company will vest and become payable
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Termination of Employment Due to Qualifying Retirement

If Mr Evanson retires and terminates his employment for other than good reason he is entitled to receive

the following

payment equal to his annual incentive for the year of termination prorated for the number of

days that he was employed by the Company He will also receive previously earned amount in

lump sum cash payment equal to $66667 for each month of employment with the Company at the

time of retirement

Performance shares and stock options granted to him in 2008 will become fully vested

Performance shares and stock options granted to him in 2009 will become vested as to 25% of the

shares and options if his retirement is on or after September 15 2009 50% of the shares and

options if his retirement is on or after December 15 2009 75% of the shares and options if his

retirement is on or after March 15 2010 and 100% of the shares and options if his retirement is

on or after June 15 2010

Performance shares and stock options granted to him in 2010 will become vested as to 25% of the

shares and options if his retirement is on or after September 15 2010 50% of the shares and

options if his retirement is on or after December 15 2010 75% of the shares and options if his

retirement is on or after March 15 2011 and 100% of the shares and options if his retirement is

on or after June 15 2011

Any performance shares stock options or other stock award granted to him in 2011 will become

vested on pro rata basis consistent with the Companys ordinary retirement provisions under its

2011 stock awards

Any vested stock options will be exercisable until the original expiration date of the option

In each case the performance share payment will be dependent on the actual underlying

performance

If Messrs Davis Feinberg Gleason or Oliver retire after age 55 and with five or more years of service

prorated portion of performance shares and prorated portion of unvested stock options held by the executive

officers will accelerate vest and become exercisable or payable at the end of the applicable award period in the

case of performance shares dependent on the actual underlying performance The stock options will be

exercisable for three years but not to exceed the original expiration date

Additional information about vested retirement benefits of our Named Executive Officers is provided in the

Pension Benefits table above and the related notes

Termination Following Expiration of the Employment Agreement Term

If Mr Evanson employment is terminated for any reason following the expiration of his employment

agreement term on June 15 2011 we will pay lump sum cash payment equal to his target incentive amount

prorated for the year in which his termination occurs and lump sum cash payment equal to $66667 for each

month of employment with the Company Also if the termination is other than for cause any unvested

performance shares unvested stock options other than stock awards granted in 2011 will accelerate vest and

become exercisable or payable at the end of the applicable award period in the case of performance shares

dependent on the actual underlying performance Any performance shares stock options or other stock award

granted to him in 2011 will become vested on pro-rata basis consistent with the pro-rata retirement vesting

provisions in the award agreement The stock options will be exercisable until the original expiration date of the

option
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Description of Certain Terms

The term change in control as further defined in the relevant plan or agreement and in our Long-Term

Plan generally includes the occurrence of any of the following events

Beneficial Owner of Our Securities

Any person is or becomes the beneficial owner of our securities representing more than 20% 25% as it

relates to the treatment of any outstanding stock grants of the combined voting power of our then

outstanding securities

Board Membership

As it relates to the treatment of any outstanding stock grants during any period of not more than two

years individuals who constitute your Board as of the beginning of the period and any new director

whose election or nomination for election was approved by vote of at least two-thirds of the current

Board members cease to constitute majority of your Board

Otherwise majority of your Board is replaced without approval of at least two-thirds of the current

Board members

Reorganization Merger Sale and Certain Related Actions

As it relates to the treatment of any stock grants outstanding at December 31 2009 our stockholders

approve merger or consolidation with another corporation that would result in change of ownership

of more than 50% of our outstanding voting securities or our stockholders approve any agreement for

the sale or disposition of all or substantially all of the Companys assets

Otherwise reorganization merger consolidation or sale of the Company or other disposition of all or

substantially all of our assets is consummated and results in change of ownership of more than 40%

except that in the case of stock grants made after December 31 2009 to Named Executive Officers

other than Mr Evanson the ownership change must be of more than 50% of our outstanding voting

securities

Liquidation or Dissolution

As it relates to the treatment of any outstanding stock grants our stockholders approve plan of

complete liquidation of the Company

Otherwise our stockholders approve plan of complete liquidation or dissolution of the Company

For Mr Evanson the term cause as further defined in his employment agreement includes Mr Evanson

engaging in willful gross misconduct or willful gross neglect in bad faith or unreasonably and which causes the

Company material economic harm or Mr Evansons conviction for certain felonies For all other Named

Executive Officers the term cause as further defined in the relevant plan includes the executive officer

engaging in willful misconduct fraud failing to perform substantial part of his duties or the conviction for

certain crimes

For Mr Evanson the term good reason as further defined in his employment agreement includes

reduction in pay responsibilities duties or authority or requirement that he relocate For all other Named

Executive Officers the term good reason as further defined in the relevant plan includes reduction in pay
and in connection with change in control also includes reduction in responsibilities duties or authority or

requirement that the executive officer relocate
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Potential Payments Upon Termination or Change in Control Table

The table below sets forth potential benefits that each Named Executive Officer would be entitled to receive

in the situations outlined above Unless otherwise specified the amounts shown in the table are the amounts that

could be payable under existing plans and arrangements if the Named Executive Officers employment had

terminated at December 31 2009

Consistent with SEC instructions the amounts shown in the table below exclude obligations due from the

Company following triggering event for any earned but unpaid base salary annual incentive compensation

and long-term incentive compensation through the date of termination ii vested benefits under our retirement

plans and Employee Stock Ownership and Savings Plan iii accrued vacation pay iv reimbursement of

reasonable business expenses incurred prior to the date of termination and any other compensation or

benefits to which the Named Executive Officer may be entitled that are available generally to our salaried

employees and provide for the same method of allocation of benefits For the Supplemental Plan the amounts

provided below represent the present value of single life annuity payable at the later of the earliest retirement

age or December 31 2009 Values for stock option and stock unit grants are based on our closing price of $23.48

on December 31 2009 Additional information about vested retirement benefits is provided in the Pension

Benefits table above

Name

Paul Evanson

Change in Control $11179289

Good Reason/Without Cause 8635891

ForCause

Retirement 3637293

Death/Disability 4706197

Kirk Oliver

Change in Control

Good ReasonlWithout Cause

For Cause

Retirement

Death/Disability

DavidM Feinberg

Change in Control

Good Reason/Without Cause

For Cause

Retirement

Death/Disability

Curtis Davis

Change in Control

Good Reason/Without Cause.

For Cause

Retirement

Death/Disability

Accelerated

Vesting of Accelerated Estimated

Severance Stock Vesting of Benefit Tax

Amount Options Stock Continuation Gross-Up Total

$4200000

$4200000
0$

$1500000

$1500000

$3150000

$2100000

$5749595

$3206197

$2137293

$3206197

424753

79926

0$ 0$
0$ 0$ 79926

0$ 0$ 92213

$16480

$16480

0$
0$
0$

635369

367621

88209

98800

$2000000

$1555500

$2000000

$1520000

$1229694

$1229694

576382

86241

467672

276414

559296

70558

297935

33181

$1595274

.$

-$

$1187899

0$

$1071326

-$

355957

84534
0$

84534

0$ 0$ 94869

5746409

2266167

79926

92213

4307420

2216015

88209

98800

2915253

1675092

84534

94869

3725218

1855028

75347

85039

Eric Gleason

Change in Control $2000000

Good Reason/Without Cause $1746500
ForCause

Retirement

Death/Disability

355957

75347

0$
75347

85039
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Includes appropriate multiples of base
salary

and annual incentives as outlined in their respective arrangements

With respect to any performance shares the number of shares and associated value is based on the December 2009 results and share

price

Includes payments with respect to health and welfare retirement benefits and any relocation related expenses as outlined in the

respective arrangements

With respect to tax gross-ups we assumed an excise tax rate under 4999 of the Internal Revenue Code of 20% and an individual tax rate

of 40.52% 35% federal income tax rate 1.45% Medicare tax rate and 4.07% state and local income tax rate

As described above Mr Evanson is entitled to receive certain compensation if his employment is terminated following the June 15 2011

expiration of his employment agreement Any such compensation is not reflected in the table above because this provision was not

applicable at December 31 2009

For purposes of this disclosure we assumed that the stock options were exchanged for cash on the hypothetical change in control and any

annual incentive payment was earned at December 31 2009 As it relates to the treatment of outstanding stock grants upon change in

control described above only the amounts in the Accelerated Vesting of Stock Options and the Accelerated Vesting of Stock

columns above apply

RELATED PERSON TRANSACTIONS

We recognize that transactions between the Company and our directors and executive officers or their

immediate family members may raise questions as to whether those transactions present potential or actual

conflicts of interest and create the appearance that decisions are based on considerations other than the best

interests of the Company and our stockholders It is our policy to enter into or ratify these transactions only when

your Board or the Governance Committee determines that the transaction is in or is not inconsistent with our

best interests and those of our stockholders Accordingly the Governance Committee charter requires the

Governance Committee to review and
approve

all transactions between us or any
of our subsidiaries and any

related
person

that are required to be disclosed under applicable SEC rules and regulations Your Board has also

adopted formal policy that requires the Governance Committee to review and if appropriate to approve or

ratify all such related person transactions in an amount exceeding $120000 subject to certain exclusions further

described below Based on the Governance Committees review and the applicable SEC rules and regulations

the Governance Committee determined there were no related person transactions that required disclosure in this

proxy statement The interests of certain persons in the proposed merger will be described in the joint proxy

statement/prospectus that will be distributed to stockholders in connection with the proposed merger

Pursuant to the policy discussed above the Governance Committee has delegated to the Governance

Committee chairperson the authority to approve any related person transaction if the aggregate amount of the

transaction is expected to be less than $2 million The policy excludes certain categories of transactions that the

applicable SEC rules and regulations also exclude from the definition of related person transactions and certain

other transactions that the Governance Committee has determined would not constitute direct or indirect

material interest These excluded transactions include but are not limited to transactions that are competitively

bid regulated transactions where the rates or charges are fixed in conformity with law or governmental authority

certain banking-related services certain transactions that are not in excess of the greater of $1 million or 2% of

the other organizations revenues and transactions where all stockholders receive proportional benefits The

policy further requires that at least annually the Governance Committee be provided with summary of certain

transactions including but not limited to each transaction that was approved by the Governance Committee

chairperson
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SECURITY OWNERSHIP OF DIRECTORS NAMED
EXECUTIVE OFFICERS AND CERTAIN BENEFICIAL OWNERS

The table below shows the number of shares of our common stock that are beneficially owned directly or

indirectly by each of our directors and Named Executive Officers and all of our directors and executive officers

as group as of March 2010 and each beneficial owner of more than 5% of our common stock Based on

review of filings made under Section 13d and Section 13g of the Exchange Act as of March 2010 we are

aware of three holders of more than 5% of the outstanding shares of our common stock

Shares of

the Companys Percent

Name Common Stock of Class

PaulJ Evanson 1853705 1.1

Furlong Baldwin 30114

Eleanor Baum 24227

Cyrus Freidheim Jr 30247

Julia Johnson 22114

TedJ Kleisner 21429

ChristopherD Pappas 7125

Steven Rice 13170

GunnarE.Sarsten 47858

Michael Sutton 22181

Curtis Davis 23021

DavidM Feinberg 89513

Eric Gleason 27521

KirkR Oliver 21760

All of our current directors and current executive officers as

group 17 persons 2344667 1.4

BlackRock Inc 8889200 5.2%

Capital World Investors 11000000 6.5%

FMRLLC5 16120190 9.5%

Indicates less than one percent

Other than BlackRock Inc Capital World Investors and FMR LLC the address for each stockholder listed is do Allegheny Energy

Inc 800 Cabin Hill Drive Greensburg Pennsylvania 15601

Includes the following options exercisable within 60 days of March 12010 Mr Evanson 521841 Mr Sarsten 20000 Mr Davis

23021 Mr Feinberg 73021 Mr Gleason 27521 and Mr Oliver 20760

For Mr Rice excludes 476 shares owned by his spouse Mr Rice owns 5701 shares jointly with his spouse and he has shared voting

and investment power with respect to such shares For Mr Pappas excludes 4000 shares deferred until January 2013 Mr Sarsten

owns 27858 shares jointly with his spouse and he has shared voting and investment power with respect to such shares

The shares shown above exclude deferred cash compensation credited as shares in phantom stock fund as of March 2010 for the

following directors Mr Baldwin 7432 Mr Freidheim 1270 Ms Johnson 6674 Mr Kleisner 619 Mr Pappas 1458 and Mr Rice

2538 Any distribution related to the phantom stock fund will be paid in cash based on the market value of the Companys common

stock as of the distribution date

This information is based solely on the Schedule 13G filed by BlackRock Inc on January 29 2010 reporting beneficial ownership of

8889200 shares of the Companys common stock as of December 31 2009 The address of BlackRock Inc is 40 East 52nd Street New

York NY BlackRock Inc has sole power to dispose or to direct the disposition of 8889200 shares and sole power to vote or to direct

the voting of 8889200 shares

This information is based solely on the Schedule 3G/A filed by Capital World Investors on February 11 2010 reporting beneficial

ownership of 11000000 shares of the Companys common stock as of December 31 2009 The address of Capital World Investors is

333 South Hope Street Los Angeles CA 90071 Capital World Investors has sole power to dispose or to direct the disposition of

11000000 shares and sole power to vote or to direct the voting of 2550000 shares

This information is based solely on the Schedule 13G/A filed by FMR LLC on February 16 2010 reporting beneficial ownership of

16120190 shares of the Companys common stock as of December 31 2009 The address of FMR LLC is 82 Devonshire Street

Boston Massachusetts 02109 FMR LLC has sole power to dispose or to direct the disposition of 16120190 shares and sole power to

vote or to direct the voting of 535320 shares
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EQUITY COMPENSATION PLAN INFORMATION

This table provides certain information as of December 31 2009 with respect to our equity compensation

plans

Number of securities

remaining available

Number of securities for

to be issued upon Weighted average future issuance

exercise of exercise price of under

outstanding options outstanding options equity compensation
Plan category warrants and rights warrants and rights plans

Equity compensation plans approved by security

holders 34273732 22.99 3610424

Equity compensation plans not approved by security

holders N/A

Total 3427373 22.99 3610424

Includes the Allegheny Energy Inc 2008 Long-Term Incentive Plan and the Allegheny Energy Inc Non-Employee Director Stock Plan

Includes shares granted to directors under the Allegheny Energy Inc Non-Employee Director Stock Plan that were deferred and stock

options previously granted under the former Allegheny Energy Inc 1998 Long-Term Incentive Plan

We previously granted equity awards under our former 1998 Long-Term Incentive Plan the 1998 Plan
Upon stockholder approval on May 15 2008 the Allegheny Energy Inc 2008 Long-Term Incentive Plan

became effective and no further awards were made under the 1998 Plan and any awards granted under the 1998

Plan remained outstanding in accordance with their terms For more information regarding our current equity

compensation plans see Compensation Discussion and Analysis and Non-Employee Director Compensation

above

SECTION 16a BENEFICIAL OWNERSHIP REPORTING COMPLIANCE

Section 16a of the Exchange Act requires our directors executive officers and persons who own more than

10% of registered class of our equity securities to file reports with the SEC concerning their ownership of our

common stock and other equity securities of the Company Based on the Companys review of these filings we

believe that all of our directors executive officers and stockholders who are subject to Section 16a filed such

reports with respect to our common stock on timely basis in 2009 except that Mr Pappas director of the

Company filed one late report on Form disclosing an open market purchase of our common stock in 2009 and

filed eight late reports on Form in 2009 disclosing purchases of our common stock relating to quarterly

dividend reinvestment arrangement in 2008 and 2009

53



2010 PROPOSALS

Company Proposal

We intend to submit the following proposal for approval by our stockholders at the meeting

Item Ratification of Independent Auditor

By NYSE and SEC rules and under the Audit Committees charter selection of the Companys independent

auditor is the direct responsibility of the Audit Committee The Audit Committee also evaluates and monitors the

independent auditors qualifications performance and independence This evaluation includes review and

evaluation of the lead partner
of the independent auditor The Audit Committee also takes into account the

opinions of management and the Companys chief internal audit executive

The Audit Committee has appointed Deloitte Touche to audit our consolidated financial statements for

the fiscal year ending December 31 2010 and to perform other audit-related services Following the Audit

Committees appointment your Board voted unanimously to recommend that our stockholders vote to ratify the

Audit Committees selection of Deloitte Touche as the Companys independent auditor for 2010

The Audit Committee completed process
in 2007 to select the Companys independent auditor for 2008

On October 2007 the Audit Committee appointed Deloitte Touche to audit our consolidated financial

statements for the fiscal year ending December 31 2008 and to perform other audit-related services Also on

October 2007 the Audit Committee dismissed PricewaterhouseCoopers LLP PwC as ihe Companys

independent auditor PwCs dismissal became final on February 27 2008 when PwC completed its procedures

regarding the Companys audited financial statements for the year ending December 31 2007 and the Annual

Report on Form 10-K in which such financial statements were included During the year ended December 31

2007 and through February 27 2008 there were no disagreements with PwC on any matter of accounting

principles or practices financial statement disclosure or auditing scope or procedure which disagreements if not

resolved to PwC satisfaction would have caused PwC to make reference to the subject matter thereof in

connection with its reports on the Companys financial statements for such year or reportable events as

described under Item 304a1v of Regulation S-K The report of PwC on the Companys consolidated

financial statements as of and for the year ended December 31 2007 did not contain an adverse opinion or

disclaimer of opinion and was not qualified or modified as to uncertainty audit scope or accounting principles

In addition during the year ended December 31 2007 through February 27 2008 the Company did not consult

with Deloitte Touche regarding any of the matters or events set forth in Item 304a2i or ii of

Regulation S-K

In addition the Audit Committee has adopted policy that if majority of the votes cast at the 2010 annual

meeting are against ratification the Audit Committee will reconsider its selection of Deloitte Touche The

Audit Committee will be under no obligation however to select new independent auditor If our stockholders

fail to ratify the selection the Audit Committee will seek to understand the reasons that our stockholders did not

ratify its selection of Deloitte Touche and will take those views into account in this and future appointments

It is anticipated that Deloitte Touche representative will be present at the annual meeting and available

to respond to appropriate questions from our stockholders and be given the opportunity to make statement if he

or she wishes to do so

Your Board unanimously recommends vote FOR the ratification of the appointment of Deloitte

Touche as our independent auditor and will so vote proxies received that do not otherwise specify
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Stockholder Proposal

The following proposal reproduced verbatim was submitted by single stockholder for inclusion in

this proxy statement

The following stockholder proposal contains assertions that we believe are factually incorrect We are not

responsible for the accuracy or content of the stockholder proposal or supporting statement We also have not

attempted to refute all of the inaccuracies However after careful consideration your Board has recommended

vote against the stockholder proposal for the reasons set forth following the proposal The name and address of

the stockholder submitting the proposal as well as the number of shares held will be furnished by us to any

stockholder promptly upon the receipt of any oral or written request therefor

stockholder submitting proposal must appear personally or by proxy at the meeting to move the

proposal for consideration The stockholder proposal will be approved if it is introduced and voted on at the

meeting and it receives the affirmative vote of majority of all the votes cast on the matter

Item 3Independent Board Chairman

RESOLVED The shareholders request our board of directors to adopt policy that whenever possible the

chairman of the board of directors shall be an independent director by the standard of the New York Stock

Exchange who has not previously served as an executive officer of the Company This policy should be

implemented so as not to violate any contractual obligations in effect when this resolution is adopted The policy

should also specify how to select new independent chairman if current chairman ceases to be independent

between annual meetings of shareholders and that compliance with the policy is temporarily excused if no

independent director is available and willing to serve as chairman

believe

The role of the CEO and management is to run the company

The role of the Board of Directors is to provide independent oversight of management and the CEO

There is potential conflict of interest for CEO to be her/his own overseer while managing the

business

Numerous institutional investors recommend separation For example Ca1PERS encourages separation

even with lead director in place

In 2009 Yale Universitys Millstein Center for Corporate Governance and Performance published

Chairing the Board Policy Briefing arguing the case for separate independent Board Chair

The report was prepared in conjunction with the Chairmens Forum composed of
group of Directors

separate CEO and Chairman should improve corporate performance and lead to more competitive compensation

practices said Gary Wilson former Chair at Northwest Airlines Yahoo Director and member of the Forum

The report stated that chairing and overseeing the Board is time intensive responsibility and that separate

Chair leaves the CEO free to manage the company and build effective business strategies

Many companies have independent Chairs by 2008 close to 39% of the SP 500 companies had boards that

were not chaired by their chief executive An independent Chair is the prevailing practice in the United Kingdom
and many international markets

Shareholder resolutions for separation of CEO and Chair averaged 36% support in 2009 at 30 companies

indicating strong and growing investor support
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In consideration of the potential disruption of an immediate change am not seeking to replace our present

CEO as Chair To foster simple transition am requesting that this policy be phased in when the next CEO is

chosen When Board declares their support for this future governance reform the Board and prospective CEO

both will be aware of this change in expectation

Companies are recognizing increasingly that separating the Board Chair and Chief Executive Officer is

sound corporate governance practice An independent Chair and vigorous Board can improve accountability to

shareowners and help forge long-term business strategies that best serve the interests of shareholders consumers

and the company

urge vote FOR this resolution An independent Chair can enhance investor confidence in our Company

and strengthen the integrity of the Board

Your Boards Response

At five recent Company annual stockholder meetings our stockholders rejected substantially identical

proposals and should continue to do so

Summary

Your Board believes that it would not be in the best interests of the Company to implement rigid policy to

require that the Chairman of your
Board be independent for the following reasons

Your Board believes and an outside service confirmed that the Company is one of the national leaders

in its industry in corporate governance

Your Company is committed to the highest standards of corporate governance that provides for among

other things significant independence of your Board

Your Companys practice with respect to its Chairman is consistent with substantial majority of other

large companies

Your Board has taken decisive steps to ensure that it effectively carries out its responsibility for the

oversight of management and

Your Boards appointment of Presiding Director and the use of regular executive sessions of the

non-management Board members along with your Boards strong committee system and substantial

majority of independent directors allows your Board to maintain effective oversight of management

Your Company is committed to the highest standards of corporate governance

Our corporate governance practices and policies are described in the Corporate Governance Practices

section beginning on page 12 of this proxy statement As discussed there we have had long-standing

commitment to good governance and record of excellence Your Board also believes and an outside service

confirmed that the Company is one of the national leaders in its industry in corporate governance

With the exception of Mr Evanson the Chairman and CEO your
Board is composed entirely of

independent directors Therefore your
Board includes an ample number of independent directors to offer critical

review of management All of
your

Boards committees other than the Executive Committee are and for many

years have been composed solely of independent directors with chairpersons nominated by the independent

directors Furthermore each of these committees is chaired by an independent non-management director This

means that oversight of critical issues such as the oversight of the integrity of our financial statements CEO and
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executive officer compensation and Board evaluation and selection of directors is entrusted to independent

directors In addition your
Board has long had established governance guidelines which are available on our

website www.alleghenyenergy.com in the Corporate Governance section

Your Board believes that this proposal would not noticeably strengthen the Boards independence or

oversight functions and would therefore not be in the best interests of our stockholders

An absolute rule to separate the Chairman and CEO role solely for independence purposes is not in the

best interests of our stockholders

Your Board selects the Chairman in manner that it determines to be in the best interests of the Company
and its stockholders at the time Over the last several years your Board has examined many governance

practices including the separation of the offices of Chairman and CEO so that the Chairman role is considered

independent under the applicable NYSE rules What your Board found was that there is no one size fits all

practice in this area and that implementing rigid policy to require that the role of CEO be separated or

combined from that of Chairman is not advisable Your Company and our stockholders are best served if your

Board retains the leadership structure that works best for the Company based on the facts and circumstances

existing at that time

Notwithstanding the proponents clear preference for separate Chairman and CEO there is no consensus

in the U.S that such separation of roles is governance best practice According to recent survey only 16

percent of the SP 500 companies truly have an independent chairman as requested by the proposal

Source Spencer Stuart Board Index 2009 Spencer Stuart All rights reserved.

Accordingly your Board believes that this proposal would impose an unnecessary restriction that would not

noticeably strengthen the Boards independence or oversight functions and would therefore not be in the best

interests of our stockholders

Your Companys corporate governance structure provides for significant independence and in

particular provides for an independent Presiding Director

Your Board fully recognizes that independence from management is an important component of an effective

board and believes that it has discharged this responsibility well to date

The independent directors meet separately in executive session without our Chairman and CEO present at

every regularly scheduled Board meeting These executive sessions take place outside the presence of our

Chairman and CEO or any other Company employee An independent Presiding Director akin to Lead

Director leads these sessions The clearly delineated duties of our Presiding Director who serves for two-year

term and is rotated among your Boards independent directors include the following

presides at all meetings of your Board at which the Chairman is not present including executive

sessions of the independent directors

serves as liaison between the Chairman and the independent directors

provides input to management on information to be sent to your Board and
approves

information sent

to your Board

approves meeting agendas for your Board

approves meeting schedules to assure that there is sufficient time for discussion of all agenda items

has the authority to call meetings of the independent directors and

if requested by major shareholders ensures that he or she is available for consultation and direct

communication
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Moreover every director may request the inclusion of specific items on the agenda for Board meetings

For all of the above reasons your Board believes it would be unwise to impose an absolute rule prohibiting

the CEO from also serving as Chairman of your Board and thereby requiring our Chairman who is our only

current Board member not considered independent under the applicable NYSE rules to be independent Your

Board should have the flexibility to determine the best leadership structure for the Company to achieve optimal

results for our stockholders Your Board intends to review this determination from time to time as facts and

circumstances change

For these reasons your Board unanimously recommends that our stockholders vote AGAINST this

proposal and will so vote proxies received that do not otherwise specify
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DEADLINE FOR STOCKHOLDER PROPOSALS FOR THE 2011 ANNUAL MEETING

Proposals on matters appropriate for stockholder consideration consistent with the regulations of the SEC

and submitted by stockholders for inclusion in the
proxy statement and form of proxy for the 2011 annual

meeting must be received by the Companys Secretary no later than November 25 2010 Stockholders should

refer to the SEC rules which set standards for eligibility and specify the types of proposals that are not

appropriate for inclusion in the proxy statement If you would like to submit stockholder proposal you may do

so by sending the proposal in writing by the date specified above to the attention of the Secretary of the

Company Allegheny Energy Inc 800 Cabin Hill Drive Greensburg PA 15601

ADVANCE NOTICE PROCEDURES

Under the Companys bylaws proposals and nominations for election of directors made by stockholders

submitted for consideration at the 2011 annual meeting but not for inclusion in the Companys proxy statement

and form of proxy must be received by the Companys Secretary no later than December 25 2010 and no earlier

than November 25 2010 Such proposals and nominations will be considered only if advance notice has been

given and these proposals or nominations are otherwise proper for consideration under applicable law our

Charter and bylaws Notice of such proposals and nominations must also comply with certain informational and

other requirements set forth in the Companys bylaws These advance notice informational and other provisions

are in addition to and separate from the requirements that stockholder must meet in order to have proposal

included in the Companys proxy statement under the SEC rules

In addition to the above it is also the policy of our Governance Committee to consider recommendations for

candidates to your Board from our stockholders The Governance Committee will consider stockholder

recommendations for candidates for
your Board using the same criteria described in the Corporate Governance

Practices Procedures for Nomination of Directors section above If interested the name of any recommended

candidate for director together with brief biographical sketch document indicating the candidates

willingness to serve if elected and evidence of the nominating stockholders ownership of Company stock

should be sent to the attention of the Secretary of the Company Allegheny Energy Inc 800 Cabin Hill Drive

Greensburg PA 15601

DELIVERY OF DOCUMENTS TO STOCKHOLDERS SHARING AN ADDRESS

Only one copy of this proxy statement and our annual report is being sent to our stockholders who share

single address unless we have received contrary instructions from any stockholder at that address Each

stockholder will continue to receive separate proxy card This procedure referred to as householding is

intended to reduce the volume of duplicate information stockholders receive and also to reduce expenses The

Company has instituted this procedure for all stockholders of record

If one set of these documents was sent to your household and one or more of you would prefer to receive

your own set either of the current proxy statement or annual report or of future proxy statements and annual

reports please contact our stock transfer agent BNY Mellon Shareowner Services by telephone at

800 648-8389 or by mail at P.O Box 358015 Pittsburgh PA 15252-8015

If your shares are held by bank broker or other holder of record please contact that holder directly if you
have questions about delivery of materials require additional copies of this proxy statement or annual report or

wish to receive multiple copies of reports by stating that you do not consent to householding
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OTHER MATTERS

Your Board is not aware of
any

other matters which may come before this annual meeting of stockholders

if any other matters properly come before the annual meeting it is the intention of the persons named in the

proxy to vote the proxy thereon in accordance with their discretion

We are soliciting proxies from stockholders on behalf of our Board and will pay for all costs incurred in

connection with the solicitation We have retained D.F King Co Inc proxy
solicitation firm to assist us in

the solicitation of proxies for the annual meeting We will pay D.F King fee of approximately $7500 and

reimburse the firm for reasonable out-of-pocket expenses In addition to the use of the mails proxies may be

solicited by officers directors and other employees of the Company personally by telephone or other means

without additional compensation other than reimbursement for their actual expenses Arrangements also will be

made with brokerage firms and other custodians nominees and fiduciaries for the forwarding of solicitation

material to the beneficial owners of stock held of record by such persons and we will reimburse such custodians

nominees and fiduciaries for their reasonable out-of-pocket expenses in connection with the forwarding of

solicitation materials to the beneficial owners of our stock

It is important to return your proxy card promptly Stockholders are urged to mark date sign and

return the proxy immediately or to authorize their proxies via the Internet or by telephone Stockholders

do not need to affix any postage if the proxy is mailed in the enclosed envelope in the United States Please

see the proxy card or voting instruction form accompanying this proxy statement for specific instructions

on how to cast your vote by any of these methods

Proxies authorized via the Internet or by telephone must be received by 1159 p.m Eastern Daylight Time

on May 19 2010 Authorizing your proxy
via the Internet or by telephone will not affect your right to vote in

person
should you decide to attend and vote at the annual meeting

The Internet and telephone proxy authorization procedures are designed to authenticate our stockholders

identities to allow our stockholders to give their proxy
authorization instructions and to confirm that

stockholders instructions have been recorded properly We have been advised that the Internet and telephone

voting procedures that have been made available to you are consistent with the requirements of applicable law

Stockholders authorizing their proxies via the Internet and by telephone should understand that there may be

costs associated with authorizing proxies in these manners such as usage charges from Internet access providers

and telephone companies that must be borne by the stockholder

Important Notice Regarding the Availability of Proxy Materials for the Stockholder Meeting to Be

Held on May 20 2010 Our proxy statement annual report to our stockholders and Form 10-K for fiscal

year 2009 are available on our website at www.alleghenyenergy.com/proxymaterials
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March 16 2010

To Our Stockholders

The last 18 months will be remembered as one of the most momentous periods in our companys history

We weathered deep recession remaining solidly profitable and maintaining our investment grade credit rating

And earlier this year we announced merger agreement with FirstEnergy Corp creating premier energy

company with more than six million customers in seven states and 24000 megawatts of generating capacity Its

truly been remarkable time for Allegheny

2009 Review

2009 was challenging year The recession impacted both our regulated and merchant generation businesses At

Allegheny Power demand was down 5% with sales to industrial customers off 12%.The weak demand hurt our

merchant generation business as did 56% drop in natural gas prices 44% decline in power prices and sharply

lower results from PJMs annual capacity auction

Despite these setbacks adjusted net income increased by $6 million.The increase was due to better results from

regulated operations reflecting improved cost recovery in Virginia and income from transmission expansion

We executed well on our 2009 priorities We had best-ever performance in safety and customer service reliability

managed our transition to market rates in Pennsylvania kept major transmission expansion project on track

completed our scrubber projects on time and under budget and reached an agreement to sell our Virginia

distribution assets

Here are some of the highlights of 2009

Financial We continued our success in controlling costs holding operations and maintenance expenses virtually

flat for the fourth year in row Recognizing the need to maintain financial strength and flexibility we refinanced

over $840 million of debt increased our credit facilities and extended maturities

Transmission expansion OurTrans-Allegheny Interstate Line remains on schedule for completion in June

2011 Construction has begun on all segments of the line with nearly 50% of the structures in place and both

substations nearly complete As for our second transmission project the Potomac-Appalachian Transmission

Highline we expect PJM to set revised in-service date later this year

Regulatory We reached constructive settlements regarding recovery of fuel and purchased power costs in West

Virginia and Virginia In Pennsylvania where our rates are scheduled to go to market next year we have now

procured about two-thirds of the 2011 power needs of our residential customers As result these customers can

expect to see only small increase in their monthly electric bills in 2011 when rate caps expire

Turning to 2010 we expect slow economic recovery Therefore we will continue to control costs and conserve

cash In addition we will focus on resolving our West Virginia rate case completing the Virginia sale and keeping

the Pennsylvania transition to market on plan and the multi-state transmission projects on schedule

FirstEnergy Merger

Of course another top priority will be to obtain regulatory approvals for the merger with FirstEnergy something

we expect to take year or more Bringing together two strong companies with adjacent service territories and

similar cultures this combination is perfect fit from strategic standpoint

The merger will diversify our fuel mix by adding nuclear plants to our generation fleet something we never

could have done on our own With less dependence on coal your investment will be less exposed to the risk of

carbon legislation or onerous environmental regulations am confident that coal will play key role in meeting

the regions energy needs for decades to come But with 95% of our generation currently fueled by coal it is



in shareholders best interests to hedge downside risk in this area And importantly well maintain our upside

leverage to an economic recovery and the higher power prices that should accompany it

This will be large company with solid balance sheet and strong cash flows It will have the financial scale

strength and capital to invest in core business initiatives while pursuing growth opportunities that neither

company would have standing alone And the combined companys increased size and scope should create

opportunities for efficiencies of all kinds

The merger also provides the potential to expand our retail marketing reach With our combined customer base

we will have significant presence in the region

In addition to strategic benefits this stock-for-stock transaction offers substantial upfront value for Allegheny

stockholders You will receive 32% premium for your shares based on both stocks closing prices at the time of

the merger announcement and can expect substantial dividend increase based on FirstEnergys current practice

special vote of our stockholders will be held later this year However until the merger is completed we will

concentrate on running our core business and achieving our 2010 priorities

In Closing

want to thank our management and employees for their hard work and dedication also wish to acknowledge

you our stockholders for your loyalty and patience during turbulent year With all we have accomplished and

the many benefits of the FirstEnergy merger Allegheny is positioned for successful future Thank you for your

support

Sincerely

Paul Evanson

Chairman President and Chief Executive Officer
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GLOSSARY

The following abbreviations and terms are used in this report to identify Allegheny Energy Inc and

its subsidiaries

AE Allegheny Energy Inc diversified
utility holding company

AESC Allegheny Energy Service Corporation subsidiary of AE

AE Supply Allegheny Energy Supply Company LLC an unregulated generation subsidiary of AE

AGC Allegheny Generating Company generation subsidiary of AE Supply and Monongahela

Allegheny Allegheny Energy Inc together with its consolidated subsidiaries

Distribution Companies Monongahela Potomac Edison and West Penn which collectively do business as Allegheny

Power

Monongahela Monongahela Power Company regulated subsidiary of AE

PATH LLC Potomac-Appalachian Transmission Highline LLC joint venture between Allegheny and

subsidiary of American Electric Power Company Inc

PATH-Allegheny PATH Allegheny Transmission Company LLC

PATH-Allegheny MD PATH-Allegheny Maryland Transmission Company LLC

PATH-Allegheny VA PATH-Allegheny Virginia Transmission Corporation

PATH-WV PATH West Virginia Transmission Company LLC

Potomac Edison The Potomac Edison Company regulated subsidiary of AE

TrAIL Company Trans-Allegheny Interstate Line Company

West Penn West Penn Power Company regulated subsidiary of AE

II The following abbreviations and acronyms are used in this report to identify entities and terms

relevant to Alleghenys business and operations

CDD Cooling Degree-Days

Clean Air Act Clean Air Act of 1970

CO2 Carbon dioxide

DOE United States Department of Energy

EPA United States Environmental Protection Agency

Exchange Act Securities Exchange Act of 1934 as amended

FERC Federal Energy Regulatory Commission an independent commission within the DOE

FirstEnergy FirstEnergy Corp

FPA Federal Power Act

FTRs Financial Transmission Rights

GAAP Generally accepted accounting principles used in the United States of America

HDD Heating Degree-Days

kW Kilowatt which is equal to 1000 watts

kWh Kilowatt-hour unit of electric energy equivalent to one kW operating for one hour

Maryland PSC Maryland Public Service Commission

MW Megawatt which is equal to 1000000 watts

MWh Megawatt-hour unit of electric energy equivalent to one MW operating for one hour

NERC North American Electric Reliability Corporation

NO Nitrogen Oxide

NSR The New Source Performance Review Standards or New Source Review applicable to

facilities deemed new sources of emissions by the EPA

OVEC Ohio Valley Electric Corporation

PATH Potomac-Appalachian Transmission Highline

Pennsylvania PUC Pennsylvania Public Utility Commission

PJM PJM Interconnection L.L.C regional transmission organization

PLR Provider-of-last-resort

PURPA Public Utility Regulatory Policies Act of 1978

RPM Reliability Pricing Model which is PJMs capacity market

RTEP Regional Transmission Expansion Plan the process by which PJM identifies transmission

system upgrades and enhancements to provide for the operational economic and reliability

requirements of PJM customers

RTO Regional Transmission Organization

Scrubbers Flue-gas desulfurization equipment

SEC Securities and Exchange Commission

SO2 Sulfur dioxide

SOS Standard Offer Service

TD Transmission and distribution

TrAIL Trans-Allegheny Interstate Line

Virginia SCC Virginia State Corporate Commission

West Virginia PSC Public Service Commission of West Virginia



ALLEGHENY ENERGY INC AND ITS PRINCIPAL OPERATING SUBSIDIARIES

Joint venture with subsidiary of American Electric Power

Company Inc

Allegheny Power
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PART

ITEM BUSINESS

OVERVIEW

Allegheny is an integrated energy business that owns and operates electric generation facilities and delivers

electric services to customers in Pennsylvania West Virginia Maryland and Virginia AE Alleghenys parent

holding company was incorporated in Maryland in 1925 Allegheny operates its business primarily through AEs

various directly and indirectly owned subsidiaries

Alleghenys operations are organized into two business segments

The Merchant Generation segment includes Alleghenys merchant power generation operations

including the operations of AE Supply and AGC

The Regulated Operations segment includes all of Alleghenys regulated operations including its

electric TD operations and transmission expansion projects as well as Monongahelas power

generation operations

Allegheny changed the composition of its business segments during the fourth quarter of 2009 Prior to the

fourth quarter of 2009 Alleghenys business was comprised of the Generation and Marketing segment and the

Delivery and Services segment The Generation and Marketing segment included the operations of AE Supply

and Monongahelas generating assets The Delivery and Services segment included the operations of Potomac

Edison West Penn TrAIL Company PATH LLC and Monongahelas electric TD business

The changes in Alleghenys reportable segments during 2009 consisted primarily of the following

Monongahelas regulated generation operations were moved from the Generation and Marketing

segment to the Delivery and Services segment

The Generation and Marketing segment was renamed the Merchant Generation segment

The Delivery and Services segment was renamed the Regulated Operations segment

See consolidated financial statement Note Business Basis of Presentation and Significant Accounting

Policies and Note 12 Segment Information

Proposed Merger with FirstEnergy

On February 10 2010 AE FirstEnergy and Element Merger Sub Inc direct wholly-owned subsidiary of

FirstEnergy Merger Sub entered into an Agreement and Plan of Merger the Merger Agreement pursuant

to which and subject to certain terms and conditions Merger Sub will merge with and into Allegheny the

Merger with Allegheny continuing as the surviving corporation and wholly-owned subsidiary of

FirstEnergy The merger agreement has been unanimously approved by the boards of directors of both Allegheny

and FirstEnergy but completion of the merger is contingent upon among other things the approval of the

transaction by shareholders of both companies the expiration or termination of any applicable waiting period

under the Hart-Scott-Rodino Antitrust Improvements Act of 1976 and the receipt of required regulatory

approvals See Risk Factors and consolidated financial statement Note 27 Subsequent Event Merger

Agreement



The Merchant Generation Segment

The principal companies and operations in AEs Merchant Generation segment include the following

AE Supply was formed in Delaware in 1999 AE Supply owns operates and manages electric

generation facilities AE Supply also purchases and sells energy
and energy-related commodities As of

December 31 2009 AE Supply owned or contractually controlled 7015 MWs of generation capacity

See Electric Facilities

AE Supply markets its electric generation capacity to various customers and markets including certain

of its affiliates and uses both derivative and nonderivative contracts to manage its portfolio of contracts

AE Supplys portfolio management and trading activities involve the use of physical commodity

inventories and variety of instruments such as forward contracts futures contracts swap agreements

and similar instruments See Managements Discussion and Analysis of Financial Condition and

Results of Operations and consolidated financial statement Note 13 Fair Value Measurements

Derivative Instruments and Hedging Activities

AE Supply currently is contractually obligated to provide West Penn with most of the power that it

needs to meet its PLR obligations in Pennsylvania through the end of 2010 and has contracts of varying

length with West Penn to serve portion of its load beyond 2010 In addition AE Supply has contracts

with Potomac Edison to supply most of the power necessary to serve Potomac Edisons Virginia

customers through mid-2011 and is serving portion of Potomac Edisons customer load in Maryland

pursuant to contracts that range in length from three to 29 months Together these contracts currently

comprise majority of AE Supplys normal operating capacity AE Supply had total operating revenues

of $1.6 billion in 2009

AGC was incorporated in Virginia in 1981 As of December 31 2009 AGC was owned approximately

59% by AE Supply and approximately 41% by Monongahela AGCs sole asset is 40% undivided

interest in the Bath County Virginia pumped-storage hydroelectric generation facility and its connecting

transmission facilities All of AGCs revenues are derived from sales of its 1109 MW share of

generation capacity from the Bath County generation facility to AE Supply and Monongahela AGC had

total operating revenues of $65.8 million in 2009 See Electric Facilities

All of Alleghenys generation facilities are located within PJMs competitive wholesale market AE Supply

and Monongahela sell into the PJM market the power that they generate and purchase from the PJM market the

power necessary to meet their contractual obligations to supply power See Fuel Power and Resource Supply

and Regulatory Framework Affecting Allegheny

During 2009 the Merchant Generation segment had total operating revenues of $1.6 billion and net income

of $234.0 million As of December 31 2009 the Merchant Generation segment held approximately $4.3 billion

of identifiable assets See Managements Discussion and Analysis of Financial Condition and Results of

Operations and consolidated financial statement Note 12 Segment Information

The Regulated Operations Segment

The principal companies and operations in Alleghenys Regulated Operations segment include the

following

The Distribution Companies include Monongahela Potomac Edison and West Penn Each of the

Distribution Companies is public utility company and does business under the trade name Allegheny

Power Allegheny Powers principal business is the operation of electric public utility systems In April

2002 the Distribution Companies transferred functional control over their transmission systems to PJM

As an RTO PJM coordinates the movement of electricity over the transmission grid in all or parts of

Delaware Illinois Indiana Kentucky Maryland Michigan New Jersey North Carolina Ohio

Pennsylvania Tennessee Virginia West Virginia and the District of Columbia



Monongahela was incorporated in Ohio in 1924 It conducts an electric TD business that serves

approximately 383600 customers in northern West Virginia in service area of approximately

13000 square miles with population of approximately 779000 Monongahela sold 10 million

MWhs of electricity to retail customers in 2009

Monongahela also owns generation assets which are included in the Regulated Operations segment

As of December 31 2009 Monongahela owned or contractually controlled 2741 MWs of

generation capacity Monongahelas generation capacity supplies its electric TD business In

addition Monongahela is contractually obligated to provide Potomac Edison with the power that it

needs to meet its load obligations in West Virginia Monongahela had total operating revenues of

$695.2 million in 2009 See Electric Facilities

Potomac Edison was incorporated in Maryland in 1923 and was also incorporated in Virginia in

1974 It operates an electric TD system in portions of West Virginia Maryland and Virginia

Potomac Edison serves approximately 483400 customers in service area of about 7500 square

miles with population of approximately 1.06 million Potomac Edison had total operating revenues

of $832.6 million and sold 12.8 million MWhs of electricity to retail customers in 2009 In May
2009 Potomac Edison signed definitive agreements to sell its electric distribution operations in

Virginia to Rappahannock Electric Cooperative and Shenandoah Valley Electric Cooperative for

cash proceeds of approximately $340 million subject to certain closing conditions Allegheny

serves approximately 102000 customers in northern Virginia See Regulatory Framework

Affecting Allegheny Risk Factors and consolidated financial statement Note Assets Held for

Sale

West Penn was incorporated in Pennsylvania in 1916 It operates an electric TD system in

southwestern south-central and northern Pennsylvania West Penn serves approximately 714900
customers in service area of about 10400 square miles with population of approximately 1.6

million West Penn had total operating revenues of $1.4 billion and sold 19.2 million MWhs of

electricity to retail customers in 2009

TrAIL Company was incorporated in Maryland and Virginia in 2006 In June 2006 PJM which

manages regional planning process for transmission expansion approved an RTEP designed to

maintain the reliability of the transmission grid in the mid-Atlantic region The transmission expansion

plan includes TrAIL new 500 kV transmission line that will extend from southwestern Pennsylvania

through West Virginia to point of interconnection with Virginia Electric and Power Company

subsidiary of Dominion Resources in northern Virginia PJM designated Allegheny to construct the

portion of the line that will be located in the Distribution Companies PJM zone TrAIL Company was

formed in connection with the management and financing of transmission expansion projects including

this project the TrAIL Project and will build own and operate the new transmission line TrAIL

Company currently expects to complete construction of the new line in 2011 See Capital

Expenditures and Regulatory Framework Affecting Allegheny

PATH LLC was formed in Delaware in 2007 following PJM approval of PATH As currently proposed

PATH is new 765 kV transmission line that will extend from substation owned by American

Electric Power Company AEP near St Albans West Virginia to new substation near Kemptown

Maryland PATH LLC which was formed in connection with the management and financing of this

project the PATH Project is series limited liability company The West Virginia Series is owned

equally by Allegheny and subsidiary of AEP The Allegheny Series is 100% owned by Allegheny

Each Series will through an operating subsidiary build own and operate portion of the line

Construction of the line remains subject to siting approval by the relevant state utility commissions

among other matters In December 2009 PJM conducted certain sensitivity analyses that suggest that

PATH may not be required by June 2014 as had been anticipated to address congestion and reliability

concerns and therefore will be considered in its 2010 RTEP See Capital Expenditures and

Regulatory Framework Affecting Allegheny



During 2009 the Regulated Operations segment had operating revenues of $3.1 billion and net income of

$157.9 million As of December 31 2009 the Regulated Operations segment held approximately $7.3 billion of

identifiable assets See Managements Discussion and Analysis of Financial Condition and Results of

Operations and consolidated financial statement Note 12 Segment Information

Shared Services

AESC was incorporated in Maryland in 1963 and is service company for Allegheny AESC employs

substantially all of the Allegheny personnel who provide services to AE and its subsidiaries including among

others AE Supply AGC the Distribution Companies TrAIL Company PATH LLC and their respective

subsidiaries These companies reimburse AESC at cost for services provided to them by AESCs employees

AESC had 4383 employees as of December 31 2009

Certain Recent Initiatives and Developments

Throughout 2009 Alleghenys strategy has been to focus on its core generation and expanding transmission

business which management believes is enabling Allegheny to take advantage of its regional presence

operational expertise and knowledge of its markets to add shareholder value despite challenging regulatory

market and overall economic conditions Significant initiatives and developments include among others

Transmission Expansion In June 2006 PJM approved an RTEP designed to maintain the reliability of

the transmission grid in the mid-Atlantic region that included TrAIL and in June 2007 PJM authorized

the construction of PATH Although PJM currently is reevaluating the date by which PATH may be

required to address NERC reliability requirements in general these lines are intended to alleviate future

reliability concerns and increase the west to east transmission capability of the PJM system PJM

designated Allegheny to construct the portion of TrAIL that is located in the Distribution Companies

PJM zone and Allegheny and subsidiary of AEP formed PATH LLC to construct PATH FERC

which has jurisdiction over rates for the transmission of electric power has approved incentive rate

treatment for both TrAIL and PATH including incentive rates of return on equity returns on

construction work in
progress

and recovery of prudently incurred development and construction costs in

the event that construction of either line is abandoned for reasons beyond Alleghenys control

Primary jurisdiction for approval of the siting and construction of transmission lines lies with the state

public utility commission in the states in which the lines are proposed to be located Applications for

approval of PATH are pending in West Virginia and Maryland but similar request in Virginia was

recently withdrawn on the basis of certain PJM analyses suggesting that PATH may not be required

until some time beyond the originally anticipated 2014 target completion date TrAIL Company

received the requisite state utility commission approvals to construct TrAIL in Pennsylvania West

Virginia and Virginia in 2008 and construction of TrAIL is currently underway At this time overall

TrAIL-related substation work is nearly 90% complete and tower construction is underway TrAIL

Company has obtained nearly 80% of the rights-of-way necessary to construct TrAIL and all significant

construction and material contracts necessary to complete TrAIL

Allegheny has also taken steps in recent years to enhance the performance and reliability of its

transmission system For example in 2007 Trail Company completed the installation of new static

volt-ampere reactive power compensator at the Black Oak substation the Black Oak SVC that is

designed to enhance the reliability of Alleghenys high-voltage Black Oak-Beddington transmission

line which is one of the most congested lines in the PJM region and increase transmission capacity

across the PJM region TrAIL Company was granted an incentive rate of return on equity by FERC for

the Black Oak SVC TrAIL Company has also undertaken upgrades or replacements of transformers

buses or both at seven other substations and is constructing new transmission operations center in

West Virginia that it expects to complete during 2010 Allegheny has also identified various other

transmission enhancement opportunities some of which may be subject to PJM RTEP process See



Capital Expenditures Regulatory Framework Affecting Allegheny Risk Factors and

consolidated financial statement Note Transmission Expansion

Liquidity Enhancement Investment Grade Status and Reinstatement of Common Stock Dividend In

2007 following period of financial difficulty and recovery Allegheny achieved significant milestone

with the upgrade to investment grade status of its corporate credit ratings by all three major credit rating

agencies and the reinstatement of AEs common stock dividend as well as subsequent upgrades to

investment grade status of the unsecured debt ratings of AE Supply and Monongahela Additionally

TrAIL Company received inaugural investment grade ratings for its unsecured debt from all three major

rating agencies

As widely reported the financial markets and overall economies in the United States and abroad are

currently experiencing period of significant uncertainty that began in mid to late 2008 and has

negatively affected overall market liquidity and access to credit In spite of these prevailing economic

conditions Allegheny has maintained its investment grade credit ratings and has succeeded in

enhancing its overall liquidity During 2009 and the first part of 2010 Allegheny refinanced and

extended the maturities of certain existing debt while also obtaining favorable transmission-related

financing

Specifically in the third quarter of 2009 AE Supply issued $600 million aggregate principal amount of

senior unsecured notes consisting of $350 million of 5.75% Notes due 2019 and $250 million of 6.75%

Notes due 2039 and obtained new $1 billion senior secured revolving credit facility that matures in

2012 The new revolving credit facility replaced AE Supplys previous $400 million revolving credit

facility that would have matured in 2011 and in combination with the proceeds of the note offering

allowed AE Supply to repay its existing $447 million term loan which also would have matured in

2011 and to complete tender offers for total of $249.5 million in 7.8% Medium Term Notes due 2011

and $146.8 million of 8.25% Medium Term Notes due 2012

Also in 2009 AE Supply in conjunction with the Pennsylvania Economic Development Authority

completed tax exempt transaction that resulted in proceeds of approximately $235 million to finance

portion of the costs to install the Scrubbers at the Hatfields Ferry generating facility Additionally in

December 2009 subsidiaries of Monongahela and Potomac Edison completed an $86 million

securitization transaction to finance the remaining costs to complete the installation of the Scrubbers at

the Fort Martin generating facility and Monongahela entered into new $110 million senior unsecured

revolving credit facility Finally in January 2010 TrAIL Company refinanced its existing construction

loan through the issuance of $450 million aggregate principal amount of 4.0% senior unsecured notes

due 2015 and obtained new $350 million unsecured revolving credit facility that matures in 2013

In addition to these transactions Allegheny continues to take other steps such as proactively managing

and controlling operations and maintenance expense and otherwise prudently managing cash to

maintain and improve its liquidity position See Managements Discussion and Analysis of Financial

Condition and Results of Operations Risk Factors and consolidated financial statement Note

Capitalization and Debt

Environmental Compliance and Risk Management Allegheny is working to effectively manage its

environmental compliance efforts to ensure continuing compliance with applicable federal and state

regulations while controlling its compliance costs reducing emissions levels and minimizing its risk

exposure

During the latter part of 2009 Allegheny completed significant multi-year effort to install Scrubbers

at its Fort Martin and Hatfields Ferry generating facilities Now in-service the Scrubbers will reduce

overall SO2 emissions at these two facilities by more than 95% In addition to this initiative Allegheny

completed the elimination of partial Scrubber bypass at its Pleasants generating facility in 2007 and is

currently evaluating pollution control projects at other facilities Although applicable environmental

regulations and initiatives including but not limited to air and water quality issues and climate change

concerns continue to present Allegheny with significant challenges all of Alleghenys supercritical coal



generating units are scrubbed and significant amount of SO2 and mercury emissions have been

eliminated See Risk Factors Capital Expenditures and Environmental Matters

Energy Efficiency and Conservation Through its Watt Watchers program introduced in 2007

Allegheny has implemented number of programs to encourage energy efficiency and conservation

among its customers in addition to its long-standing portfolio of existing energy conservation programs

Recently Allegheny has undertaken initiatives in response to Pennsylvanias Act 129 and Marylands

EmPOWER Maryland program both of which establish demand-side reduction goals and required

among other things that affected utilities file with the relevant state utility commissions specific plans

describing the demand-side management programs that they propose to implement in order to reach

those goals as well as separate plans for the implementation of advanced or smart metering During

2009 the Maryland PSC approved and provided for cost recovery with respect to Potomac Edisons

proposed demand-side management programs in Maryland and the Pennsylvania PUC largely approved

West Penns proposed portfolio of energy efficiency and conservation programs In both Maryland and

Pennsylvania Alleghenys proposed advanced infrastructure and metering proposals remain subject to

regulatory review

Other conservation initiatives include for example Alleghenys partnership with Energy Star the

EPA voluntary market-based program to reduce greenhouse gasses through energy efficiency and its

proposal to offer voluntary wind energy program to customers in Pennsylvania Allegheny continues

to explore other programs through which customers can purchase electricity from renewable sources

and in December 2009 purchased an additional 13 MW of hydroelectric generation Allegheny is also

developing number of other new programs for customers that it believes can help drive energy

efficiency and conservation such as opportunities for home energy
audits See Regulatory Matters

Affecting Allegheny

Transition to Market-Based Rates Each of the states in Alleghenys service territory other than West

Virginia has to some extent taken steps to deregulate its electric utility industry although Virginia has

essentially reversed deregulation plans Pennsylvania and Maryland instituted customer choice and are

transitioning to market-based rather than cost-based pricing for generation Virginia undertook to

deregulate the provision of generation services beginning in 1999 but subsequent legislation resulted in

the re-regulation of these services in January 2009 for most customers In West Virginia the rates

charged to retail customers are regulated by the West Virginia PSC and are determined through

traditional cost-based regulated utility rate-making

In 2005 Allegheny implemented plan to transition Pennsylvania customers to generation rates based

on market prices through increases in applicable rate caps in 2007 2009 and 2010 and two-year

extension of the applicable transition period Although the Pennsylvania state legislature has at times

debated their extension the rate caps applicable to Alleghenys Pennsylvania customers remain

scheduled to expire at the end of 2010 West Penn conducted auctions in April June and October 2009

and in January 2010 to purchase portion of the power required to serve its customers in Pennsylvania

beginning on January 2011 West Penn now has contracts for approximately 67% of the power

needed to serve its residential customers and nearly half of the power needed to serve its small and

mid-sized nonresidential customers in 2011 resulting in only modest expected increases in customer

bills Assuming that average prices for the remaining auctions remain the same as the average of the

first four auctions the result would be an increase in the typical West Penn residential customers bill of

8.5% assuming usage of 1000 kWh per month and increases of only 0.6% and 2.0% for small and

mid-sized nonresidential customers respectively in 2011 as compared to 2010

Potomac Edisons Maryland residential customers currently can participate in Maryland

PSC-approved transition plan Residential customers who did not opt out of the plan began paying

surcharge in June 2007 that with the expiration of residential rate caps and the move to market-based

rates on January 2009 converted to credit on customers bills such that funds collected via the

surcharge in 2007 and 2008 are being returned to customers to mitigate the effect of the rate cap



expiration until December 2010 or such time as all amounts collected through the surcharge plus

interest are returned to customers

AE Supply is serving portion of Potomac Edisons Maryland customers pursuant to contracts that

range
in length from three to 29 months Potomac Edison also has contracts with AE Supply to supply

most of the power necessary to serve Potomac Edisons Virginia customers through mid-2011 These

contracts were awarded to AE Supply as result of competitive bidding processes in both Virginia and

Maryland Suppliers that are not affiliated with Potomac Edison also were awarded contracts for

portions of Potomac Edisons Virginia and Maryland load pursuant to the competitive bidding process

In Maryland Potomac Edison will conduct rolling auctions to procure its power supply The

arrangements to serve Potomac Edisons load obligations in Virginia after July 2011 are still under

development See Competition Regulatory Matters Affecting Allegheny Risk Factors and

consolidated financial statement Note Rates and Regulation

Cost Recovery In addition to its efforts to manage the transition to market-based generation rates

Allegheny is working to achieve full
recovery

of its costs and reasonable rate of return through the

traditional rate-making process In November 2008 following protracted dispute over Potomac

Edisons ability to recover purchased power costs the Virginia SCC approved settlement allowing

Potomac Edison to transition all of its Virginia customers to rates that would allow for full
recovery of

purchased power costs no later than July 2011 and the Virginia SCC separately approved transmission

rate adjustment related to third party transmission costs and rate increase to recover purchased power
costs in 2009

In West Virginia base rate case by which Monongahela and Potomac Edison propose to increase retail

rates by approximately $106 million beginning in June 2010 is under review by the West Virginia PSC
Additionally in December 2009 the West Virginia PSC approved settlement with respect to annual

fuel adjustments for Monongahela and Potomac Edison providing for an aggregate increase of $118

million effective January 2010 plus deferred recovery of an additional $23.1 million See

Regulatory Matters Affecting Allegheny Risk Factors and consolidated financial statement Note

Rates and Regulation

Customer Satisfaction Allegheny continues to see high levels of satisfaction among its customers For

example leading independent survey firm has ranked Allegheny first in commercial and industrial

satisfaction in the northeastern United States for the last five consecutive years and another firm ranked

Allegheny in the top quartile nationally for residential customer satisfaction

Virginia Asset Sale On May 2009 Potomac Edison signed definitive agreements to sell its electric

distribution operations in Virginia to Rappahannock Electric Cooperative and Shenandoah Valley

Electric Cooperative together the Cooperatives for cash proceeds of approximately $340 million

subject to state and federal regulatory approval certain third-party consents and applicable price

adjustments On September 15 2009 Potomac Edison and the Cooperatives filed with the Virginia SCC
joint request for approval of the transaction The Virginia SCC issued procedural order scheduling an

evidentiary hearing on the matter for March 2010 See Regulatory Matters Affecting Allegheny and

consolidated financial statement Note Assets Held for Sale



Where You Can Find More Information

AE files or furnishes Annual Reports on Form 10-K Quarterly Reports on Form l0-Q Current Reports on

Form 8-K proxy statements and other information with or to the SEC You may read and copy any document

that AE files with the SEC at the SECs public reference room at 100 Street N.E Room 1580 Washington

D.C 20549 Please call the SEC at l-800-SEC-0330 for further information on the public reference room These

SEC filings are also available to the public from the SECs website at http.//www.sec.gov

The Annual Reports on Form 10-K Quarterly Reports on Form lO-Q Current Reports on Form 8-K proxy

statements statements of changes in beneficial ownership and other SEC filings and any amendments to those

reports that AE files with or furnishes to the SEC under the Exchange Act are made available free of charge on

AEs website at http//www.alleghenyenergy.com as soon as reasonably practicable after they are electronically

filed with or furnished to the SEC AEs website and the information contained therein are not incorporated into

this report



SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

In addition to historical information this report contains number of forward-looking statements as defined

in the Private Securities Litigation Reform Act of 1995 Forward-looking information often may be identified by

the use of words such as anticipate expect project intend plan believe and words and terms of similar

substance used in connection with any discussion of future plans actions or events However the absence of

these or similar words does not mean that any particular statement is not forward-looking Forward-looking

statements herein may relate to among other matters

regulatory matters including but not limited to environmental regulation state rate regulation and the

status of retail generation service supply competition in states served by the Distribution Companies

financing plans

market demand and prices for energy capacity coal and natural gas

the cost and availability of raw materials including coal and Alleghenys ability to enter into modify

and enforce long-term fuel purchase agreements

PLR and power supply contracts

results of litigation

results of operations

internal controls and procedures

capital expenditures

status and condition of plants and equipment

changes in technology and their effects on the competitiveness of Alleghenys generation facilities

work stoppages by Alleghenys unionized employees

capacity purchase commitments and

Alleghenys proposed merger with FirstEnergy

Forward-looking statements involve estimates expectations and projections and as result are subject to

risks and uncertainties There can be no assurance that actual results will not differ materially from expectations

Actual results have varied materially and unpredictably from past expectations Factors that could cause actual

results to differ materially include among others the following

the results of regulatory proceedings including proceedings related to rates

plant performance and unplanned outages

volatility and changes in the price and demand for energy and capacity and changes in the value of

FTRs

volatility and changes in the price of coal natural gas and other energy-related commodities as well as

tratsportation costs

Alleghenys ability to enter into modify and enforce long term fuel purchase agreements

the effectiveness of Alleghenys risk management policies and procedures

the ability and willingness of counterparties to satisfy their financial and performance obligations

changes in the weather and other natural phenomena

changes in Alleghenys requirements for and the availability and price of emission allowances

changes in industry capacity development and other activities by Alleghenys competitors

changes in market rules including changes to PJMs participant rules and tariffs and defaults by other

market participants



the loss of any significant customers or suppliers

changes in both customer usage and customer switching behavior and their resulting effects on existing

and future load requirements

the impact of government-mandated energy consumption initiatives as well as general trends in

resource conservation

dependence on other electric transmission and gas transportation systems and their constraints on

availability

the reliability of Alleghenys own system and its ongoing compliance with NERC reliability standards

environmental regulations

changes in other laws and regulations applicable to Allegheny its markets or its activities

changes in the underlying inputs and assumptions including market conditions used to estimate the fair

values of commodity contracts

the effect of accounting pronouncements issued periodically by accounting standard-setting bodies

entry into any failure to consummate or any delay in the consummation of contemplated asset sales or

other strategic transactions

the likelihood and timing of the completion of the proposed merger with FirstEnergy the terms and

conditions of any required regulatory approvals of the proposed merger the impact of the proposed

merger on Alleghenys employees and potential diversion of managements time and attention from

ongoing business during this time period

complications or other factors that make it difficult or impossible to obtain
necessary

lender consents or

regulatory authorizations on timely basis

recent and any
future disruptions in the financial markets and changes in access to capital markets

the availability of credit

actions of rating agencies

inflationary or deflationary trends and interest rate trends

general economic and business conditions including the effects of the current recession and

other risks including the effects of global instability terrorism and war

For more detailed discussion of certain risk factors affecting Alleghenys risk profile see Risk Factors
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ALLEGHENYS SALES AND REVENUES

Merchant Generation

The Merchant Generation segment generated 26004 million kWhs and 34464 million kWhs of electricity

in 2009 and 2008 respectively The segments revenues were composed of the following

Revenues in millions 2009 2008

PJM energy revenue 936.5 $1913.1

PJM capacity revenue 356.2 195.2

Power hedge revenues 213.5 363.8

Other 102.4 48.4

Total operating revenues $1608.6 $1792.9

Regulated Operations

The Regulated Operations segment sold 42040 million kWhs and 44192 million kWhs of electricity to

retail customers in 2009 and 2008 respectively The segments operating revenues were composed of the

following

Revenues in millions 2009 2008

Retail electric

Generation and ancillary $2280.0 $1902.7

Transmission 118.6 124.2

Distribution 661.7 675.1

Total retail electric 3060.3 2702.0

Transmission services and bulk power
PJM revenue net 198.8 34.2

Warrior Run generation revenue 52.7 86.0

Transmission and other 100.1 73.3

Total transmission Services and bulk power 46.0 125.1

Other 36.9 28.2

Total operating revenues $3051.2 $2855.3

For more information regarding each segments revenues and operating results as well as intersegment

revenues and costs eliminated in Alleghenys consolidated financial statements see Managements Discussion

and Analysis of Financial Condition and Results of Operations and consolidated financial statement Note 12

Segment Information
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CAPITAL EXPENDITURES

Actual capital expenditures for 2009 and estimated capital expenditures for 2010 and 2011 are shown on

cash basis in the following table The amounts and timing of capital expenditures are subject to continuing

review and adjustment and actual capital expenditures may vary from these estimates

Actual Projected

in millions 2009 2010 2011

Transmission and distribution facilities

TrAIL and related transmission expansion 455.4 358.9 95.4

PATHProjectc 43.7 21.3 23.8

Other transmission and distribution facilities 216.1 402.7 340.7

Total transmission and distribution facilities 715.2 782.9 459.9

Environmental

Fort Martin Scrubbers 160.7 34.0

Hatfield Scrubbers 135.2 21.0

Other 39.0 97.0 158.5

Total environmental 334.9 152.0 158.5

Other generation facilities 81.6 100.0 58.7

Other capital expenditures 20.5 46.0 19.1

Total capital expenditures $1152.2 $1080.9 $696.2

For more information see consolidated financial statement Note 12 Segment Information

TrAIL has target completion date of 2011 and an estimated cost of approximately $850 million TrAIL

Company is also engaged in other transmission projects

Excludes capital expenditures related to AEPs portion of the West Virginia Series of PATH LLC which

were $14.1 million in 2009 Alleghenys share of the total cost of the project is estimated at $1.2 billion

The revised in-service date for PATH is expected to be determined in PJMs 2010 RTEP

The installation of Scrubbers at both the Fort Martin and Hatfields Ferry generating stations was completed

in 2009

The foregoing table does not include certain other potential capital projects the need or regulatory mandate

for which currently may be uncertain including but not limited to additional transmission investment

opportunities some of which will be subject to the PJM RTEP process and costs that Allegheny could incur in

connection with the installation of certain additional pollution control equipment at its generating facilities
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ELECTRIC FACILITIES

Generation Capacity

Alleghenys owned or controlled generation capacity other than the capacity owned and controlled by

Monongahela is included in the Merchant Generation segment Monongahelas generation is included in the

Regulated Operations segment

Nominal Maximum Operational Generation Capacity

Stations

Supercritical Coal Fired Steam
Harrison Haywood WV 1576 1972-74

Hatfields Ferry Masontown PA 1710 1969-7

Pleasants Willow Island WV 1200 1979-80

Fort Martin Maidsville WV 1967-68

Other Coal Fired Steam
Armstrong Adrian PA 356 1958-59

Albright Albright WV 292 1952-54

Mitchell Courtney PA 288 1963

Willow Island Willow Island WV 243 1949-60

Rivesville Rivesville WV 130 1943-51

Paul Smith Williamsport MD 116 1947-58

OVEC Chelsea OH Madison IN 11 78 11

Pumped-Storage and Hydro

Bath County Warm Springs VA 451 1985 2001

Lake Lynn Lake Lynn PA 1926

Allegheny Lock Dam

Freeport PA 1987

Allegheny Lock Dam

Freeport PA 1989

Green Vally Hydro Various

Gas Fired

AE Nos Springdale PA
AE Nos Springdale PA
AE Nos Gans PA
AE Nos 12 13 Chambersburg PA
Buchanan Oakwood VA
Hunlock CT Hunlock Creek PA

Oil-Fired Steam
Mitchell Courtney PA

Total Capacity

When more than one year is listed as commencement date for particular generation facility the dates

refer to the years in which operations commenced for the different units at that generation facility

The amount attributed to OVEC represents capacity entitlement through AEs ownership of OVEC shares

AE holds 3.5% equity stake in and is sponsoring company of OVEC OVEC supplies power to its

sponsoring companies under an intercompany power agreement

Total Merchant Generation Regulated Operations Commencement
Units MW Segment MW Segment MW Dates

1983

1710

1300

1107

407

100

1107

292

243

130

1109

52

356

288

116

67

658

52

540

88

88

88

43

44

21

540

88

88

88

43

44

2003

1999

2000

2001

2002

2000

194982 82

9756 7015 2741
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This figure represents capacity entitlement through ownership of AGC
AE Supply has license for Lake Lynn through 2024

AE Supply purchased hydroelectric generation facilities at Allegheny Lock and Dam Nos in

December 2009 See consolidated financial statement Note 14 Purchase of Hydroelectric Generation

Facilities

The licenses for Green Valley hydroelectric facilities Dam No and Dam No located in West Virginia

and Maryland will expire in November 2024 The licenses for the Shenandoah Warren Luray and Newport

projects located in Virginia run through 2024

Buchanan Energy Company of Virginia LLC Buchanan is subsidiary of AE Supply CNX Gas

Corporation and Buchanan have equal ownership interests in Buchanan Generation LLC Buchanan

Generation AE Supply operates and dispatches 100% of Buchanan Generations 86 MWs

PURPA Capacity

The following table shows generation capacity in addition to that reflected in the table above that is

available to the Distribution Companies through state utility commission-approved arrangements pursuant to

PURPA PURPA requires electric utility companies such as the Distribution Companies to interconnect with

provide back-up electric service to and purchase electric capacity and energy from qualifying small power

production and cogeneration facilities although electric utilities are no longer required to enter into any new

contractual obligation to purchase energy from qualifying facility if FERC finds that the facility has

non-discriminatory access to functioning wholesale market and open-access transmission The capacity

purchases reflected in this table are reflected in the results of the Regulated Operations segment

PURPA Capacity MW
Contract

Project Potomac West Termination

PURPA Stations Total Monongahela Edison Penn Date

Coal Fired Steam
AES Warrior Run Cumberland MD 180 180 2030

AES Beaver Valley Monaca PA 125 125 2016

Grant Town Grant Town WV 80 80 2036

West Virginia University Morgantown WV 50 50 2027

Hydro

Hannibal Lock and Dam New Martinsville WV 31 31 2034

Total PURPA Capacity 466 161 180 125

AE Supply purchased hydroelectric generating facilities at Allegheny Lock and Dam Nos previously

PURPA stations with generating capacity of 13 MW in December 2009

As required under the terms of Maryland restructuring settlement Potomac Edison offers the 180 MW
output of the AES Warrior Run project to the wholesale market and will continue to do so for the term of the

AES Warrior Run contract which ends on February 10 2030 Revenue received from the sale reduces the

AES Warrior Run surcharge paid by Maryland customers
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Transmission and Distribution Facilities

The following table sets forth the existing miles of TD lines and the number of substations of the

Distribution Companies and AGC as of December 31 2009

Total Miles Number of

Consisting of Transmission and

Above- Total 500-Kilovolt Distribution

Underground Ground Miles kV Lines Substations

Monongahela 923 24244 25167 250 242

Potomac Edison 5443 19671 25114 176 225

West Penn 3047 25927 28974 276 507

AGC 87 87 87

Total 9413 69929 79342 789 975

Total Bath County transmission lines of which AGC owns an undivided 40% interest and Virginia Electric

and Power Company owns the remainder

The Distribution Companies transmission network has 12 extra-high-voltage 345 kV and above and 36

lower-voltage interconnections with neighboring utility systems

15



ALLEGHENY MAP

Alleghenys Generation and Major Transmission Facilities

_________
Distribution Companies

Generating Station

EHV Substation

Interconnection

with Other Utilities

Omits OVEC in which AE owns 3.5% interest and does not reflect the

TrAIL and PATH Projects

138 kV or 230 kV

Allegheny

345 kV or 500 kV

Allegheny

500 kV Joint

Ownership

500 kV or 765 kV

Other Utilities
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FUEL POWER AND RESOURCE SUPPLY

Coal Supply

Allegheny primarily uses Northern Appalachian coal at its coal-fired generating facilities Most of

Alleghenys coal purchase agreements contain specified prices and include price adjustment provisions related to

changes in specified cost indices as well as to specific events such as changes in regulations that affect the coal

industry

Developments and operational factors affecting Alleghenys coal suppliers including increased costs

transportation constraints safety issues and operational difficulties may have negative effects on coal supplier

performance Additionally Allegheny has experienced and may continue to experience increases in other fuel-

related costs such as its fuel handling and transportation costs and its costs to procure lime urea and other

materials
necessary to the operation of its pollution control equipment Furthermore while the longer-term

contracts that AE Supply and Monongahela have in place are intended to partially mitigate Alleghenys exposure

to negative fluctuations in coal prices in some cases those contracts may require that AE Supply and

Monongahela purchase minimum volume of coal over given time period During 2009 as result of falling

demand and market prices for power Alleghenys coal consumption decreased significantly and it was required

at times to purchase coal in excess of immediate needs resulting in coal inventories at some of its facilities that

exceed what it considers to be optimal levels See Risk Factors

Merchant Generation AE Supply consumed approximately 10.1 million tons of coal in 2009 at an average

price of approximately $54.87 per ton delivered Allegheny purchased these fuels primarily from mines in

Pennsylvania West Virginia and Ohio However Allegheny also purchases coal from other regions and blends

coal from the Powder River Basin with eastern bituminous coal at one of its generating facilities

Historically AE Supply has purchased majority of its coal from limited number of suppliers Of AE

Supplys coal purchases in 2009 67% came from subsidiaries of four companies the largest of which

represented 24% of the total tons purchased

As of February 19 2010 AE Supply had commitments for the delivery of more than 98% of the coal that

AE Supply expects to consume in 2010 Excluding volumes that are priced annually based on market conditions

AE Supply also had commitments for the delivery of approximately 65% of its anticipated coal needs for 2011

and for approximately 59% 54% and 50% of its anticipated coal needs for 2012 2013 and 2014 respectively

Regulated Operations Monongahela consumed approximately 3.1 million tons of coal in 2009 at an

average price of approximately $60.91 per ton delivered Monongahela purchased these fuels primarily from

mines in Pennsylvania West Virginia and Ohio However Monongahela also purchases coal from other regions

and blends coal from the Powder River Basin with eastern bituminous coal at several generating facilities

Historically Monongahela has purchased majority of its coal from limited number of suppliers Of

Monongahelas coal purchases in 2009 76% came from subsidiaries of three companies the largest of which

represented 28% of the total tons purchased

As of February 19 2010 Monongahela had commitments for the delivery of more than 98% of the coal that

Monongahela expects to consume in 2010 Excluding volumes that are priced annually based on market

conditions Monongahela also had commitments for the delivery of approximately 58% of its anticipated coal

needs for 2011 and for approximately 46% 44% and 41% of its anticipated coal needs for 2012 2013 and 2014

respectively

Natural Gas Supply

AE Supply purchases natural gas to supply its natural gas-fired generation facilities In 2009 AE Supply

purchased its natural gas requirements principally in the spot market
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AE Supply has an agreement under FERC-approved tariff with Kern River Gas Transmission Company

for the firm transportation of 45122 decatherms of natural
gas per day from Opal Wyoming to southern

California The transportation agreement runs through April 30 2018 AE Supply is managing this obligation

through monthly financial basis swaps and the concomitant purchase and sale of physical natural gas

Electric Power

Allegheny reorganized its corporate structure in response to electric utility deregulation within its service

area between 1999 and 2001 The Distribution Companies with the exception of Monongahela and its West

Virginia generation assets do not produce their own power Potomac Edison transferred all of its generation

assets to AE Supply in 2000 West Penn transferred all of its generation assets to AE Supply in 1999

Monongahela transferred the portion of its generation assets dedicated to its previously-owned Ohio service

territory to AE Supply in 2001 Effective as of January 2007 Monongahela and AE Supply completed an

intra-company transfer of assets that realigned generation ownership and contractual obligations within the

Allegheny system the Asset Swap See Regulatory Framework Affecting Allegheny

Pennsylvania instituted retail customer choice in 1996 and is transitioning to market-based rather than cost-

based pricing for generation West Penn is the PLR for those Pennsylvania customers who do not choose an

alternate supplier or whose alternate supplier does not deliver or who choose to return to West Penn service in

each case at rates that are capped at various levels through the end of the transition period Currently West

Penns transition period will end on December 31 2010 AE Supply is contractually obligated to provide West

Penn with most of the power that it needs to meet its PLR obligations in Pennsylvania through the end of the

transition period In July 2008 the Pennsylvania PUC approved West Penns proposed power procurement plan

pursuant to which West Penn has begun to procure its post-transition period power requirements through

combination of competitively bid contracts and spot market purchases

Potomac Edison has contracts with AE Supply to supply most of the power necessary to serve Potomac

Edisons Virginia customers through mid-2011 AE Supply also is serving portion of Potomac Edisons

Maryland customers pursuant to contracts that range in length from three to 29 months These contracts were

awarded to AE Supply as result of competitive bidding processes in both Virginia and Maryland Suppliers that

are not affiliated with Potomac Edison also were awarded contracts for portions of Potomac Edisons Virginia

and Maryland load pursuant to the competitive bidding process In Maryland Potomac Edison will conduct

rolling auctions to procure its power supply In May 2009 Potomac Edison signed definitive agreements to sell

its electric distribution operations in Virginia to Rappahannock Electric Cooperative and Shenandoah Valley

Electric Cooperative subject to certain closing conditions See Business Overview Risk Factors and

consolidated financial statement Note Assets Held for Sale

Prior to January 2007 AE Supply sold power to Potomac Edison to serve customers in Potomac Edisons

West Virginia service territory In connection with the Asset Swap Monongahela assumed the obligation to

supply power to Potomac Edison to meet its West Virginia load obligations through 2027 Monongahela sells the

power that it generates from its West Virginia jurisdictional assets into the PJM market and purchases from the

PJM market the power necessary to meet its West Virginia jurisdictional customer load and contractual

obligations to provide power including its obligations to supply power to Potomac Edison
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COMPETITION

Each of the states in Alleghenys service territory other than West Virginia has to some extent taken steps

to deregulate its electric utility industry although Virginia has essentially reversed deregulation plans

Pennsylvania and Maryland instituted customer choice and are transitioning to market-based rather than cost-

based pricing for generation Virginia undertook to deregulate the provision of generation services beginning in

1999 but subsequent legislation resulted in the re-regulation of these services in January 2009 for most

customers

In 2005 Allegheny implemented plan to transition Pennsylvania customers to generation rates based on

market prices through increases in applicable rate caps in 2007 2009 and 2010 and two-year extension of the

applicable transition period Although the Pennsylvania state legislature has at times debated their extension the

rate caps applicable to Alleghenys Pennsylvania customers remain scheduled to expire at the end of 2010 West

Penn conducted auctions in April June and October 2009 and January 2010 to purchase portion of the power

required to serve its customers in Pennsylvania beginning on January 2011 In the April 2009 auction AE

Supply was awarded 17-month and 29-month residential contracts representing approximately million

megawatt-hours of generation supply In the June 2009 auction AE Supply was awarded two non-residential

contracts to deliver total of approximately 700000 megawatt-hours of generation supply over 17-month

period In the October 2009 auction AE Supply was awarded 17-month and 29-month residential contracts and

three 17-month non-residential contracts to deliver total of 1.8 million megawatt-hours of generation supply

AE Supply is serving portion of Potomac Edisons Maryland customers pursuant to contracts that range in

length from three to 29 months Potomac Edison also has contracts with AE Supply to supply most of the power

necessary to serve Potomac Edisons Virginia customers through mid-2011 These contracts were awarded to AE

Supply as result of competitive bidding processes in both Virginia and Maryland Suppliers that are not

affiliated with Potomac Edison also were awarded contracts for portions of Potomac Edisons Virginia and

Maryland load pursuant to the competitive bidding process
In Maryland Potomac Edison will conduct rolling

auctions to procure its power supply The arrangements to serve Potomac Edisons load obligations in Virginia

after July 2011 are still under development In May 2009 Potomac Edison signed definitive agreements to sell

its electric distribution operations in Virginia for cash proceeds of approximately $340 million subject to state

and federal regulatory approval certain third-party consents and applicable price adjustments See Regulatory

Framework Affecting Allegheny Risk Factors consolidated financial statement Note Assets Held for

Sale and Note Rates and Regulation
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REGULATORY FRAMEWORK AFFECTING ALLEGHENY

The interstate transmission services and wholesale power sales of the Distribution Companies TrAIL

Company PATH LLC AE Supply and AGC are regulated by FERC under the FPA The Distribution

Companies local distribution service and sales at the retail level are subject to state regulation In addition

Allegheny is subject to numerous other local state and federal laws regulations and rules See Risk Factors

Federal Regulation and Rate Matters

FERC Competition and RTOs

Alleghenys generation and transmission businesses are significantly influenced by the actions of FERC

through policies regulations and orders issued pursuant to the FPA The FPA gives FERC exclusive jurisdiction

over the rates terms and conditions of wholesale sales and transmission of electricity in interstate commerce

Entities such as the Distribution Companies TrAIL Company the operating subsidiaries of PATH LLC AE

Supply and AGC that sell electricity at wholesale or own transmission facilities are subject to FERC jurisdiction

and must file their rates terms and conditions for such sales with FERC Rates for wholesale sales of electricity

may be either cost-based or market-based Rates for use of transmission facilities are determined on cost basis

FERCs authority under the FPA as it pertains to Alleghenys generation and transmission businesses also

includes but is not limited to licensing of hydroelectricity projects transmission interconnections with other

electric facilities transfers of public utility property mergers acquisitions and consolidation of public utility

systems and companies issuance of certain securities and assumption of certain liabilities accounting and

methods of depreciation transmission reliability siting of certain transmission facilities allocation of

transmission rights relationships between holding companies and their public utility affiliates availability of

books and records and holding of director or officer position at more than one public utility or specified

company

FERC policies regulations and orders encourage competition among wholesale sellers of electricity To

support competition FERC requires public utilities that own transmission facilities to make such facilities

available on non-discriminatory open-access basis and to comply with standards of conduct that prevent

transmission-owning utilities from giving their affiliated sellers of electricity preferential access to the

transmission system and transmission information To further competition FERC encourages
transmission

owning utilities to participate in regional transmission organizations RTOs such as PJM by transferring

functional control over their transmission facilities to RTOs

All of Alleghenys generation assets and power supply obligations are located within the PJM market and

PJM maintains functional control over the transmission facilities owned by the Distribution Companies and

TrAIL Company PJM operates competitive wholesale electricity market and coordinates the movement of

wholesale electricity in all or parts of Delaware Illinois Indiana Kentucky Maryland Michigan New Jersey

North Carolina Ohio Pennsylvania Tennessee Virginia West Virginia and the District of Columbia PJM is

also responsible for developing and implementing the RTEP for the PJM region to ensure reliability of the

electric grid and promote market efficiency In addition PJM determines the requirements for and manages the

process of interconnecting new and expanded generation facilities to the grid Changes in the PJM tariff

operating agreement policies andlor market rules could adversely affect Alleghenys financial results See Risk

Factors

Transmission Rate Design FERC actions with respect to the transmission rate design within PJM may

impact the Distribution Companies Beginning in July 2003 FERC issued series of orders related to

transmission rate design for the PJM and Midwest Independent Transmission System Operator MISO
regions Specifically FERC ordered the elimination of multiple and additive i.e pancaked rates and called

for the implementation of long-term rate design for these regions In November 2004 FERC rejected long-term
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regional rate proposals concluding that neither the rate design proposals nor the existing PJM rate design had

been shown to be just and reasonable FERC ordered the continuation of the existing PJM zonal license plate

rate design and the implementation of transition charge for these regions during 16-month transition period

commencing on December 2004 and ending on March 31 2006 Subsequently transition charge proposals

were submitted by transmission owners and accepted by FERC subject to an evidentiary hearing to determine if

the amount of the charges was just and reasonable Rehearing of the November 2004 order is pending before

FERC and will be subject to possible judicial review Allegheny cannot predict the outcome of this proceeding or

whether it will have material impact on its business or financial position

During the now-expired transition period the Distribution Companies were both payers and payees of

transition charges These charges resulted in the payment by the Distribution Companies of $13.3 million and

payments to the Distribution Companies of $3.5 million during the transition period Following the evidentiary

hearing an administrative law judge issued an initial decision finding the methodologies used to develop the

transition charges to be deficient The initial decision is now before FERC for review and may be accepted

rejected or modified by FERC Based on its review of the initial decision FERC may require the Distribution

Companies to refund some portion of the amounts received from these transition charges or entitle the

Distribution Companies to receive additional revenue from these charges In addition the Distribution

Companies may be required to pay additional amounts as result of increases in the transition charges previously

billed to them or they may receive refunds of transition charges previously billed Allegheny cannot predict the

outcome of this proceeding or whether it will have material impact on its business or financial position

The Distribution Companies have entered into nine partial settlements with regard to the transition charges

FERC has approved eight of these settlements FERC action is pending for the remaining partial settlement

In April 2007 FERC issued an order addressing transmission rate design within the PJM region In the

order FERC directed the continuation of the zonal license plate rate design for all existing transmission

facilities within the PJM region the allocation of costs of new centrally-planned transmission facilities operating

at or above 500 kV on region-wide postage stamp or socialized basis and the development of detailed

beneficiary pays methodology for the allocation of costs of new transmission facilities below 500 kV

Subsequently FERC approved detailed beneficiary pays methodology developed through settlement

discussions among several parties to the underlying FERC proceedings On August 2009 the Court of

Appeals for the Seventh Circuit remanded this decision to FERC for further justification with regard to the

allocation of costs for new 500 kV and above transmission facilities but denied petitions for review relating to

FERCs decision with regard to the pricing of existing transmission facilities On January 21 2010 FERC issued

an order establishing paper hearing in response to the Seventh Circuits remand

Under the zonal license plate rate design for existing transmission facilities costs associated with such

facilities are allocated on load ratio share basis to load serving entities such as local distribution utilities

located within the transmission owners PJM transmission zone As result of this rate design the load serving

entity does not pay for the cost of transmission facilities located in other PJM transmission zones even if the load

serving entity engages in transactions that rely on transmission facilities located in other zones The region-wide

postage stamp or socialized rate design for new centrally-planned transmission facilities operating at or

above 500 kV results in charging all load serving entities within the PJM region uniform rate based on the

aggregated costs of such transmission facilities within the PJM region irrespective of whether the transmission

service provided to the load serving entity requires the actual use of such facilities For the beneficiary pays

methodology the costs of new facilities under 500 kV are allocated to load serving entities based on

methodology that considers several factors but is not premised upon the proximity of the load serving entity to

the new facilities or the zone in which the new facilities are located

In January 2008 FERC accepted compliance filing submitted by certain PJM and MISO transmission

owners establishing the transmission pricing methodology for transactions involving transmission service

originating in the PJM region or the MISO region and terminating in the other region The methodology
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maintains the existing rate design for such transactions under which PJM and MISO treat transactions that source

in one region and sink in the other region the same as transactions that source and sink entirely in one of the

regions These inter-regional transactions are assessed only the applicable zonal charge of the zone in which the

transaction sinks and no charge is assessed in the zone of the region where the transaction originates Judicial

review of FERCs order in this matter is pending Allegheny cannot predict the outcome of these proceedings or

whether they will have material impact on its business or financial position

Wholesale Markets In August 2005 PJM filed at FERC to replace its capacity market with new

Reliability Pricing Model or RPM to address reliability concerns On April 20 2006 FERC issued an initial

order that found PJMs capacity market to be unjust and unreasonable and set process to resolve features of the

RPM that needed to be analyzed further before it could determine whether the RPM is just and reasonable

capacity market process FERC ordered the implementation of settlement procedures in this proceeding and AE

Supply and the Distribution Companies joined in settlement agreement that was filed with the FERC on

September 29 2006 The settlement agreement created locational capacity market in PJM in which PJM

procures needed capacity resources through auctions held three years in advance at prices and in quantities

determined by an administratively established demand curve Under the settlement agreement capacity needs in

PJM are met either through purchases made in the proposed auctions or through commitments by load serving

entities LSEs to self-supply their capacity needs On December 22 2006 FERC conditionally approved the

settlement agreement the implementation of which began with the 2007-2008 PJM planning year Base year

capacity auctions were held in April July and October of 2007 in January and May of 2008 and May of 2009

On June 25 2007 and again on November II 2007 FERC issued orders denying pending requests for rehearing

of the December 22 2006 order and affirming its acceptance of the RPM settlement agreement Several parties

have appealed FERC orders approving the RPM settlement and those appeals are currently pending at the

United States Court of Appeals for the District of Columbia Circuit On May 30 2008 several parties naming

themselves the RPM Buyers filed complaint at FERC seeking retroactive reduction in the RPM clearing

prices for several RPM auctions that have already been conducted On September 19 2008 FERC issued an

order denying the RPM Buyers complaint In June 2009 FERC denied requests for rehearing of the

September 19 2008 order The Maryland PSC and New Jersey Board of Public Utilities have appealed FERCs

order denying the RPM Buyers complaint to the United States Court of Appeals for the District of Columbia

circuit which appeal remains pending

PJM Calculation Error In September 2009 PJM reported that it had discovered modeling error in the

market-to-market power flow calculations between PJM and MISO The error which dates back to April 2005

was result of the incorrect modeling of certain generation resources that have an impact on power flows across

the PJM/MISO border Allegheny currently is participating in FERC settlement discussions on this issue

Although the amount of the error is subject to dispute PJM estimated in September 2009 the magnitude of the

error to be approximately $77 million Should payment by PJM to MISO relating to this modeling error be

required the method by which PJM would allocate any such payment to PJM participants including Allegheny

is uncertain at this time

Reliabilily Standards The Energy Policy Act amended the FPA to among other matters provide FERC

with the authority to oversee the establishment and enforcement of mandatory reliability standards designed to

assure the reliable operation of the bulk power system FERC certified NERC as the Electric Reliability

Organization responsible for developing and enforcing continent-wide reliability standards NERC has

established and the FERC has approved reliability standards that impose certain operating record-keeping and

reporting requirements on the Distribution Companies TrAIL Company PATH LLC AE Supply and AGC

While NERC is charged with establishing and enforcing appropriate reliability standards it has delegated

their day-to-day implementation and enforcement to eight regional oversight entities including ReliabilityFirst

Corporation ReliabilityFirst These regional oversight entities are responsible for developing regional

reliability standards that are consistent with NERCs standards Each regional entity has its own compliance

program designed to monitor assess and enforce compliance with the applicable reliability standards through
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compliance audits self-reporting and exception reporting mechanisms self certifications compliance violation

investigations periodic data submissions and complaint processes Allegheny is member of ReliabilityFirst

participates in the NERC and ReliabilityFirst stakeholder processes and monitors and manages its operations in

response to the ongoing development implementation and enforcement of relevant reliability standards

Allegheny has been and will continue to be subject to routine audits with respect to its compliance with

applicable reliability standards and has settled certain related issues In addition ReliabilityFirst is currently

conducting several violation investigations that have been self-reported by Allegheny The results of these

proceedings and investigations have not had and are not expected to have any material impact on Alleghenys

operations or the results thereof See Risk Factors

Transmission Expansion

TrAIL Project TrAIL is new 500kV transmission line currently under construction that will extend from

southwest Pennsylvania through West Virginia and into northern Virginia TrAIL is scheduled to be completed

and placed in service no later than June 2011 PJM which is an RIO directed the construction of TrAIL

pursuant to its 2006 RTEP to assure the continued reliability of the transmission grid and reduce congestion in

the PJM region FERC has jurisdiction over the rates for transmission of electricity under the FPA Rates for

transmission service must be filed with and approved by FERC under Section 205 of the FPA The Energy Policy

Act of 2005 directed among other things that FERC develop incentive-based mechanisms to encourage new

investment in electric transmission facilities that will improve electric reliability and lower costs for consumers

Pursuant to FERC rules implementing that directive and settlement agreement resolving all outstanding issues

regarding TrAIL Companys formula rate filing FERC approved certain rate incentives for TrAIL Company

including

12.7% return on equity for TrAIL and the Black Oak SVC

an 11.7% return on equity for all other TrAIL Company transmission projects for which an incentive

rate of return is not requested

return on construction work in
progress CWIP for most components of TrAIL prior to completion

of construction and placement into service while an Allowance of Funds Used During Construction

AFUDC is applicable to certain other components and related facilities of TrAIL and

recovery
of prudently incurred development and construction costs if TrAIL is abandoned as result of

factors beyond TrAIL Companys control

PATH Project PJM authorized the construction of PATH in June 2007 Allegheny and subsidiary of AEP

formed PATH LLC to build PATH and in December 2007 PATH LLC submitted filing to FERC under

Section 205 of the FPA to implement formula rate tariff effective March 2008 The filing also included

request for certain incentive rate treatments In February 2008 FERC issued an order setting the cost of service

formula rate to calculate annual revenue requirements for the project and granting the following incentives

return on equity of 14.3%

return on CWIP

recovery of prudently incurred start-up business and administrative costs incurred prior to the time the

rates go into effect and

recovery
of prudently incurred development and construction costs if PATH is abandoned as result of

factors beyond the control of PATH LLC

In December 2008 PATH submitted to FERC settlement of the formula rate and protocols with the active

parties FERC approval of the settlement is pending Rehearing of the February 29 2008 order with respect to

return on equity remains pending before FERC
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In December 2009 PJM conducted certain sensitivity analyses as directed by Virginia SCC Hearing

Examiner and advised PATH-VA that these analyses suggest that the PATH Project appears not to be needed in

June 2014 as result of reduction in the scope and severity of observed NERC reliability violations PJM

further advised that consistent with PJM processes the PATH Project will be considered in the 2010 RTEP to

determine when it will be needed to resolve NERC reliability violations

National Interest Electric Transmission corridor NIETC In October 2007 the DOE issued NIETC

designation for the mid-Atlantic corridor that includes the areas in which TrAIL is being constructed and PATH

is proposed to be sited Challenges by several entities to the mid-Atlantic corridor designation are pending in the

United States Court of Appeals for the Ninth Circuit Briefing has concluded in this proceeding in which AE and

certain of its subsidiaries are intervenors Allegheny cannot predict the outcome of this proceeding or whether it

will have material impact on its business or financial position

In February 2009 the United States Circuit Court for the Fourth Circuit ruled on challenges to FERC rules

promulgated for siting transmission lines within NIETC The Court held among other things that states

outright denial of transmission siting application within one year
does not constitute withholding of approval

within one year rejecting FERCs interpretation of the relevant provision of the FPA FERC the Distribution

Companies TrAIL Company and other parties filed petition for writ of certiorari with the United States

Supreme Court with respect to the Fourth Circuits decision but that petition was denied

PURPA

The Public Utility Regulatory Policies Act of 1978 PURPA requires electric utility companies such as

the Distribution Companies to interconnect with provide back-up electric service to and purchase electric

capacity and energy from qualifying small power production and cogeneration facilities although as result of

changes in the FPA arising out of the Energy Policy Act electric utilities are no longer required to enter into
any

new contractual obligation to purchase energy
from qualifying facility if FERC finds that the facility has

non-discriminatory access to functioning wholesale market and open-access transmission

For 2009 the Distribution Companies committed to purchase 479 MWs of qualifying PURPA capacity and

PURPA
expense pursuant to these contracts totaled approximately $230.6 million The average cost to the

Distribution Companies of these power purchases was 6.8 cents/kWh In December 2009 AE Supply purchased

Allegheny Lock and Dam Nos which together supply total of 13 MW Previously the Distribution

Companies had purchased power generated by these facilities pursuant to PURPA contracts Consequently the

Distribution Companies have committed to purchase 466 MWs of qualifying PURPA capacity for 2010 The

Distribution Companies are currently authorized to recover substantially all of these costs in their retail rates The

Distribution Companies obligations to purchase power from qualified PURPA projects in the future may exceed

amounts they are authorized to recover from their customers which could result in losses related to the PURPA

contracts

State Rate Regulation

Pennsylvania

Pennsylvanias Electricity Generation Customer Choice and Competition Act the Customer Choice Act
which was enacted in 1996 gave all retail electricity customers in Pennsylvania the right to choose their electricity

generation supplier as of January 2000 Under the Customer Choice Act and subsequent restructuring

settlement the 1998 Restructuring Settlement approved by the Pennsylvania PUC West Penn transferred its

generation assets to AE Supply West Penn retained its TD assets Under the 1998 Restructuring Settlement West

Penn is the default provider for those customers who do not choose an alternate supplier whose alternate supplier

does not deliver or who have chosen to return to West Penn service in each case at rates that are capped at various

levels during the applicable transition period West Penns TD assets are subject to traditional regulated utility

ratemaking i.e cost-based rates
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Joint Petition and Extension of Generation Rate Caps By order entered on May 11 2005 the

Pennsylvania PUC approved Joint Petition for Settlement and for Modification of the 1998 Restructuring

Settlement as amended among West Penn the Pennsylvania Office of Consumer Advocate the Office of Small

Business Advocate The West Penn Power Industrial Intervenors and certain other parties the 2004 Joint

Petition The 2004 Joint Petition extended generation rate caps for most customers from 2008 to 2010 and

provided for increases in generation rates in 2007 2009 and 2010 in addition to previously approved rate cap

increases for 2006 and 2008 The order approving the 2004 Joint Petition also extended distribution rate caps

from 2005 through 2007 with an additional rate cap in place for 2009 at the rate in effect on January 2009

The intent of this transition plan is to gradually move generation rates closer to market prices Rate caps on

transmission services expired on December 31 2005

Default Service Regulations In May 2007 the Pennsylvania PUC entered Final Rulemaking Order the

May 2007 Order promulgating regulations defining the obligations of electric distribution companies

EDCs such as West Penn to provide generation default service to retail electric customers who do not or

cannot choose service from licensed electric generation supplier EGS at the conclusion of the EDCs

restructuring transition periods West Penns transition period will end for the majority of its customers on

December 31 2010 when its generation rate caps expire

The regulations promulgated by the May 2007 Order provide that the incumbent EDC will be the default

service provider DSP in its service territory although the Pennsylvania PUC may reassign the default service

obligation to one or more alternative DSPs when
necessary

for the accommodation safety and convenience of

the public The DSP is required to file default service plan not later than 12 months prior to the end of the

applicable generation rate cap The default service plan must identify the DSPs generation supply acquisition

strategy and include rate design plan to recover all reasonable costs of default service The default service plan

must be designed to acquire generation supply at prevailing market prices to meet the DSPs anticipated default

service obligation at reasonable costs DSPs affiliate generation supplier may participate in the DSPs

competitive bid solicitations for generation service DSPs will use an automatic energy adjustment clause to

recover all reasonable costs of obtaining alternative energy pursuant to the Alternative Energy Portfolio

Standards Act and the DSP may use an automatic adjustment clause to recover non-alternative energy default

service costs Automatic adjustment clauses will be subject to annual review and audit by the Pennsylvania PUC
Default service rates will be adjusted on quarterly basis or more frequently for customer classes with peak

load up to 500 kW and on monthly basis or more frequently for customer classes with peak loads greater than

500 kW

In October 2007 West Penn filed default service plan with the Pennsylvania PUC The Pennsylvania PUC

administrative law judge entered final order on July 25 2008 that largely approved West Penns proposed

default service plan including its full requirements procurement approach and rate mitigation plan West Penn

filed tariff supplements implementing the default service plan in September 2008 and January 2009 On

February 2009 West Penn filed petition with the Pennsylvania PUC requesting approval to advance the first

series of default service procurements for residential customers from June 2009 to April 2009 to take advantage

of downturn in market prices for power West Penns petition was approved by the Pennsylvania PUC in March

2009 and it began to conduct advanced procurements in April 2009 Also in April 2009 West Penn petitioned to

Pennsylvania PUC for approval to further accelerate default service
procurements increasing by 550 MW the

amount of power that it planned to procure in June 2009 By Order entered May 14 2009 the Pennsylvania PUC

approved the request to advance the procurement of 550 MW and the procurement occurred in June 2009

Advanced Metering and Demand-Side Management Initüitives In October 2008 Pennsylvania adopted

Act 129 which includes number of measures relating to conservation demand-side management and power

procurement processes
Act 129 requires each EDC with more than 100000 customers to adopt plan approved

by the Pennsylvania PUC to reduce by May 31 2011 electric consumption by at least one percent of its

expected consumption for June 2009 through May 31 2010 By May 31 2013 the total annual weather

25



normalized consumption is to be reduced by minimum of three percent and peak demand is to be reduced by

minimum of four and one-half percent of the EDCs annual system peak demand Act 129 also

directed the Pennsylvania PUC to adopt an energy
conservation and efficiency program to require EDCs

to develop and file by July 2009 plans to reduce
energy

demand and consumption and

required EDCs to file plan for smart meter technology procurement and installation in August 2009

West Penn expects to incur significant capital expenditures in 2010 and beyond to comply with these

requirements

Act 129 also requires EDCs to obtain energy through prudent mix of contracts with an emphasis on

competitive procurement The Act includes grandfather provision for West Penns procurement and rate

mitigation plan which was previously approved by the Pennsylvania PUC

On June 30 2009 West Penn filed its Energy Efficiency and Conservation Plan containing 22 programs to

meet its Act 129 demand and consumption reduction obligations The proposed programs cover most energy-

consuming devices of residential commercial and industrial customers The Plan also proposes reconcilable

surcharge mechanism to obtain full and current cost recovery of the Plan costs as provided in Act 129 The Plan

projected an aggregated cost of the energy efficiency measures in the amount of approximately $94.3 million

through mid 2013 hearing concerning West Penns Energy Efficiency and Conservation Plan was held

August 19 2009

The Pennsylvania PUC approved West Penns Energy Efficiency and Conservation Plan in large part by

Opinion and Order entered October 23 2009 The new programs approved by the Pennsylvania PUC include

rebates for customers who purchase high efficiency appliances lighting and heating and cooling systems

residential home audits and rebates toward implementing audit recommendations home audit weatherization

and air conditioner replacement programs for low-income customers new rate options that will provide financial

incentives for customers to lower their demand for electricity or shift their usage to lower-priced times

incentives for customers who install in-home devices that reduce electric usage
when demand is highest and

various programs for commercial industrial government and non-profit customers to increase energy efficiency

and conservation The Pennsylvania PUC also approved West Penns proposal to recover its Energy Efficiency

and Conservation Plan costs on full and current basis via an automatic surcharge to customers bills subject to

an annual reconciliation mechanism

The Pennsylvania PUC declined to approve West Penns proposed distributed generation program and West

Penns proposed contract demand response program and encouraged West Penn to submit revisions to both

programs On December 21 2009 West Penn filed an Amended Energy Efficiency and Conservation Plan as

directed by the Pennsylvania PUC in which it added new customer resources demand response program intended

to replace the previously proposed distributed generation and contract demand programs The Pennsylvania PUC

reviewed Alleghenys amended Plan at its public meeting on February 11 2010 and ordered Allegheny to file an

amended plan within 60 days to include additional detail on the costs associated with the previously approved

customer load response program and the new customer resources demand response program

On August 14 2009 West Penn filed its Smart Meter Technology Procurement and Installation Plan The

Plan provides for extensive deployment of smart meter infrastructure with replacement of all of West Penns

approximately 725000 meters by the end of 2014 To support two-way communications with the new meters

West Penn will build new and secure telecommunications network To support time of use and real time pricing

as required by Act 129 West Penn will purchase and install new customer information system hearing on

West Penns smart meter Plan was held on November 2009 On December 18 2009 West Penn filed motion

to reopen
the evidentiary record to submit an alternative smart meter plan proposing among other things less

rapid deployment of smart meters On January 13 2010 the Pennsylvania PUC granted the motion to reopen the

record and remanded the proceeding to the AU The Pennsylvania PUC also waived the late January 2010

deadline by which the AUs recommended decision would have been required On January 26 2010 the AU set
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hearing and briefing schedule for the reopened record with target deadline for the AUs recommended

decision of April 23 2010

West Penn estimates that the total cost of implementing smart metering infrastructure as proposed in the

Plan as originally filed would be approximately $620 million however West Penns actual cost to implement

smart meter infrastructure may vary from that estimate as result of changes in its procurement and installation

plan as ultimately approved by the Pennsylvania PUC and the timing of that approval among other factors In

accordance with Act 129 West Penns Plan requests cost recovery surcharge for the full and current recovery

of the expenditures from customers

Transmission Expansion By order entered on December 12 2008 the Pennsylvania PUC authorized

TrAIL Company to construct 1.2 mile portion of TrAIL in Pennsylvania from the proposed 502 Junction

Substation in Greene County to the Pennsylvania-West Virginia state line In the same order the Pennsylvania

PUC also approved an agreement among TrAIL Company West Penn and Greene County Pennsylvania in

which among other provisions TrAIL Company agreed to engage in collaborative process to identify possible

solutions to reliability problems in the Washington County Pennsylvania area in lieu of the Prexy Facilities that

had been part of the original TrAIL proposal Judicial review is pending in the Commonwealth Court of

Pennsylvania with regard to the authorization to construct the 1.2 mile portion of TrAIL proposed settlement

and an amendment to the application based on consensus of participants in the collaborative process are

pending before the Pennsylvania PUC for approval

Alternative Energy Portfolio Standard Legislation enacted in 2004 requires the implementation of an

alternative energy portfolio standard in Pennsylvania This legislation requires EDCs and retail electric suppliers

in Pennsylvania to obtain certain percentages of their energy supplies from alternative sources However the

legislation includes an exemption from this requirement for companies such as West Penn that are operating

within transition period under the current regulations governing the transition to market competition in

Pennsylvania The full requirement will apply to those companies when their respective transition periods end

The legislation also includes provision that will allow the Pennsylvania PUC to modify or eliminate these

obligations if alternative sources are not reasonably available The law directs that all costs related to the

purchase of electricity from alternative energy sources and payments for alternative energy credits will be fully

recovered pursuant to an automatic energy adjustment clause The Pennsylvania PUC initiated proceeding in

January 2005 regarding implementation and enforcement of the legislation

Reliability Benchmarks In May 2004 the Pennsylvania PUC modified its utility specific benchmarks and

performance standards for electric distribution system reliability The benchmarks were set too low for West Penn

resulting in required reliability levels that were unattainable West Penn appealed the benchmarks to the

Pennsylvania PUC In 2005 the parties to the proceeding including the Consumer Advocate the Utility Workers

Union of America Local 102 and the Rural Electric Association entered into an agreement settling the proceeding

and providing West Penn with attainable reliability benchmarks The Pennsylvania PUC approved the settlement in

an Order issued July 27 2006 According to the Pennsylvania PUCs Electric Service Reliability in Pennsylvania

2008 report Alleghenys overall performance in 2008 was substantially better than its performance during 2007 In

2007 and 2008 Alleghenys System Average Interruption Frequency Index Customer Average Interruption

Duration Index and System Average Interruption Duration Index values were better than the applicable

standards As of July 2009 West Penn is satisfying all of the reliability benchmarks and standards approved by the

Pennsylvania PUC in its July 2006 order

West Virginia

In 1998 the West Virginia legislature passed legislation directing the West Virginia PSC to determine

whether retail electric competition was in the best interests of West Virginia and its citizens In response the

West Virginia PSC submitted plan to introduce full retail competition on January 2001 The West Virginia

legislature approved but never implemented this plan In March 2003 the West Virginia legislature passed bill
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that clarified the jurisdiction of the West Virginia PSC over electric generation facilities In 2000 Potomac

Edison received approval to transfer its West Virginia generation assets to AE Supply However the West

Virginia PSC never acted on similar petition by Monongahela and Monongahela agreed to withdraw its

petition Based on these actions Allegheny has concluded that retail competition and the deregulation of

generation is no longer likely in West Virginia

Rate Case On August 13 2009 Monongahela and Potomac Edison filed with the West Virginia PSC request

to increase retail rates by approximately $122.1 million annually effective June 10 2010 On January 12 2010

Monongahela and Potomac Edison filed supplemental testimony discussing tax treatment change that would result in

revenue requirement that is approximately $7.7 million lower than the requirement included in the original filing In

addition in December 2009 subsidiaries of Monongahela and Potomac Edison completed secuntization transaction

to finance certain costs associated with the installation of Scrubbers at the Fort Martin generating station which costs

would otherwise have been included in the request for rate recovery Consequently Monongahela and Potomac Edison

now are requesting to increase retail rates by approximately $106 million rather than $122.1 million annually

Additionally the parties to the case agreed to toll the effectiveness of the new rates until June 29 2010 An evidentiary

hearing on this matter is scheduled to begin April 2010

Annual Adjustment of Fuel and Purchased Power Cost Rates On August 29 2008 Monongahela and

Potomac Edison filed with the West Virginia PSC request to increase retail rates by approximately $173

million annually to reflect expected increases in fuel and purchased power costs during 2009 and under-recovery

of past costs through June 2008 The new rates proposed to become effective January 2009 were submitted

pursuant to the schedule for annual fuel and purchased power cost reviews that was approved by the West

Virginia PSC when it reinstated fuel and purchased power cost recovery clause in the rate case described above

On December 29 2008 the West Virginia PSC issued an order approving settlement agreement among

Allegheny the Consumer Advocate Division the Staff of the West Virginia PSC and the West Virginia Energy

Users Group pursuant to which Alleghenys rates in West Virginia were increased by $142.5 million annually

beginning on January 2009

On September 2009 Monongahela and Potomac Edison filed their annual fuel adjustment request with

the West Virginia PSC requesting rate increase of $143.2 million to reflect increases in their unrecovered

balances of fuel and purchased power costs that have accrued through June 2009 and projected increases through

June 2010 The new rates were submitted pursuant to the schedule for annual fuel and purchased power cost

reviews On December 2009 the parties to the proceeding filed Joint Stipulation providing that Monongahela

and Potomac Edison would receive an increase of $118 million effective January 2010 plus deferred recovery

of an additional $23.1 million effective January 2011 with carrying charges of 6% on the deferred amount

The West Virginia PSC approved the Joint Stipulation on December 29 2009

Securitization and Scrubber Project In May 2005 the state of West Virginia adopted legislation

permitting securitization financing for the construction of certain types of pollution control equipment at

facilities owned by public utilities that are regulated by the West Virginia PSC subject to the satisfaction of

certain criteria In April 2006 the West Virginia PSC approved settlement agreement among Monongahela

Potomac Edison and certain other interested parties relating to Alleghenys plans to construct Scrubbers at the

Fort Martin generation facility in West Virginia Concurrently the West Virginia PSC granted Monongahela and

Potomac Edison certificate of public convenience and necessity authorizing the construction and operation of

the Scrubbers approved the Asset Swap and issued related financing order the Financing Order approving

proposal by Monongahela and Potomac Edison to finance $338 million of project costs using the securitization

mechanism provided for by the legislation adopted in May 2005 Specifically Monongahela and Potomac Edison

received approval to issue environmental control bonds secured by the right to collect surcharge from West

Virginia retail customers dedicated to the repayment of the bonds

In October 2006 Monongahela and Potomac Edison filed with the West Virginia PSC Petition to Reopen

Proceedings and to Amend Financing Order Petition informing the West Virginia PSC that the current

estimate for constructing the Scrubbers at Fort Martin had increased from $338 million to an amount up to $550
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million In December 2006 Allegheny reached settlement agreement with all parties in the reopened cases and

filed the agreement with the West Virginia PSC The West Virginia PSC approved the settlement agreement

authorizing Allegheny to securitize up to $450 million of the estimated construction costs plus $16.5 million of

upfront financing costs and certain other costs On April 11 2007 Allegheny completed the seduritization with

the sale by two indirect subsidiaries of an aggregate of $459.3 million in environmental control bonds

On July 2009 Monongahela and Potomac Edison requested authority from the West Virginia PSC to

finance the remaining costs associated with the Fort Martin Scrubber project through the issuance of additional

environmental control bonds On September 30 2009 the West Virginia PSC issued financing order granting

Monongahela and Potomac Edison the authority subject to the terms and conditions of the financing order to

issue the bonds and impose the related environmental control charge On December 23 2009 MP Environmental

Funding LLC an indirect wholly owned subsidiary of Monongahela and PE Environmental Funding LLC an

indirect wholly owned subsidiary of Potomac Edison issued $85890000 aggregate principal amount of Senior

Secured ROC Bonds Environmental Control Series

Transmission Expansion On May 15 2009 PATH-WV PATH-Allegheny and certain other related

entities the PATH Entities filed an application with the West Virginia PSC for certificates of public

convenience and necessity to construct portions of the PATH Project in West Virginia On October 28 2009 the

Staff of the West Virginia PSC filed motion to dismiss the application on the basis that because there was no

application pending at that time before any regulatory agency for approval of the Maryland portion of the PATH

Project there was no identified eastern terminus of the project Other parties filed similar motions or statements

in support of the Staff motion The PATH Entities filed responses in which they opposed the Staff motion but

agreed to toll the statutory decision due date in West Virginia until February 24 2011 if the West Virginia PSC

extended its current procedural schedule in the manner proposed by the PATH Entities The West Virginia PSC

denied the motions to dismiss and established revised procedural schedule providing for an evidentiary hearing

commencing in October 2010 and final commission decision by February 24 2011 The PATH Entities expect

to supplement their pre-filed testimony on June 29 2010 to reflect new in-service date for the PATH Project

based on PJMs 2010 RTEP analysis

On September 10 2009 TrAIL Company filed petition to amend its certificate for the TrAIL Project

requesting authorization of the West Virginia PSC to make minor adjustments in the approved route in 21

locations The West Virginia PSC authorized the adjustments and required the filing of property owner written

consents Subsequently TrAIL Company determined that it had not obtained the written consent for two parcels

as it had previously represented and filed corrected petition to amend the certificate with respect to these

parcels The West Virginia PSC has not acted on the corrected petition TrAIL Company has filed an additional

petition to amend the certificate requesting authorization of the West Virginia PSC to approve five additional

minor adjustments to the approved route The West Virginia PSC has not acted on this additional petition

On October 19 2009 four individuals filed complaint with the West Virginia PSC regarding TrAIL

Companys right-of-way clearing practices for the TrAIL Project that requested among other things limit on

right of way clearing for TrAIL TrAIL Company responded to the complaint denying each of its allegations

The West Virginia PSC has not acted on the complaint

Purchase of Distribution Operations In connection with Potomac Edisons agreement to sell its Virginia

distribution assets Allegheny will purchase certain West Virginia distribution operations from Shenandoah

Valley Electric Cooperative for approximately $15 million

Maryland

In 1999 Maryland adopted electric industry restructuring legislation which
gave

Potomac Edisons Maryland

retail electric customers the right to choose their electricity generation suppliers In 2000 Potomac Edison

transferred its Maryland generation assets to AE Supply but remained obligated to provide standard offer generation

service SOS at capped rates to residential and non-residential customers for various periods The longest such
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period for residential customers expired on December 31 2008 As discussed below Potomac Edison has

implemented rate stabilization plan to transition customers from capped generation rates to rates based on market

prices Potomac Edison retained its TD assets Potomac Edisons TD rates for all customers were capped

through 2004 and are otherwise subject to traditional regulated utility ratemaking i.e cost-based rates

Standard Offer Service In 2003 the Maryland PSC approved two state-wide settlements relating to the

future of PLR and SOS The settlements extended Potomac Edisons obligation to provide SOS after the

expiration of the generation rate cap periods established for Potomac Edison as part of the 1999 restructuring of

Marylands electric market The settlements provided that after expiration of the generation rate caps SOS

would be provided through 2012 for residential customers through 2008 for smaller commercial and industrial

customers and through 2006 for Potomac Edisons medium-sized commercial customers Potomac Edisons

obligation to provide SOS for its largest industrial customers expired at the end of 2005 2005 settlement

extended Potomac Edisons SOS obligations to its medium-sized commercial customers through May 2007 and

further order of the Maryland PSC issued on August 28 2006 extended that obligation through at least the end

of May 2009 The Maryland PSC issued an order on November 2006 and report to the Maryland legislature

on December 31 2006 that would continue SOS to small and medium-sized commercial customers with changes

in procurement durations In another proceeding the Maryland PSC ordered the utilities to issue an RFP for

possible acquisition of demand response resources for the period from 2011 to 2016 and to participate in

working group on the development of distributed generation resources The RFP was issued on January 16 2009

The Maryland PSC issued an order on March 11 2009 approving the purchase of most of the resources offered

and the utilities have made the purchases

By statute enacted in 2007 the obligation of Maryland utilities to provide SOS to residential and small

commercial customers in exchange for recovery
of their costs plus reasonable profit was extended

indefinitely The legislation also established five-year cycle to begin in 2008 for the Maryland PSC to report

to the legislature on the status of SOS The other Maryland electric utilities providing SOS all of whose initial

settlement obligations have expired continue to do so essentially in accordance with the terms of the 2003

settlements as modified by the Maryland PSC orders discussed immediately above as does Potomac Edison The

terms on which Potomac Edison will provide SOS to residential customers after the settlement covering that

initial obligation expires in 2012 depend on developments with respect to SOS in Maryland between now and

then including but not limited to possible Maryland PSC decisions in the proceedings discussed below

The Maryland PSC opened new docket in August 2007 Case No 9117 to consider matters relating to

possible managed portfolio approaches to SOS the aggregation of low income SOS customers and retail

supplier proposal for the utility purchase of all retailer receivables at no discount and with no recourse Phase

II of the case addressed utility purchases or construction of generation bidding for procurement of demand

response resources and possible alternatives if the TrAIL and PATH projects are delayed or defeated Hearings

on Phase and II were held in October and November 2007 and in January 2008 It is unclear when the Maryland

PSC will issue its findings in this and other related pending proceedings discussed below

On July 2008 the Maryland PSC issued further order requiring the utilities to prepare detailed studies of

alternatives for possible managed portfolios with time horizon out to fifteen years and to file those studies by

October 2008 The Maryland PSC expressly stated that the order should not be construed.. as decision to

modify in any way the current SOS procurement practice Potomac Edison filed its study with the Maryland PSC on

October 2008 and the Maryland PSC held hearings on the matter in December 2008 No order has been issued

Also on September 29 2009 the Maryland PSC opened another new proceeding to receive and consider

proposals for construction of new generation resources in Maryland Proposals were initially due to be filed by

December 16 2009 but the Maryland PSC has indefinitely postponed that deadline while it considers

recommendations as to what the filings should be required to contain Also on December 18 2009 Governor

Martin OMalley filed letter in this proceeding in which he characterized the electricity market in Maryland as

failure and urged the Maryland PSC to use its existing authority to order the construction of new generation
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in Maryland vary the means used by utilities to procure generation and include more renewables in the

generation mix

In August 2007 Potomac Edison filed plan for seeking bids to serve its Maryland residential load for the

period after the expiration of rate caps on December 31 2008 The Maryland PSC approved the plan in series

of orders issued between September 2007 and September 2008 Potomac Edison will continue to conduct rolling

auctions to procure the power supply necessary to serve its customer load going forward

Rate Stabilization In special session on June 23 2006 the Maryland legislature passed emergency

legislation directing the Maryland PSC to among other things investigate options available to Potomac Edison

to implement rate mitigation or rate stabilization plan for SOS to protect its residential customers from rate

shock when capped generation rates end on January 2009

In December 2006 Potomac Edison filed with the Maryland PSC proposed Rate Stabilization Ramp-Up
Transition Plan designed to transition residential customers from capped generation rates to rates based on

market prices Under the plan as approved by the Maryland PSC residential customers who did not elect to opt

out of the program began paying surcharge in June 2007 The application of the surcharge resulted in an overall

rate increase of approximately 15% in 2007 and 13% in 2008 With the expiration of the residential generation

rate caps and the move to generation rates based on market prices on January 2009 the surcharge converted to

credit on customers bills Funds collected through the surcharge during 2007 and 2008 plus interest are being

returned to customers as credit on their electric bills thereby reducing the effect of the rate cap expiration The

credit will continue with adjustments to maintain rate stability until December 31 2010 or until all monies

collected from customers plus interest are returned The resulting rate increase in 2009 was 11.3% and the rate

change approved in 2009 for 2010 was actually decrease of 2.5% Of Potomac Edisons approximately 219000
residential customers in Maryland as of December 31 2009 approximately 32400 or 14.7% elected to opt-out

of or are not eligible for Potomac Edisons plan

Advanced Metering and Demand Side Management Initiatives On June 2007 the Maryland PSC
established new case to consider advanced meters and demand side management programs The Staff of the

Maryland PSC filed its report on these matters on July 2007 On September 28 2007 the Maryland PSC
issued an order in this case that required the utilities to file detailed plans for how they will meet proposal
EmPOWER Maryland-that in Maryland electric consumption be reduced by 10% and electricity demand be

reduced by 15% in each case by 2015 On October 26 2007 Potomac Edison filed its initial report on energy

efficiency conservation and demand reduction plans in connection with this order The Maryland PSC conducted

hearings on Potomac Edisons and other utilities plans in November 2007 and further hearings on May 2008

In related development the Maryland legislature in 2008 adopted statute codifying the EmPOWER
Maryland goals and setting deadline of September 2008 for the utilities to file comprehensive plans for

attempting to achieve those goals Potomac Edison filed its proposals on August 29 2008 asking the Maryland
PSC to approve seven programs for residential customers five programs for commercial industrial and

governmental customers customer education program and pilot deployment of Advanced Utility

Infrastructure AUI that Allegheny has previously been testing in West Virginia On December 31 2008 the

Maryland PSC issued an order approving some of Potomac Edisons programs and directing that others be

redesigned Potomac Edison filed its revised programs on March 31 2009 with new cost and benefit

information The Maryland PSC approved the programs on August 2009 and approved cost recovery for the

programs on October 2009 Expenditures are expected to be approximately $101 million and will be recovered

over the next six
years Meanwhile the AUI pilot is being examined on separate track and is currently under

discussion with the Staff of the Maryland PSC

Renewable Energy Portfolio Standard Legislation enacted in 2004 and supplemented with respect to

solar power in 2007 requires the implementation of renewable energy portfolio standard in Maryland

Beginning upon the later of the expiration of the transition period for any particular customer class served by

supplier or January 2006 retail electricity suppliers in Maryland must obtain certain percentages of their
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energy supplies from renewable energy resources The law provides that if renewable resources are too

expensive or are not available in quantities sufficient to meet the standard in any given year suppliers can

instead opt to pay compliance fee The law directs the Maryland PSC to allow electric suppliers to recover

their costs from customers including any compliance fees that they incur

Moratorium on Service Terminations On March 11 2009 the Maryland PSC issued an order suspending

until further notice the right of all electric and gas utilities in the state to terminate service to residential

customers for non-payment of bills The order directed the utilities and other interested parties to meet and devise

proposals for offering payment plans to all residential customers not just low-income customers On April

2009 the Staff of the Maryland PSC and utilities filed plan providing for additional and longer payment plans

and for temporary suspension of requests to customers for increased deposits The Maryland PSC held

hearing on the matter on April 2009 and subsequently issued an order making various rule changes relating to

terminations payment plans and customer deposits that make it more difficult for Maryland utilities to collect

deposits or to terminate service for non-payment Potomac Edison and several other utilities filed requests for

reconsideration of various parts
of the order on May 26 2009 which motions were denied on September 23

2009 Potomac Edison filed notice of appeal of that order on October 23 2009 but withdrew the appeal when

the Maryland PSC issued further order on November 23 2009 that clarified the limited scope and duration of

the rule changes The Maryland PSC is continuing to conduct hearings on related issues including set of

proposed regulations that would expand the summer and winter severe weather termination moratoria when

temperatures are very high or very low from one day as provided by statute to three days on each occurrence

Transmission Expansion On December 21 2009 Potomac Edison filed new application with the

Maryland PSC for certificate of public convenience and necessity to construct the Maryland portions of the

PATH Project The project in Maryland will be owned by PATH Allegheny MD which is owned by Potomac

Edison and PATH-Allegheny The Maryland PSC has not made decision whether to accept the application If

the application is accepted Potomac Edison expects to supplement its pre-filed testimony on or about June 29

2010 to reflect new in-service date for the PATH Project based on PJMs 2010 RTEP analysis Potomac Edison

has also agreed not to file an application with FERC pursuant to Section 216b1 of the FPA prior to June 29

2011 to construct the PATH Project in Maryland

Virginia

Sale of Distribution Operations On May 2009 Potomac Edison signed definitive agreements to sell its

electric distribution operations in Virginia to Rappahannock Electric Cooperative and Shenandoah Valley

Electric Cooperative together the Cooperatives for cash proceeds of approximately $340 million subject to

state and federal regulatory approval certain third-party consents and applicable price adjustments On

September 15 2009 Potomac Edison and the Cooperatives filed with the Virginia SCC joint request for

approval of the transaction The Virginia SCC issued procedural order scheduling an evidentiary hearing on the

matter for March 2010 On January 29 2010 consultants retained by the Staff of the Virginia SCC filed

testimony analyzing the transaction asserting that current Virginia customers of Potomac Edison would pay

$370 million more in rates over nine years if the Cooperatives take over service to those customers Potomac

Edison and the Cooperatives filed rebuttal testimony on February 12 2010 which pointed to various flaws in the

consultants analysis and concluded that current Virginia customers would see comparable or lower rates under

Cooperative ownership as compared to future rates that Potomac Edison would need to charge See Risk

Factors and consolidated financial statement Note Assets Held for Sale

Purchased Power Cost Recovery Until July 2007 Potomac Edison had power purchase agreement

with AE Supply to provide Potomac Edison with the power necessary to serve its retail customers in Virginia at

rates that were consistent with generation rate caps in effect pursuant to the Virginia Electric Utility

Restructuring Act of 1999 the Restructuring Act Effective with the expiration of that power purchase

agreement on July 2007 Potomac Edison began to purchase the power necessary to serve its Virginia

customers through the wholesale market at market prices through competitive wholesale bidding process
In
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April 2007 and again in March 2008 Potomac Edison conducted competitive bidding process to purchase

power requirements from the wholesale market for its retail customer service in Virginia and AE Supply was the

successful bidder with respect to substantial portion of these requirements

The Restructuring Act initially capped generation rates until July 2007 In 2004 it was amended to extend

capped rates to 2010 but also provided that Virginia utilities that had divested their generation such as Potomac

Edison could begin to recover purchased power costs on July 2007 In 2007 the law was revised again to

provide for generation rate caps to end on December 31 2008 The market prices at which Potomac Edison has

purchased power since the expiration in 2007 of its power purchase agreement with AE Supply were

significantly higher than the capped generation rates initially set under the Restructuring Act

Although the Restructuring Act does provide for generation rate caps through December 31 2008 it was

amended to provide among other things that Virginia utilities such as Potomac Edison could begin to recover

purchased power costs such that the rates utility would be permitted to charge Virginia customers beginning on

July 2007 would be based on the utilitys cost of purchased power

In an April 2007 filing with the Virginia SCC Potomac Edison requested to adjust its fuel factor and to

implement rate stabilization plan including an increase in retail rates of approximately $103 million to be phased in

over three years beginning July 2007 to offset the impact of increased purchased power costs In June 2007 the

Virginia SCC issued an order that denied Potomac Edisons application and motion to establish interim rates cancelled

evidentiary hearings and dismissed the case ruling that recovery was barred by Memorandum of Understanding the

MOU that Potomac Edison entered into with the Staff of the Virginia SCC in 2000 in connection with the transfer

of its Virginia generating assets to AE Supply Under the MOU Potomac Edison agreed to forego fuel cost

adjustments otherwise permitted under the Restructuring Act during the capped rate period which at the time that the

MOU was entered into was scheduled to expire as of July 2007

On December 20 2007 the Virginia SCC granted Potomac Edison partial $9.5 million recovery of

increased purchased power costs following second application by Potomac Edison for rate recovery
of $42.3

million On May 15 2008 following third application by Potomac Edison the Virginia SCC issued an order

allowing Potomac Edison to increase its rates effective July 2008 on an interim basis subject to refund to

collect $73 million of purchased power costs Revenues were recognized based on the method under which the

rates were developed and not the amounts collected As result portion of the amounts collected from July

2008 to December 31 2008 was deferred as regulatory liability and was recognized as revenue from January

through June 2009

On July 18 2008 the Virginia SCC issued an order finding that the rate making provisions of the MOU
would expire on December 31 2008 On November 18 2008 Potomac Edison filed with the Virginia SCC

comprehensive rate settlement agreed to with the Staff of the Virginia SCC the Consumers Counsel of the

Virginia Office of the Attorney General and group of Potomac Edisons industrial customers that transitions all

customers to rates that allow for full recovery of purchased power costs no later than July 2011 The Virginia

SCC held hearing on the settlement on November 18 and approved it without alteration or condition on

November 26 2008 Key provisions of the settlement include

the $73 million rate increase approved on temporary basis on May 15 2008 will remain in effect

through June 30 2009

for the period from July 2009 through December 31 2009 half of any further increase in purchased

power costs for service to large non-residential customers will be forgone up to $15 million

for the period from July 2009 through June 30 2010 the total rate increase for all other customers

will be capped at 15% and

during the period from July 2009 through June 30 2011 100 MW of the power procured by Potomac

Edison will be deemed for rate purposes to have been procured at the lesser of actual cost or $55 per

MWh
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Potomac Edison successfully procured power in December 2008 to cover load for the settlement period

through 2011 and AE Supply was the successful bidder with respect to substantial portion of these

requirements

On June 2009 Potomac Edison filed request for transmission rate adjustment clause to collect $1.0

million of third-party transmission costs that it expects to incur between January 2009 and August 31 2010 as

permitted by the settlement Potomac Edison has proposed to recover this amount from its retail customers over

the rate period from September 2009 through August 31 2010 The Virginia SCC approved recovery of all but

an insignificant portion of this amount in an order issued on August 28 2009

On May 15 2009 the Virginia SCC issued an order concerning request by Potomac Edison to recover

purchased power costs to serve its Virginia customers The Virginia SCCs order granted an interim rate increase

of approximately $19.4 million subject to refund effective July 2009 In October 2009 Potomac Edison and

the Staff of the Virginia SCC filed joint stipulation pursuant to which the rate increase would be reduced by

$3.2 million to approximately $16.2 million On October 30 2009 the Virginia SCC issued an order that

approved the joint stipulation

Transmission Expansion On May 19 2009 PATH-VA filed an application with the Virginia SCC for

certificate of public convenience and necessity to construct portions of the PATH Project in Virginia The

Virginia SCC established procedural schedule that provided for an evidentiary hearing commencing on

January 19 2010 On December 21 2009 PATH-VA filed motion as amended on December 29 2009 to

withdraw its application on the basis that certain sensitivity analyses conducted by PJM as directed by the

Hearing Examiner suggested that the PATH Project appears not to be needed in June 2014 as result of

reduction in the scope
and severity of observed NERC reliability violations PATH-VA further stated that

consistent with PJM processes
the PATH Project will be considered by PJM in its 2010 RTEP analysis to

determine when it will be needed to resolve NERC reliability violations and that PATH-VA did not expect to file

new application prior to the third quarter of 2010 The Hearing Examiner suspended the procedural schedule

and issued report to the Virginia SCC recommending that the motion to withdraw be granted On January 27

2010 the Virginia SCC granted the motion to withdraw and the application is no longer pending
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ENVIRONMENTAL MATTERS

The operations of Alleghenys owned facilities including its generation facilities are subject to various

federal state and local laws rules and regulations as to air and water quality hazardous and solid waste disposal

and other environmental matters some of which may be uncertain Compliance may require Allegheny to incur

substantial additional costs to modify or replace existing and proposed equipment and facilities

Information regarding capital expenditures and estimated capital expenditures associated with known

environmental standards is provided under the heading Capital Expenditures Additional legislation or

regulatory control requirements have been proposed that if enacted may require supplementation or replacement

of equipment at existing generation facilities at substantial additional cost

Global Climate Change

The United States relies on coal-fired power plants for more than 48% of its energy However coal-fired

power plants have come under scrutiny due to their emission of
gases implicated in climate change primarily

carbon dioxide or CO2

Allegheny produces approximately 95% of its electricity at coal-fired facilities and currently produces

approximately 45 million tons of CO2 annually through its energy production While there are many unknowns

concerning the final regulation of greenhouse gases in the United States federal and/or state legislation and

implementing regulations addressing climate change including limits on emissions of CU2 likely will be

adopted some time in the future Thus CO2 legislation and regulation if not reasonably designed could have

significant impact on Alleghenys operations On June 26 2009 the U.S House of Representatives passed the

American Clean Energy and Security Act The U.S Senate released its draft of the bill the Clean Energy Jobs

and American Power Act on September 30 2009 Additionally on December 2009 the EPA announced its

Greenhouse Gas Endangerment Finding stating that greenhouse gas emissions from cars and light trucks when

mixed in the atmosphere endanger public health The finding provides the EPA with basis on which to regulate

greenhouse gas emissions from vehicle tailpipes under the provisions of the Clean Air Act Once pollutant is

regulated under the Clean Air Act for one source category the EPA has authority to apply similar regulations to

other source categories and the EPA has announced its intention to do so Hence with the Endangerment

Finding finalized the EPA will have the authority to regulate greenhouse gas emissions from stationary sources

such as electric generating units Allegheny can provide no assurance that limits on CO2 emissions if imposed by

legislation or otherwise will be set at levels that can accommodate its generation facilities absent the installation

of controls

Moreover there is gap between desired reduction levels in the current proposed legislation and the current

capabilities of technology no current commercial-scale technology exists to enable many of the reduction levels

in national regional and state proposals Such technology may not become available within timeframe

consistent with the implementation of any future climate control legislation or at all To the extent that such

technology does become available Allegheny can provide no assurance that it will be suitable for installation at

Alleghenys generation facilities on cost effective basis or at all Based on estimates from 2007 DOE National

Electric Technology Laboratory report and announced projects by other entities it could cost as much as $5500

per kW to replace existing coal-based power generation with fossil fuel stations capable of capturing and

sequestering CO2 emissions However exact estimates are difficult because of the variance in the legislative

proposals and the current lack of deployable technology

Allegheny supports federal legislation and believes that the United States must commit to response to

climate change that both encourages the development of technology and creates workable control system

Regardless of the eventual mechanism for limiting CO2 emissions however compliance will be major and

costly challenge for Allegheny its customers and the region in which it operates Most notable will be the

potential impact on customer bills and disproportionate increases in energy cost in areas that have built their

energy
and industrial infrastructure over the past century based on coal-fired electric generation
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Because the legislative process and applicable technology each is in its infancy it is difficult for Allegheny

to aggressively implement greenhouse gas emission expenditures until the exact nature and requirements of any

regulation are known and the capabilities of control or reduction technologies are more fully understood

Alleghenys current strategy in response to climate change initiatives focuses on six tasks

maintaining an accurate CO2 emissions data base

improving the efficiency of its existing coal-burning generation facilities

following developing technologies for clean-coal energy and for CO2 emission controls at coal-fired

power plants including carbon sequestration

participating in CO2 sequestration efforts e.g reforestation projects both domestically and abroad

analyzing options for future energy investment e.g renewables clean-coal etc and

improving demand-side efficiency programs as evidenced by customer conservation outreach plans and

Alleghenys Watt Watchers initiatives

Alleghenys energy portfolio also includes approximately 1180 MWs of renewable hydroelectric and

pumped storage power generation Allegheny obtained permit to allow for limited use of bio-mass wood

chips and saw dust at one of its coal-fired power stations in West Virginia and currently has approval to use

waste-tire derived fuel at another of its coal-based power stations in West Virginia

Allegheny intends to engage in the dialogue that will shape the regulatory landscape surrounding CO2

emissions Additionally Allegheny intends to pursue proven and cost-effective measures to manage its emissions

while maintaining an affordable and reliable supply of electricity for its customers

Clean Air Act Compliance

Allegheny currently meets applicable standards for particulate matter emissions at its generation facilities

through the use of high-efficiency electrostatic precipitators cleaned coal flue-gas conditioning optimization

software fuel combustion modifications and at times through other means From time to time minor excursions

of stack emission opacity that are normal to fossil fuel operations are experienced and are accommodated by the

regulatory process

Alleghenys compliance with the Clean Air Act has required and may require in the future that Allegheny

install control technologies on many of its generation facilities at significant cost The Clean Air Interstate Rule

CAIR promulgated by the EPA on March 10 2005 may accelerate the need to install this equipment by

phasing out portion of the currently available allowances The EPA is revising certain portions of CAIR that

were invalidated by the U.S Court of Appeals for the District of Columbia Circuit The EPA has cautioned that it

is reviewing whether or not to have an annual NO trading program non-Ozone Season beyond 2010

On March 15 2005 the EPA issued the Clean Air Mercury Rule CAMR establishing cap and trade

system designed to reduce mercury emissions from coal-fired power plants On February 2008 the U.S Court

of Appeals for the District of Columbia Circuit vacated the rule in its entirety The State of West Virginia

subsequently suspended its rule for implementing CAMR Pennsylvania and Maryland however took the

position that their mercury rules which are discussed below survived this ruling In addition the EPA has

announced plans to propose new maximum achievable control technology rule for hazardous air pollutant

emissions from electric utility steam generating units The EPA is expected to finalize the new rule by November

2011 Accordingly Allegheny is monitoring the EPAs efforts to promulgate hazardous air pollutant rules that

will include but will not be limited to mercury limits To establish these standards with respect to mercury the

EPA must identify the best performing 12% of sources in each source category and to that end has issued an

information request to members of the fossil fuel-fired generating industry that includes requirement to conduct

extensive stack emissions testing on selected generating units Allegheny is required to conduct stack testing for

nine of its generating units Depending on the final hazardous air pollution limits set by the EPA Allegheny

could incur significant costs for additional control equipment
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The Pennsylvania Department of Environmental Protection the PA DEP promulgated more aggressive

mercury control rule on February 17 2007 Pennsylvanias proposed shortened compliance schedule and more

aggressive emissions limits might result in the installation of additional emission controls at any of Alleghenys

three Pennsylvania coal-fired facilities or in change in fuel specifications Controls might include additional

Scrubbers activated carbon injection selective catalytic reduction or other currently emerging technologies On

September 15 2008 PPL Corporation filed challenge to the PA DEPs mercury rule in Pennsylvania

Commonwealth Court The Commonwealth Court overturned the Pennsylvania mercury rule on January 30
2009 On December 23 2009 the Pennsylvania Supreme Court affirmed the Commonwealth Courts holding

that the rule is invalid

Additionally Maryland passed the Healthy Air Act in early 2006 This legislation imposes state-wide

emission caps on SO2 and NOR requires greater reductions in mercury emissions more quickly than required by

CAMR and mandates that Maryland join the Regional Greenhouse Gas Initiative RGGI and participate in

that coalitions regional efforts to reduce CO2 emissions On April 20 2007 Marylands governor signed on to

RGGI as result of which Maryland became the 10th state to join the Northeast regional climate change and

energy efficiency program The Healthy Air Act provides conditional exemption for the Paul Smith power
station for NOR SO2 and mercury based on PJM declaration that the station is vital to reliability in the

Baltimore/Washington DC metropolitan area which PJM determined in 2006 Pursuant to the legislation the

Maryland Department of the Environment the MDE passed alternate NO and SO2 limits for Paul Smith

which became effective in April 2009 The MDE still expects Paul Smith to meet the Healthy Air Act mercury

reductions of 80% beginning in 2010 The statutory exemption does not extend to Paul Smiths CO2
emissions Maryland issued final regulations to implement RGGI requirements in February 2008 Among other

things under RGGI the MDE now auctions 100% of CO2 allowances associated with Marylands power plants

and Allegheny is participating in RGGI auctions

AE Supply and Monongahela comply with current SO2 emission standards through system-wide plan

combining the use of emission controls low sulfur fuel and emission allowances Allegheny continues to

evaluate and implement options for compliance It completed the elimination of partial bypass of Scrubbers at

its Pleasants generation facility in December 2007 and the construction of Scrubbers at its Hatfields Ferry and

Fort Martin generating facilities in 2009 Allegheny now has Scrubbers installed and operating on all 10 of the

units at its four supercritical generating facilities and at Mitchell Unit

Alleghenys NO compliance plan functions on system-wide basis similar to its SO2 compliance plan AE

Supply and Monongahela also have the option in some cases to purchase alternate fuels or NO allowances if

needed to supplement their compliance strategies Allegheny currently has installed selective non-catalytic

reduction equipment at its Fort Martin and Hatfields Ferry generating stations and selective catalytic reduction

equipment at its Harrison and Pleasants generating stations together with other NO controls at these

supercritical generating facilities as well as its other generating facilities

On January 2010 the West Virginia Department of Environmental Protection WVDEP issued

Notice of Violation for opacity emissions at Alleghenys Pleasants generating facility Allegheny is evaluating

certain control system options for opacity reduction Although system has not yet been selected the cost to

install
any such system could be significant

Clean Air Act Litigation

In August 2000 AE received letter from the EPA requesting that it provide information and

documentation relevant to the operation and maintenance of the following ten electric generation facilities which

collectively include 22 generation units Albright Armstrong Fort Martin Harrison Hatfields Ferry Mitchell

Pleasants Rivesville Paul Smith and Willow Island AE Supply and/or Monongahela own these generation

facilities The letter requested information under Section 114 of the Clean Air Act to determine compliance with

the Clean Air Act and related requirements including potential application of the NSR standards of the Clean Air
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Act which can require the installation of additional air emission control equipment when the major modification

of an existing facility results in an increase in emissions AE has provided responsive information to this and

subsequent request

If NSR requirements are imposed on Alleghenys generation facilities in addition to the possible imposition

of fines compliance would entail significant capital investments in emission control technology

On May 20 2004 AE AE Supply Monongahela and West Penn received Notice of Intent to Sue Pursuant

to Clean Air Act 7604 the Notice from the Attorneys General of New York New Jersey and Connecticut

and from the PA DEP The Notice alleged that Allegheny made major modifications to some of its West Virginia

facilities in violation of the Prevention of Significant Deterioration PSD provisions of the Clean Air Act at

the following coal-fired facilities Aibright Unit No Fort Martin Units No and Harrison Units No

and Pleasants Units No and and Willow Island Unit No The Notice also alleged PSD violations at the

Armstrong Hatfields Ferry and Mitchell generation facilities in Pennsylvania and identifies PA DEP as the lead

agency regarding those facilities On September 2004 AE AE Supply Monongahela and West Penn received

separate Notice of Intent to Sue from the Maryland Attorney General that essentially mirrored the previous

Notice

On January 2005 AE Supply and Monongahela filed declaratory judgment action against the Attorneys

General of New York Connecticut and New Jersey in federal District Court in West Virginia West Virginia DJ

Action This action requests that the court declare that AE Supplys and Monongahelas coal-fired generation

facilities in Pennsylvania and West Virginia comply with the Clean Air Act The Attorneys General filed

motion to dismiss the West Virginia DJ Action

On June 28 2005 the PA DEP and the Attorneys General of New York New Jersey Connecticut and

Maryland filed suit against AE AE Supply and the Distribution Companies in the United States District Court

for the Western District of Pennsylvania the PA Enforcement Action This action alleges NSR violations

under the federal Clean Air Act and the Pennsylvania Air Pollution Control Act at the Hatfields Ferry

Armstrong and Mitchell facilities in Pennsylvania The PA Enforcement Action appears to raise the same issues

regarding Alleghenys Pennsylvania generation facilities that are before the federal District Court in the West

Virginia DJ Action except that the PA Enforcement Action also includes the PA DEP and the Maryland

Attorney General On January 17 2006 the PA DEP and the Attorneys General filed an amended complaint On

May 30 2006 the District Court denied Alleghenys motion to dismiss the amended complaint On July 26

2006 at status conference the Court determined that discovery would proceed regarding liability issues but

not remedies Discovery on the liability phase closed on December 31 2007 and summary judgment briefing

was completed during the first quarter of 2008 On November 18 2008 the District Court issued Memorandum

Order denying all motions for summary judgment and establishing certain legal standards to govern at trial In

December 2009 new trial judge was assigned to the case and has since entered an order granting motion to

reconsider the rulings in the November 2008 Memorandum Order ruling on those issues is expected within the

first quarter of 2010 Trial has been tentatively scheduled to begin on September 13 2010

In addition to this lawsuit on September 21 2007 Allegheny received Notice of Violation NOV from

the EPA alleging NSR and PSD violations under the federal Clean Air Act as well as Pennsylvania and West

Virginia state laws The NOV was directed to AE Monongahela and West Penn and alleges violations at the

Hatfields Ferry and Armstrong generation facilities in Pennsylvania and the Fort Martin and Willow Island

generation facilities in West Virginia The projects identified in the NOV are essentially the same as the projects

at issue for these four facilities in the May 20 2004 Notice the West Virginia DJ Action and the PA

Enforcement Action

Allegheny intends to vigorously pursue
and defend against the Clean Air Act matters described above but

cannot predict their outcomes
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Clean Water Act Compliance

In 2004 the EPA issued final rule requiring all existing power plants with once-through cooling water systems

withdrawing more than 50 million gallons of water per day to meet certain standards to reduce mortality of aquatic

organisms pinned against the water intake screens or in some cases drawn through the cooling water system The

standards varied based on the type and size of the water bodies from which the plants draw their cooling water

In January 2007 the Second Circuit Court of Appeals issued decision on appeal that remanded

significant portion of the rule to the EPA As result the EPA suspended the rule except for requirement

which existed prior to the EPAs adoption of the 2004 rule that permitting agencies use best professional

judgment BPJ to determine the best technology available for minimizing adverse environmental impacts for

existing facility cooling water intakes Pending re-issuance of the 2004 rule by the EPA permitting agencies thus

will rely on BPJ determinations during permit renewal at existing facilities

On April 2009 the U.S Supreme Court reversed the appeals court decision and upheld EPAs authority

to use cost/benefit analysis The EPA has indicated that it plans to issue proposed rule addressing the issues

remanded by the Court by mid-2010 and to issue final rule in 2012 Depending on the standards set by the EPA
when it reissues this rule Allegheny could incur significant costs for additional control equipment

Monongahela River Water Quality

In late 2008 the PA DEP imposed water quality criteria for certain effluents including total dissolved solid

and sulfate concentrations in the Monongahela River on new and modified sources including the Scrubber

project at the Hatfields Ferry generation facility These criteria are reflected in the current PA DEP water

discharge permit for that project AE Supply has appealed the PA DEPs permitting decision which would

require it to incur significant costs or negatively impact its ability to operate the Scrubbers Preliminary studies

indicate an initial capital investment of approximately $62 million in order to install technology to meet the total

dissolved solid and sulfate limits in the permit The permit has been independently appealed by Environmental

Integrity Project and Citizens Coal Council who seek to impose more stringent technology-based effluent

limitations Those same parties have intervened in the appeal filed by AE Supply and both appeals have been

consolidated for discovery purposes An order has been entered that stays the permit limits that AE Supply has

challenged while the appeal is pending No hearing date has been set AE Supply intends to vigorously pursue

these issues but cannot predict the outcome of these appeals On November 2009 the PA DEP published

proposed amendments to the PA Chapter 95 rules that include an end-of-pipe limit for total dissolved solids for

new and modified sources The PA DEPs proposed rule was open for public comment until February 12 2010

In October 2009 the WVDEP issued the water discharge permit for the Fort Martin generation facility

Similar to the Hatfields Ferry water discharge permit issued for the Scrubber project the Fort Martin permit

imposes effluent limitations for total dissolved solid and sulfate concentrations The permit also imposes

temperature limitations and other effluent limits for heavy metals that are not contained in the Hatfields Ferry

water permit Concurrent with the issuance of the Fort Martin permit WVDEP also issued an administrative

order that sets deadlines for Monongahela to meet certain of the effluent limits that are effective immediately

under the terms of the permit Monongahela has appealed the Fort Martin permit and the administralive order

The appeal includes
request to stay certain of the conditions of the permit and order while the appeal is

pending The
request to stay has been granted pending final decision on appeal and subject to WVDEP moving

to dissolve the stay The appeals have been consolidated and hearing is likely to be scheduled for May 2010
The current terms of the Fort Martin permit would require Monongahela to incur significant costs or negatively

impact operations at Fort Martin Preliminary information indicates an initial capital investment in excess of the

capital investment that may be needed at Hatfields Ferry in order to install technology to meet the total dissolved

solid and sulfate limits in the Fort Martin permit which technology may also meet certain of the other effluent

limits in the permit Additional technology may be needed to meet certain other limits in the permit

Monongahela intends to vigorously pursue these issues but cannot predict the outcome of these appeals
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Solid Waste

The EPA is reviewing its waste regulations relating to coal combustion byproducts CCB partly in

response to Tennessee Valley Authority ash spill in Kingston Tennessee on December 22 2008 CCB includes

bottom ash boiler slag fly ash and Scrubber byproducts including gypsum CCB has historically been designated

and managed as non-hazardous waste and the EPA has twice determined it is not appropriate to regulate it as

hazardous waste under the Resource Conservation and Recovery Act RCRA The EPA is reconsidering those

earlier determinations and intends to issue new regulations for the management and disposal of CCB The EPA

has not yet reached final decision on whether to regulate CCB as hazardous RCRA Title or non-hazardous

RCRA Title or as hybrid but hopes to reach that decision during the first quarter of 2010 Should the EPA

elect to designate CCB as hazardous at any point in its generation storage transportation or disposal cycle it

could significantly increase Alleghenys cost of managing CCB materials In addition to potential additional

management costs CCB generators could expect to see reduction in options for beneficial reuse of CCB in

applications such as mine reclamation cement manufacture and agriculture further increasing costs as such

materials will then enter landfills rather than beneficial reuse The EPA might also designate CCB as hazardous

only when it is destined for wet storage impoundments which would reduce Alleghenys potential waste

management exposure

Global Warming Class Action

On April 2006 AE along with numerous other companies with coal-fired generation facilities and

companies in other industries was named as defendant in class action lawsuit in the United States District

Court for the Southern District of Mississippi On behalf of purported class of residents and property owners in

Mississippi who were harmed by Hurricane Katrina the named plaintiffs allege that the emission of greenhouse

gases by the defendants contributed to global warming thereby causing Hurricane Katrina and plaintiffs

damages The plaintiffs seek unspecified damages On December 2006 AE filed motion to dismiss

plaintiffs complaint on jurisdictional grounds and then joined motion filed by other defendants to dismiss the

complaint for failure to state claim At hearing on August 30 2007 the Court granted the motion to dismiss

that AE had joined and dismissed all of the plaintiffs claims against all defendants Plaintiffs appealed that

ruling to the United States Court of Appeals for the Fifth Circuit On October 2009 the assigned panel of the

appellate court issued written opinion that reversed the judgment entered by the District Court in favor of the

defendants with respect to certain of the plaintiffs claims and remanded the case to the District Court for further

proceedings On November 25 2009 AE and others filed petition to have all of the judges of the Fifth Circuit

rehear the issues addressed in the panels October 2009 opinion There has been no ruling on that petition AE

intends to vigorously defend against this action but cannot predict its outcome
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EMPLOYEES

Substantially all of Alleghenys officers and other personnel are employed by AESC As of December 31
2009 AESC employed 4383 employees Of these employees 1223 are subject to collective bargaining

arrangements Approximately 72% of the unionized employees are at the Distribution Companies and

approximately 28% are at AEs other subsidiaries As of December 31 2009 System Local 102 of the Utility

Workers Union of America the UWUA represents 1037 employees and locals of the International

Brotherhood of Electrical Workers the IBEW represent 186 employees Collective bargaining arrangements

with the IBEW and UWUA expire during 2010 and 2011 respectively Members of IBEW Local 50 which

includes 34 members recently ratified new five-year labor agreement that will extend from March 2010

through February 28 2015 Contract negotiations with IBEW Local 2357 which includes 123 members with

respect to its current agreement that expires on February 28 2010 are still ongoing The parties have agreed to

extend the existing contract through March 31 2010 and union members are expected to vote on new

agreement at the beginning of March 2010

Allegheny believes that current relations between it and its unionized and non-unionized employees are

satisfactory

On September 19 2005 AE entered into Professional Services Agreement with service provider under

which on November 2005 the service provider assumed responsibility for many of Alleghenys information

technology functions Unless extended by AE the Professional Services Agreement will expire on

December 31 2012
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Executive Officers

The names of AE executive officers their ages the positions they hold and their business experience

during the past five years appear
below All of AEs officers are elected annually

Name Age Title

Paul Evanson 68 Chairman President Chief Executive Officer and Director

Curtis Davis 57 Chief Operating Officer Generation

Rodney Dickens 52 Vice President

Edward Dudzinski 57 Vice President

David Feinberg 40 Vice President General Counsel and Secretary

Eric Gleason 43 Vice President Corporate Development and Quality

Kirk Oliver 52 Senior Vice President and Chief Financial Officer

William Wahi III 50 Vice President Controller and Chief Accounting Officer

Paul Evanson has been Chairman of the Board President Chief Executive Officer and director of AE

since June 2003 Mr Evanson is the Chair of the Executive Committee Prior to joining Allegheny Mr Evanson

was President of Florida Power Light Company the principal subsidiary of FPL Group Inc and director of

FPL Group Inc from 1995 to 2003

Curtis Davis has been Chief Operating Officer Generation of AE since March 2008 Prior to joining

Allegheny Mr Davis served as Senior Vice President for Duke Energy Corporations non-regulated generation

fleet from January 2003 to February 2008 Prior to that he served in various senior operational positions at Duke

Energy Corporation

Rodney Dickens has been Vice President of AE since joining Allegheny in June 2009 and also serves as

President of Alleghenys transmission and distribution business Prior to joining Allegheny Mr Dickens was

most recently Vice President Asset Management and Centralized Services with Public Service Electric Gas

Company where he worked in various capacities for the preceding 32 years

Edward Dudzinski has been Vice President Human Resources and Security of AE since August 2004

Prior to joining Allegheny Mr Dudzinski was Vice President Human Resources for the Agriculture and

Nutrition Platform and Pioneer Hi-Bred International Inc on behalf of DuPont de Nemours and Company

DuPont Prior to that he served in various other executive and leadership positions at DuPont

David Feinberg has been Vice President General Counsel and Secretary of AE since October 2006

Mr Feinberg joined Allegheny in August 2004 and served as Deputy General Counsel until October 2006 Prior

to joining Allegheny Mr Feinberg was partner with the law firm of Jenner Block LLP in its Chicago office

Eric Gleason has been Vice President Corporate Development and Quality of AE since October 2009

Mr Gleason joined Allegheny in August 2008 and served as Vice President Corporate Development until

October 2009 Prior to joining Allegheny Mr Gleason was employed by JPMorgan Chase Co since 2002 and

served as Executive Director Natural Resources Investment Banking from 2005 to 2008 Prior to that he served

as Vice President in the Investment Banking Division of Goldman Sachs Co

Kirk Oliver has been Senior Vice President and Chief Financial Officer of AE since October 2008 Prior

to joining Allegheny Mr Oliver was employed by Hunt Power since June 2006 and served as senior executive

from June 2007 to October 2008 Prior to that Mr Oliver spent eight years at TXU Corp starting as Treasurer

and then serving as Executive Vice President and Chief Financial Officer

William Wahi III has been Vice President Controller and Chief Accounting Officer of AE since May

2007 He joined Allegheny in 2003 and served as Assistant Controller Corporate Accounting from February

2005 to May 2007 From 2002 to 2003 Mr Wahl was employed by PNC Financial Services Group Inc Prior to

that he was employed by Dominion Resources Inc
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ITEM 1A RISK FACTORS

Allegheny is subject to variety of significant risks that are difficult to predict involve uncertainties that

may materially affect actual results and are often beyond its control number of these risks are identified

below in addition to the matters set forth under Special Note Regarding Forward-Looking Statements

Alleghenys susceptibility to certain risks could exacerbate other risks These risk factors should be considered

carefully in evaluating Alleghenys risk profile

Risks Relating to the Merger with FirstEnergy

Allegheny may be unable to obtain the approvals required to complete its merger with FirstEnergy or in

order to do so the combined company may be required to comply with material restrictions or conditions

On February 11 2010 Allegheny announced the execution of merger agreement with FirstEnergy Before

the merger may be completed both Allegheny and FirstEnergy will need to obtain shareholder approval for the

proposed transaction In addition various filings must be made with FERC and various utility regulatory

antitrust and other authorities in the United States These governmental authorities may impose conditions on the

completion or require changes to the terms of the merger including restrictions or conditions on the business

operations or financial performance of the combined company following completion of the merger These

conditions or changes could have the effect of delaying completion of the merger or imposing additional costs on

or limiting the revenues of the combined company following the merger which could have material adverse

effect on the financial results of the combined company and/or cause either Allegheny or FirstEnergy to abandon

the merger

If Allegheny and FirstEnergy are unable to complete the merger we still will incur and will remain liable

for significant transaction costs including legal accounting financial advisory filing printing and other costs

relating to the merger whether or not it is completed Also depending upon the reasons for not completing the

merger including whether Allegheny has received or entered into competing takeover proposal Allegheny may
be required to pay FirstEnergy termination fee of up to $150 million and reimburse FirstEnergy for its

transaction expenses up to $45 million Additionally under specified circumstances in which the merger is not

completed but the $150 million termination fee is not payable Allegheny may nevertheless be required to

reimburse FirstEnergy for its transaction expenses up to $45 million Any such payment could have material

adverse effect on Alleghenys business results of operations cash flows and financial condition See

consolidated financial statement Note 27 Subsequent Event Merger Agreement

If completed Alleghenys merger with FirstEnergy may not achieve its intended results

Allegheny and FirstEnergy entered into the merger agreement with the expectation that the merger would

result in various benefits including among other things cost savings and operating efficiencies Achieving the

anticipated benefits of the merger is subject to number of uncertainties including whether the businesses of

Allegheny and FirstEnergy are integrated in an efficient and effective manner Failure to achieve these

anticipated benefits could result in increased costs decreases in the amount of expected revenues generated by
the combined company and diversion of managements time and energy and could have an adverse effect on the

combined companys business financial results and prospects

Allegheny will be subject to business uncertainties and contractual restrictions while the merger with

FirstEnergy is pending that could adversely affect Alleghenys financial results

Uncertainty about the effect of the merger with FirstEnergy on employees customers and suppliers may
have an adverse effect on Allegheny Although Allegheny intends to take steps designed to reduce any adverse

effects these uncertainties may impair Alleghenys ability to attract retain and motivate key personnel until the

merger is completed and for period of time thereafter and could cause customers suppliers and others that deal

with Allegheny to seek to change existing business relationships
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Employee retention and recruitment may be particularly challenging prior to the completion of the merger

as employees and prospective employees may experience uncertainty about their future roles with the combined

company If despite Alleghenys retention and recruiting efforts key employees depart or fail to accept

employment with us because of issues relating to the uncertainty and difficulty of integration or desire not to

remain with the combined company Alleghenys financial results could be affected

The pursuit of the merger and the preparation for the integration of Allegheny and FirstEnergy may place

significant burden on management and internal resources The diversion of management attention away from

day-to-day business concerns and any difficulties encountered in the transition and integration process could

affect Alleghenys business results of operations and financial condition

In addition the merger agreement restricts Allegheny without FirstEnergy consent from making certain

acquisitions and taking other specified actions until the merger occurs or the merger agreement terminates These

restrictions may prevent Allegheny from pursuing otherwise attractive business opportunities and making other

changes to its business prior to completion of the merger or termination of the merger agreement

Risks Relating to Regulation

Allegheny is subject to substantial governmental regulation Compliance with current and future

regulatory requirements and the need to obtain necessary approvals permits and certificates may result in

substantial costs to Allegheny and failure to obtain necessary regulatory approvals could have an adverse

effect on its business

Allegheny is subject to substantial regulation from federal state and local regulatory agencies Allegheny is

required to comply with numerous laws and regulations and to obtain numerous authorizations permits

approvals and certificates from governmental agencies These agencies regulate various aspects of Alleghenys

business including customer rates services retail service territories generation plant operations and

construction sales of securities asset sales and accounting policies and practices Although Allegheny believes

that the necessary authorizations permits approvals and certificates have been obtained for its existing

operations and that its business is conducted in accordance with applicable laws it cannot predict the impact of

any future revisions or changes in interpretations of existing regulations or the adoption of new laws and

regulations applicable to it See Environmental Matters and Regulatory Framework Affecting Allegheny

Changes in regulations or the imposition of additional regulations could influence Alleghenys operating

environment and may result in substantial costs to Allegheny which could have an adverse effect on its business

results of operations cash flows and financial condition

Alleghenys costs to comply with environmental laws are significant New environmental laws and

regulations or new interpretations of existing laws and regulations could impose more stringent

limitations on Alleghenys generation operations or require it to incur significant additional costs The cost

of compliance with present and future environmental laws could have an adverse effect on Alleghenys

business

Alleghenys operations are subject to extensive federal state and local environmental statutes rules and

regulations relating to air quality water quality waste management natural resources and site remediation and

may in the future become subject to new and potentially more extensive environmental regulations including

but not limited to regulations intended to address climate change Compliance with these laws and regulations

may require Allegheny to expend significant financial resources to among other things meet air emission and

water quality standards conduct site remediation perform environmental monitoring purchase emission

allowances use alternative fuels install and operate pollution control equipment at its generation facilities and

modulate operations of its generation facilities in order to reduce emissions If Allegheny fails to comply with

applicable environmental laws and regulations even if it is unable to do so due to factors beyond its control it
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may be subject to civil liabilities or criminal penalties and may be required to incur significant expenditures to

come into compliance In addition any alleged violations of environmental laws and regulations may require

Allegheny to expend significant resources defending itself against such alleged violations Either result could

have an adverse effect on Alleghenys business results of operations cash flows and financial condition

Allegheny also may be subject to risks in connection with changing or conflicting interpretations of existing

laws and regulations For example applicable standards under the EPAs NSR initiatives remain in flux Under

the Clean Air Act modification of Alleghenys generation facilities in manner that causes increased emissions

could subject Alleghenys existing facilities to the far more stringent NSR standards applicable to new facilities

The EPA has taken the view that many companies including many energy producers have been modifying

emissions sources in violation of NSR standards in connection with work believed by the companies to be routine

maintenance Allegheny currently is involved in litigation concerning alleged violations of the PSD provisions of

the Clean Air Act at certain of its facilities in West Virginia and violations of the Pennsylvania Air Pollution

Control Act and NSR provisions of the Clean Air Act at certain of its facilities in Pennsylvania Allegheny

intends to vigorously pursue
and defend against the environmental matters described above but cannot predict

their outcomes If NSR and similar requirements are imposed on Alleghenys generation facilities in addition to

the possible imposition of fines compliance would entail significant capital investments in pollution control

technology which could have an adverse impact on Alleghenys business results of operations cash flows and

financial condition

In addition Allegheny incurs costs to obtain and comply with variety of environmental permits licenses

inspections and other approvals If there is delay in obtaining any required environmental regulatory approval
or if Allegheny fails to obtain maintain or comply with any required approval operations at affected facilities

could be halted curtailed or subjected to additional costs which could have an adverse impact on Alleghenys
business results of operations cash flows and financial condition See Environmental Matters

Shifting state and federal regulatory policies impose risks on Alleghenys operations Compliance with

emerging regulatory initiatives could require Allegheny to incur significant costs Delays discontinuations

or reversals of electricity market restructurings in the markets in which Allegheny operates could have an

adverse effect on its business

Alleghenys operations are subject to evolving regulatory policies including initiatives regarding

deregulation and re-regulation of the production and sale of electricity the restructuring of transmission

regulation and
energy efficiency and conservation Any new requirements arising from these actions could lead

to increased operating expenses and capital expenditures the full amount of which cannot be predicted at this

time

Some deregulated electricity markets in which Allegheny operates have experienced price volatility In

some of these markets government agencies and other interested parties have made proposals to delay market

restructuring or even re-regulate areas of these markets that have previously been deregulated Although it is

possible that in an economic downturn price increases resulting from the transition to market rates could be

smaller than previously anticipated the heightened public and political concern over the transition to market rates

could nevertheless be exacerbated by the current deteriorating national economic climate and its potential effects

on consumers

In Pennsylvania many of the states electric utilities including Allegheny are scheduled to transition to

market rates in 2010 and 2011 when applicable generation rate caps expire Significant price increases in other

states following the end of such regulatory transition periods have created heightened political concern

regarding price volatility in Pennsylvania following the expiration of its rate caps In September 2007 special

legislative session was convened in Pennsylvania to consider various energy proposals During the special

session several proposed bills involving the extension of rate caps were introduced Currently generation rate

caps for Alleghenys Pennsylvania customers expire at the end of 2010 While the Pennsylvania General
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Assembly adopted legislation in October 2008 that includes number of conservation and demand-side

management measures and procurement procedures it does not address rate mitigation or the transition to market

rates However there can be no assurance that the Pennsylvania legislature will not adopt such measures in the

future See Regulatory Matters

Other proposals to re-regulate the industry may be made and legislative or other action affecting the electric

power restructuring process may cause the process to be delayed discontinued or reversed in the states in which

Allegheny operates Delays discontinuations or reversals of electricity market restructurings in the markets in

which Allegheny operates could have an adverse effect on its business results of operations cash flows and

financial condition At minimum these types of actions raise uncertainty concerning the continued

development of competitive power markets Given Alleghenys multi-state operations and asset base

re-regulation of restructured obligations could prove intricate time-consuming and costly to ongoing operations

In addition as result of FERC efforts to implement long-term rate design for the Midwest and

mid-Atlantic regions the Distribution Companies may not fully recover their transmission costs and may have

costs shifted to them from other transmission owners Due to capped rates and the timing of state rate cases the

Distribution Companies may not be able to pass through increased transmission costs to these retail customers for

some period of time See Regulatory Matters

Furthermore some of the states in which Allegheny operates have enacted or are considering various energy

efficiency and conservation programs which could prove costly for Allegheny In 2008 for example

Pennsylvania adopted Act 129 which includes number of provisions relating to conservation demand-side

management and power procurement processes Maryland has adopted some similar measures as part of its

EmPOWER Maryland initiative Among other things Act 129 requires the implementation of smart meter

technology in connection with which Allegheny expects to incur substantial costs Although Act 129 includes

cost recovery provisions any delay in or denial of cost recovery could adversely affect Allegheny Additionally

failure to comply with Act 129 could result in significant penalties See Regulatory Matters

State rate regulation may delay or deny full recovery of costs and impose risks on Alleghenys operations

Any denial of or delay in cost recovery could have an adverse effect on Alleghenys business

The retail rates in the states in which Allegheny operates are set by each states regulatory body As result

in certain states Allegheny may not be able to recover increased unexpected or necessary costs and even if

Allegheny is able to do so there may be significant delay between the time Allegheny incurs such costs and the

time Allegheny is allowed to recover them Any denial of or delay in cost recovery could have an adverse effect

on Alleghenys results of operations cash flows and financial condition See Regulatory Framework Affecting

Allegheny

Allegheny could be subject to significant penalties if it violates mandatory NERC reliability standards

The Energy Policy Act amended the FPA to among other matters provide for mandatory reliability

standards designed to assure the reliable operation of the bulk power system NERC established and the FERC

approved reliability standards that impose certain operating record-keeping and reporting requirements on the

Distribution Companies TrAIL Company PATH LLC AE Supply and AGC NERC delegated the day-to-day

implementation and enforcement of these standards to eight regional oversight entities including ReliabilityFirst

of which Allegheny is member

Allegheny has been and will continue to be subject to routine audits with respect to its compliance with

applicable reliability standards and has settled certain related issues In addition ReliabilityFirst is currently

conducting several violation investigations that have been self-reported by Allegheny The results of these

proceedings and investigations have not had and are not expected to have any material impact on Alleghenys

operations or the results thereof It is possible however that
any

violation of these mandatory standards could

subject Allegheny to civil fines imposed by FERC for up to $1.0 million per day per violation which could have

an adverse effect on Alleghenys results of operations cash flows and financial condition See Regulatory

Framework Affecting Allegheny
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The TrAIL Project and the PATH Project are subject to permitting and state regulatory approvals and

the failure to obtain any of these permits or approvals could have an adverse effect on Alleghenys
business

The construction of both the TrAIL Project and the PATH Project are subject to the prior approval of

various regulatory bodies TrAIL Company has obtained the state siting approvals subject to pending appeal in

Pennsylvania necessary to construct TrAIL and is continuing to pursue necessary permits Allegheny met with

substantial political opposition as well as opposition from environmental community and other groups in

obtaining siting approval for TrAIL and is likely to encounter similar opposition with regard to the PATH
Project There can be no assurance that Allegheny will be able to obtain the regulatory approvals required in

connection with these projects particularly the siting approvals required to construct PATH on timely basis or

at all The inability to obtain any required state approval or other regulatory approval as result of such

opposition or otherwise may have an adverse effect on Alleghenys business results of operations cash flows

and financial condition See Regulatory Framework Affecting Allegheny

The pending sale of Potomac Edisons Virginia distribution assets is subject to the approval of the Virginia

SCC the denial of which could have an adverse effect on Alleghenys financial condition

The pending sale of Potomac Edisons distribution business in Virginia is subject to regulatory approval
which the Virginia SCC may not grant On May 2009 Potomac Edison signed definitive agreements to sell its

electric distribution operations in Virginia to Rappahannock Electric Cooperative and Shenandoah Valley

Electric Cooperative for cash proceeds of approximately $340 million subject to state and federal regulatory

approval certain third-party consents and applicable price adjustments On September 15 2009 Potomac Edison

and the Cooperatives filed with the Virginia SCC joint request for approval of the transaction The Virginia

SCC issued procedural order scheduling an evidentiary hearing on the matter for March 2010 On

January 29 2010 consultants retained by the Staff of the Virginia SCC filed testimony analyzing the transaction

asserting that current Virginia customers of Potomac Edison would pay $370 million more in rates over nine

years if the Cooperatives take over service to those customers Potomac Edison and the Cooperatives filed

rebuttal testimony on February 12 2010 Any failure to consummate the proposed sale whether as result of

actions by the Virginia SCC or otherwise may have an adverse effect on Alleghenys business results of

operations cash flows and financial condition See Regulatory Framework Affecting Allegheny

Allegheny is from time to time subject to federal or state tax audits the resolution of which could have an

adverse effect on Alleghenys financial condition

Allegheny is subject to periodic audits and examinations by the Internal Revenue Service IRS and other

state and local taxing authorities Determinations and expenses related to these audits and examinations and other

proceedings by the IRS and other state and local taxing authorities could materially and adversely affect

Alleghenys financial condition

Risks Relating to Alleghenys Operations

Decreasing demand for electric power as well as for certain commodities underlying the production of

electric power and the related decline in market prices for power are adversely affecting Alleghenys
business

During 2009 customer demand for electric power in Alleghenys region fell significantly as result of the

ongoing economic recession and mild summer weather among other factors Overall demand for some of the

commodities that underlie the production of electricity and as result the prevailing prices for those

commodities have also declined Although power prices may be influenced by many factors weakening demand

for electricity together with significantly lower commodity prices have contributed to sharp declines in market

prices for power over the
past 12 to 15 months Partly as consequence of these declines AE Supply generated

significantly less power in 2009 than in 2008
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Allegheny can make no assurances regarding the impact of any economic recovery on demand and market

prices for power Improvements in demand and market prices for power if any may lag any future

improvements in overall economic conditions and it is also possible that the current economic climate could

result in long-term reduction of demand for power in our region particularly among large industrial consumers

It is also possible that changes in customer behavior as result of conservation programs such as EmPOWER

Maryland and Pennsylvanias Act 129 or otherwise could result in long-term reductions in demand for power

Alleghenys coal inventories have at times exceeded desirable levels as result of recent decreases in our

power production resulting from declines in demand and market prices for power

AE Supply and Monongahela have various longer term coal supply contracts in place that are intended to

partially mitigate our exposure to negative fluctuations in coal prices In some cases these contracts may require

that AE Supply or Monongahela purchase minimum volume of coal over given time period However as

result of falling demand and market prices for power Allegheny experienced declines in 2009 in the frequency

with which its coal burning power plants operated As result Alleghenys coal consumption decreased

significantly Although Allegheny has been able to defer or cancel deliveries under certain contracts it has at

times been required to purchase coal in excess of immediate needs resulting in coal inventories at some of its

facilities that exceed what it considers to be optimal levels which could have an adverse impact on its business

As coal inventories reach levels in excess of optimal levels Allegheny may be unable to accept future deliveries

at one or more of its facilities and may need to pursue alternative arrangements including third party sales of

inventory at levels below its cost arrangements for third-party storage of portion of its coal inventory and

modifications to its existing coal supply agreements

Alleghenys generation facilities are subject to unplanned outages and significant maintenance

requirements

The operation of power generation facilities involves certain risks including the risk of breakdown or

failure of equipment fuel interruption and performance below expected levels of output or efficiency If

Alleghenys facilities or the facilities of other parties upon which it depends operate below expectations

Allegheny may lose revenues have increased expenses or fail to receive or deliver the amount of power for

which it has contracted

Alleghenys supercritical generation facilities were originally constructed in the late 1960s and early 1970s

and many of its other generation facilities were constructed prior to that time Older equipment even if

maintained in accordance with good engineering practices may require significant maintenance and capital

expenditures to operate at peak efficiency or availability If Allegheny underestimates required maintenance

expenditures or is unable to make required capital expenditures due to liquidity constraints it risks incurring

more frequent unplanned outages higher than anticipated maintenance expenditures increased operation at

higher cost of some of its less efficient generation
facilities and the need to purchase power from third parties to

meet its supply obligations possibly at times when the market price for power is high all of which may have an

adverse effect on Alleghenys business results of operations cash flows and financial condition

Alleghenys operating results are subject to seasonal and weather fluctuations and other factors that affect

customer demand

The sale of power generation output is generally seasonal business and weather patterns can have

material impact on Alleghenys operating results Demand for electricity in Alleghenys service territory peaks

during the summer and winter months During periods of peak demand the capacity of Alleghenys generation

facilities may be inadequate to meet its contractual obligations which could require it to purchase power at

time when the market price for power is high In addition although the operational costs associated with the

Regulated Operations segment are not weather-sensitive the segments revenues are subject to seasonal

fluctuation Accordingly Alleghenys annual results and liquidity position may depend disproportionately on its

performance during the winter and summer
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Extreme weather or events outside of Alleghenys service territory can also have direct effect on the

commodity markets Events such as hurricanes that disrupt the supply of commodities used as fuel impact the

price and availability of energy commodities and can have an adverse impact on Alleghenys business results of

operations cash flow and financial condition

Alleghenys results also may be negatively impacted as result of other circumstances that affect customer

demand for power For example it is possible that the current economic downturn as well as conservation efforts

such as the EmPOWER Maryland program and Pennsylvanias Act 129 have and will continue to contribute to

changes in customer behavior which may result in significant reduction in demand particularly among
commercial and industrial customers which could in turn have an adverse impact on Alleghenys business

results of operations cash flow and financial condition

Changes in weather patterns as result of global warming could have an adverse effect on Alleghenys

business

Allegheny also could be impacted to the extent that global warming trends affect established weather

patterns or exacerbate extreme weather or weather fluctuations Although Alleghenys physical assets are located

in region in which they are unlikely to experience detrimental physical damage from the rising sea levels that

have been modeled in various analyses that attempt to predict the effects of global warming other weather-

related effects that could be associated with global warming such as an increase in the frequency and/or severity

of storms or other significant climate changes within or outside of Alleghenys service territory may have an

adverse impact on Alleghenys business results of operations cash flow and financial condition

Alleghenys assets are subject to other risks beyond its control including but not limited to accidents

storms natural catastrophes and terrorism

Much of the value of Alleghenys business consists of its portfolio of power generation and TD assets

Alleghenys ability to conduct its operations depends on the integrity of these assets The cost of repairing

damage to its facilities due to storms natural disasters wars terrorist acts and other catastrophic events may
exceed available insurance if any for repairs which may adversely impact Alleghenys business results of

operations cash flows and financial condition Although Allegheny has taken and will continue to take

reasonable precautions to safeguard these assets Allegheny can make no assurance that its facilities will not face

damage or disruptions or that it will have sufficient insurance if any to cover the cost of repairs In addition in

the current geopolitical climate enhanced concern regarding the risks of terrorism throughout the economy may
impact Alleghenys operations in unpredictable ways Insurance

coverage may not cover costs associated with

any of these risks adequately or at all While some losses may be recoverable through regulatory proceedings the

delay and uncertainty of any such recovery may have an adverse effect on Alleghenys business results of

operations cash flow and financial condition

The supply and price of fuel may impact Alleghenys financial results

Allegheny is dependent on coal for much of its electric generation capacity Allegheny has coal supply

contracts in place that partially mitigate its
exposure to negative fluctuations in coal prices However Allegheny

can provide no assurance that the counterparties to these agreements will fulfill their obligations to supply coal

The suppliers under these agreements may as general matter experience financial legal or technical problems

that inhibit their ability to fulfill their obligations Among other circumstances the prevailing constrained credit

markets and overall negative economic conditions may affect the ability of Alleghenys suppliers to access the

capital markets and maintain adequate liquidity to sustain their respective businesses Additionally to the extent

that
any

of Alleghenys coal suppliers seek bankruptcy protection they may in the current climate be unable to

obtain the financing necessary to continue their operations in bankruptcy and reorganize and thus may be forced

to liquidate Various industry and operational factors including increased costs transportation constraints safety

issues and operational difficulties may have negative effects on coal supplier performance During periods of

rising coal prices the factors impacting supplier performance could have more pronounced financial impact
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Furthermore the suppliers under these agreements may not be required to supply coal to Allegheny under certain

circumstances such as in the event of natural disaster If Allegheny is unable to obtain its coal requirements

under these contracts it may be required to purchase coal at higher prices In addition although these agreements

generally contain specified prices they also may provide for price adjustments related to changes in specified

cost indices as well as specific events such as changes in regulations affecting the coal industry Finally it is

possible that in the future market prices for coal could fall below the prices at which we have agreed to purchase

coal under our long-term contracts Changes in the supply and price of coal may have an adverse effect on

Alleghenys business results of operations cash flow and financial condition

Additionally Allegheny is subject to other fuel-related costs which may fluctuate For example Allegheny

has experienced and may continue to experience increases in its fuel handling and transportation costs and its

costs to procure lime urea and other materials necessary to the operation of its pollution controls Significant

increases in these and other fuel related costs could have an adverse effect on Alleghenys business results of

operations cash flow and financial condition

The supply and price of emissions credits may impact Alleghenys financial results

Alleghenys SO2 and NO allowance needs to large extent are affected at any given time by the amount

of output produced and the types
of fuel used by its generation facilities as well as the implementation of

environmental controls Fluctuations in the availability or cost of these emission allowances could have

material adverse effect on Alleghenys business financial condition cash flows and results of operations It is

also possible that any climate change legislation will incorporate cap and trade scheme involving CO2 emission

allowances In that case the cost and availability of CO2 emission allowances could have an adverse effect on

Alleghenys business financial condition cash flows and results of operations See Environmental Matters

Allegheny is currently involved in capital intensive projects that may involve various implementation and

financial risks

Allegheny currently is involved in number of capital intensive projects including the TrAIL Project the

PATH Project and the implementation of smart meter and other information technology necessary to comply

with Pennsylvanias recently-enacted Act 129 Alleghenys ability to successfully complete these projects in

timely manner within established budgets and without significant operational disruptions is contingent upon

many variables many of which are outside of its control Failure to complete these projects as planned may have

an adverse effect on Alleghenys business results of operations cash flow and financial condition

Additionally Allegheny has contracted with specialized vendors in connection with these projects and may

in the future enter into additional such contracts with respect to these and other capital projects As such

Allegheny is exposed to the risk that these contractors may not perform as required under their contracts Such

failure could occur for any number of reasons Among other things it is possible that the prevailing constrained

credit markets and overall negative economic conditions may affect the ability of Alleghenys contractors

subcontractors suppliers and vendors to access the capital markets and maintain adequate liquidity to sustain

their respective businesses Should this occur Allegheny may be forced to find alternate arrangements which

may cause delay and/or increased costs Allegheny can provide no assurance that it would be able to make such

alternate arrangements on terms acceptable to it or at all Any inability to make such alternate arrangements or

any substantial delays or increases in costs associated therewith may have an adverse effect on Alleghenys

business results of operations cash flow and financial condition For additional information regarding Act 129

see Regulatory Matters

Changes in PJM market policies and rules or in PJM participants may impact Alleghenys financial

results

Because Allegheny has transferred functional control of its transmission facilities to PJM is load serving

entity within the PJM Region and owns generation within the PJM Region changes in PJM policies and/or

market rules including changes that are currently under consideration by FERC could adversely affect
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Alleghenys financial results These matters include changes involving the terms conditions and pricing of

transmission services construction of transmission enhancements auction of long-term financial transmission

rights and the allocation mechanism for the auction revenues the RPM the locational marginal pricing

mechanism transmission congestion patterns due to the proposed implementation of PJMs regional transmission

expansion planning protocol or other required transmission system upgrades new generation retirement rules and

reliability pricing issues Furthermore changes in PJMs credit and collateral requirements deterioration in the

credit quality of other PJM members socialization of member defaults the withdrawal from or addition to PJM
of other transmission owners may have an adverse effect on Alleghenys results of operations cash flow and

financial condition

The terms of AE Supplys power sale agreements with West Penn could require AE Supply to sell power

below its costs or prevailing market prices or require West Penn to purchase power at price above which

it can sell power

In connection with regulations governing the transition to market competition West Penn is required to

provide electricity at capped rates to certain retail customers who do not choose an alternate electricity generation

supplier or who return to utility service from alternate suppliers through the end of 2010 West Penn satisfies

these obligations by purchasing power under contract with AE Supply At times AE Supply may not earn as

much as it otherwise could by selling power priced at its contract rates to West Penn instead of into competitive

wholesale markets In addition AE Supplys obligations under the agreement could exceed its available

generation capacity which may require AE Supply to buy power at prices that are higher than the sale prices in

the power supply agreements Conversely West Penns capped rates may be below current wholesale market

prices through the applicable transition periods As consequence West Penn may at times pay more for power
than it can charge retail customers and may be unable to pass the excess costs on to its retail customers Changes

in customer switching behavior could also alter both AE Supplys and the utilities obligations under these

agreements

Allegheny is exposed to price volatility as result of its participation in wholesale energy markets

AE Supply buys and sells electricity in wholesale markets which exposes Allegheny to the risks of rising

and falling prices in those markets Among the factors that can influence such prices are

the balance of supply and demand for electricity which may be influenced by any number of factors

including but not limited to prevailing weather and economic conditions

fuel costs the cost of emissions allowances and other production costs

transmission constraints

changes in PJM rules and other changes in the regulatory framework for wholesale power markets and

market liquidity and the credit worthiness of market participants

As result of these and other factors wholesale market prices for electricity may fluctuate substantially

over relatively short periods of time and can be unpredictable and may have an adverse effect on Alleghenys

results of operations cash flows and financial condition

Alleghenys use of derivative instruments for hedging purposes may result in financial losses

Allegheny uses derivative instruments such as futures swaps forwards and financial transmission rights to

manage its commodity and financial market risks Allegheny could recognize losses on these contracts as result of

volatility in the market values of the underlying commodities or to the extent that counterparty fails to perform In

the absence of actively-quoted market prices and pricing information from external sources the valuation of these

instruments involves managements judgment or use of estimates Furthermore changes in the value of derivatives

designated under hedge accounting to the extent not fully offset by changes in the value of the hedged transaction

can result in ineffectiveness losses that may have an adverse effect on Alleghenys results of operations
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Recently members of Congress and various federal regulatory agencies including the SEC the Commodity

Futures Trading Commission and the U.S Treasury Department have put forth proposals regarding the potential

for more stringent regulation of the over-the-counter OTC derivatives markets If ultimately adopted such

regulations could include requirements for greater standardization and more centralized trading of these

instruments Some have proposed that OTC derivatives trading take place on organized exchanges Depending

upon its specific terms it is possible that any new legislation or regulation in this regard could significantly

increase Alleghenys costs with respect to or otherwise constrain its ability to effectively use these instruments

to manage financial risks which could have an adverse effect on Alleghenys business results of operations cash

flows and financial condition

Changes in prevailing market conditions or in Alleghenys access to commodities markets may make it

difficult for Allegheny to hedge its physical power supply commitments and resource requirements

In the past unfavorable market conditions coupled with Alleghenys credit position at times made it

difficult for Allegheny to hedge its power supply obligations and fuel requirements Although substantial

improvements have been made in Alleghenys credit position over the past few years significant unanticipated

changes in commodity market liquidity and/or Alleghenys access to the commodity markets including as

result of any decline in Alleghenys credit ratings including ratings for AE AE Supply or Monongahela could

adversely impact Alleghenys ability to hedge its portfolio of physical generation assets and load obligations In

the absence of effective hedges for these purposes Allegheny must balance its portfolio in the spot markets

which are volatile and can yield different results than expected Furthermore if Alleghenys credit ratings were

to decline it would likely be required to deposit additional cash or cash-equivalent collateral with its hedging

counterparties which could have negative impact on Alleghenys liquidity and commodity trading activities

As widely reported the financial markets and overall economies in the United States and abroad are

currently undergoing period of significant uncertainty and volatility These conditions can adversely impact the

liquidity of the commodity markets in which Allegheny may wish to transact and may negatively affect the

ability of Alleghenys counterparties to honor their commitments This in turn could inhibit Alleghenys ability

to transact in the desired timeframe or at satisfactory price which could increase Alleghenys exposure to

commodity price fluctuations and may have an adverse effect on Alleghenys business results of operations

cash flow and financial conditions

Alleghenys policies and procedures cannot eliminate all risk involved in its energy commodity activities

Allegheny may not always hedge the entire exposure of its operations to commodity price volatility

Furthermore Alleghenys risk management wholesale marketing fuel procurements and energy trading

activities including its decisions to enter into power sales or purchase agreements rely on models that depend on

the judgments and assumptions regarding factors such as generation facility availability future market prices

weather and the demand for electricity and other energy-related commodities Many of these models are

developed utilizing statistical relationships between numerous interrelated factors Such relationships can change

significantly in an unpredictable manner especially during periods of significant volatility Even when

Alleghenys policies and procedures are followed and decisions are made based on these models Alleghenys

policies and procedures cannot eliminate all risk involved in its energy commodity activities Alleghenys

financial position and results of operations may be adversely affected if the judgments and assumptions

underlying its models prove to be inaccurate or commodity prices otherwise fluctuate in ways that Allegheny

does not anticipate

Failure to retain and attract key executive officers and other skilled professionals and technical employees

could have an adverse effect on Alleghenys operations

Alleghenys business is dependent on its ability to recruit retain and motivate employees Competition for

skilled employees in some areas is high At the same time Allegheny has an aging workforce The inability to
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attract new employees whether to appropriately replace retiring and other departing employees or otherwise and

to retain and motivate existing employees may have an adverse effect on Alleghenys business results of

operations cash flow and financial condition

Allegheny is currently involved in significant litigation that if not decided favorably to Allegheny could

have material adverse effect on its results of operations cash flows and financial condition

Allegheny is currently involved in number of lawsuits some of which may be significant Allegheny
intends to vigorously pursue these matters but the results of these lawsuits cannot be determined Adverse

outcomes in these lawsuits could require Allegheny to make significant expenditures and may have an adverse

effect on its financial condition cash flow and results of operations See Environmental Matters and Legal

Proceedings

The Distribution Companies and other AE subsidiaries are and may become subject to legal claims arising

from the presence of asbestos or other regulated substances at some of their facilities

The Distribution Companies have been named as defendants in pending asbestos litigation involving

multiple plaintiffs and multiple defendants In addition asbestos and other regulated substances are and may
continue to be present at Allegheny-owned facilities where suitable alternative materials are not available

Alleghenys management believes that any remaining asbestos at Allegheny-owned facilities is contained The

continued presence of asbestos and other regulated substances at Allegheny-owned facilities however could

result in additional actions being brought against Allegheny See Legal Proceedings and consolidated financial

statement Note 19 Asset Retirement Obligations ARO
Adverse investment returns and other factors may increase Alleghenys pension liability and pension

funding requirements

Substantially all of Alleghenys employees are covered by defined benefit pension plan At present the

pension plan is underfunded in that the projected pension benefit obligation exceeds the aggregate fair value of

plan assets Recent results in the capital markets have increased the level of underfunding in the pension plan
Under applicable law Allegheny is required to make cash contributions to the extent necessary to comply with

minimum funding requirements imposed by regulatory requirements The amount of and timing of such required

cash contributions is based on an actuarial valuation of the plan The funded status of the plan can be affected

by investment returns on plan assets discount rates mortality rates of plan participants pension reform

legislation and number of other factors There can be no assurance that the value of Alleghenys pension plan

assets will be sufficient to cover future liabilities Although Allegheny has made significant contributions to its

pension plan in recent years it is possible that Allegheny could incur significant pension liability adjustment or

could be required to make significant additional cash contributions to its plan which would reduce the cash

available for business and other needs

Energy companies are subject to adverse publicity which may make Allegheny vulnerable to negative

regulatory and litigation outcomes

The energy sector has been the subject of negative publicity most recently in the context of the dialogue

regarding climate change Allegheny has come under some scrutiny in this regard and also has faced public

opposition in connection with its transmission expansion initiatives as well as certain of its demand-side

conservation efforts and ordinary utility rate increases Negative publicity of this nature may make legislators

regulators and courts less likely to take favorable view of energy companies in general and/or Allegheny

specifically which could cause them to make decisions or take actions that are adverse to Allegheny
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Risks Related to Alleghenys Leverage and Financing Needs

Allegheny is dependent on its ability to successfully access capital markets Any inability to access capital

may adversely affect Alleghenys business

Allegheny relies on access to the capital markets as source of liquidity and to satisfy any of its capital

requirements that are not met by the cash flow from its operations Capital market disruptions decreases in

market liquidity or the availability of credit downgrade in Alleghenys credit ratings or other negative

developments affecting Alleghenys access to capital markets could increase Alleghenys cost of borrowing or

could adversely affect its ability to access one or more financial markets Causes of disruption to the capital

markets could include but are not limited to

recession including the current recession or other economic slowdown

the bankruptcy of one or more energy companies or highly-leveraged companies

significant increases in the prices for oil or other fuel

terrorist attack or threatened attacks

significant transmission failure or

changes in technology

As widely reported the financial markets and overall economies in the United States and abroad are

currently undergoing period of significant uncertainty and volatility As result Alleghenys management has

placed increased emphasis on monitoring the risks associated with the current environment At this point in time

there has not been materially negative impact on Alleghenys liquidity However there can be no assurance that

the cost or availability of future borrowings or other financings if any will not be impacted by the ongoing or

future capital market disruptions

AEs and AE Supplys revolving credit facilities currently are well-diversified including more than 20

lenders at December 31 2009 Additionally TrAIL Company and Monongahela recently entered into separate

revolving credit facilities both of which also include diverse group of lenders Allegheny currently anticipates

that these lenders will participate in future requests for funding However there can be no assurance that further

deterioration in the credit markets and overall economy will not affect the ability of Alleghenys lenders to meet

their funding commitments Additionally Alleghenys lenders have the ability to transfer their commitments to

other institutions and the risk that committed funds may not be available under distressed market conditions

could be exacerbated to the extent that consolidation of the commitments under Alleghenys facilities or among

its lenders occurs

Alleghenys leverage could adversely affect its ability to operate successfully and meet contractual

obligations

Allegheny has substantial leverage At December 31 2009 Allegheny had approximately $4.56 billion of

debt on consolidated basis Approximately $1.85 billion represented debt of AE Supply and AGC $455 million

represented debt of TrAIL Company and the remainder constituted debt of one or more of the Distribution

Companies or their subsidiaries

Alleghenys leverage could have important consequences to it For example it could

require Allegheny to dedicate substantial portion of its cash flow to payments on its debt thereby

reducing the availability of its cash flow for working capital capital expenditures and other general

corporate purposes

limit Alleghenys flexibility in planning for or reacting to changes in its business regulatory

environment and the industry in which it operates
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place Allegheny at competitive disadvantage compared to its competitors that have less leverage

limit Alleghenys ability to borrow additional funds and

increase Alleghenys vulnerability to general adverse economic regulatory and industry conditions

Covenants contained in certain of Alleghenys financing agreements restrict its operating financing and

investing activities

Alleghenys principal financing agreements contain restrictive covenants that limit its ability to among
other things

borrow funds

incur liens and guarantee debt

enter into merger or other change of control transaction other than the proposed merger with First

Energy for which Allegheny has obtained the requisite consent of the relevant lenders

make investments

dispose of assets and

pay dividends and other distributions on its equity securities

These agreements may limit Alleghenys ability to implement strategic decisions including its ability to

access capital markets or sell assets without using the proceeds to reduce debt In addition Allegheny is required

to meet certain financial tests under some of its loan agreements including interest
coverage

ratios and leverage

ratios Alleghenys failure to comply with the covenants contained in its financing agreements could result in an

event of default which may have an adverse effect on its financial condition

downgrade or negative outlook in Alleghenys credit ratings could increase its financing costs and the

cost of maintaining certain contractual relationships

Allegheny cannot be assured that any of its current credit ratings will remain in effect for any given period

of time or that rating will not be lowered or withdrawn entirely by credit rating agency if in the agencys

judgment circumstances in the future so warrant Among other reasons Alleghenys credit ratings may change

as result of the differing methodologies used by various rating agencies or as result of changes to those

methodologies Any downgrade or negative outlook in Alleghenys credit ratings may increase its financing costs

and the cost of maintaining certain contractual relationships Among other things if Alleghenys credit ratings

were to decline it would likely be required to deposit additional cash or cash-equivalent collateral with its

hedging counterparties which would have negative impact on Alleghenys liquidity Thus downgrade or

negative outlook in Alleghenys credit ratings may have an adverse effect on its business results of operations

cash flows and financial condition

AE has no income or cash flow apart from dividends paid or other obligations due it from its subsidiaries

AE is holding company and has no operations of its own As result its ability to meet its financial

obligations associated with its indebtedness and to pay dividends on its common stock is primarily dependent

upon the earnings and cash flow of its operating subsidiaries and their ability to pay dividends or make other

distributions to or repay loans from AE AEs subsidiaries are distinct entities that have no obligations to make

dividends or other distributions to AE and their ability to do so is contingent upon their respective earnings and

number of other business considerations including in some circumstances regulatory constraints

ITEM lB UNRESOLVED STAFF COMMENTS

None
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ITEM PROPERTIES

Substantially all of Monongahelas Potomac Edisons and West Penns properties are held subject to the

lien of indentures securing their first mortgage bonds Some of AE Supplys properties are subject to liens of

various relative priorities securing debt obligations Specifically certain of the properties and other assets owned

by AE Supply and Monongahela that were financed by solid waste disposal and pollution control notes are

subject to liens securing the obligations under those notes

In many cases the properties of Monongahela Potomac Edison West Penn and other AE subsidiaries may

be subject to certain reservations minor encumbrances and title defects that do not materially interfere with their

use The indenture under which AGC unsecured debentures are issued prohibits AGC with certain limited

exceptions from incurring or permitting liens to exist on any of its properties or assets unless the debentures are

contemporaneously secured equally and ratably with all other debt secured by the lien Most TD lines some

substations and switching stations and some ancillary facilities at generation facilities are on lands of others in

some cases by sufferance but in most instances pursuant to leases easements rights-of-way permits or other

arrangements many of which have not been recorded and some of which are not evidenced by formal grants In

some cases no examination of titles has been made as to lands on which TD lines and substations are located

Each of the Distribution Companies possesses the power of eminent domain with respect to its public utility

operations See BusinessElectric Facilities Managements Discussion and Analysis of Financial Condition

and Results of OperationsLiquidity and Capital Resources and consolidated financial statement Note

Capitalization and Debt

Alleghenys principal corporate headquarters is located in Greensburg Pennsylvania in building that is

owned by West Penn Allegheny also has corporate center located in Fairmont West Virginia in building

owned by Monongahela Other ancillary offices exist throughout the Distribution Companies service territories

Additionally Allegheny began construction in 2009 of facility located in Fairmont West Virginia that will

serve as the center for Alleghenys multi-state transmission functions Construction of this facility is expected to

be completed in the fall of 2010

ITEM LEGAL PROCEEDINGS

Allegheny is involved in number of significant legal proceedings in certain cases plaintiffs seek to

recover large and sometimes unspecified damages and some matters may be unresolved for several years

Allegheny cannot currently determine the outcome of the proceedings described below or the ultimate amount of

potential losses Pursuant to SFAS management provides for estimated losses to the extent that information

becomes available indicating that losses are probable and that the amounts are reasonably estimable Additional

losses may have an adverse effect on Alleghenys results of operations cash flows and financial condition

Shareholder Actions

Purported AE shareholders have filed derivative and class action lawsuits in state courts in Pennsylvania and

Maryland against AE and each of the members of AE Board of Directors that seek to enjoin Alleghenys

proposed merger with FirstEnergy and in some cases damages in the event that the merger is completed

Allegheny intends to vigorously defend against these claims but cannot predict their outcome

Nevada Power Contracts

On December 2001 Nevada Power Company NPC filed complaint with the FERC against AE

Supply seeking action by the FERC to modify prices payable to AE Supply under three trade confirmations
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between Merrill Lynch and NPC NPC claim was based in part on the assertion that dysfunctional California

spot markets had an adverse effect on the prices NPC was able to negotiate with Merrill Lynch under the

contracts NPC filed substantially identical complaints against number of other energy suppliers On

December 19 2002 the Administrative Law Judge AU issued findings that no contract modification was

warranted The AU determined in favor of NPC that AE Supply rather than Merrill Lynch was proper subject

of NPC complaint On June 26 2003 the FERC affirmed the AU decision upholding the long-term contracts

negotiated between NPC and Merrill Lynch among others The FERC did not decide whether AE Supply rather

than Merrill Lynch was the real party in interest On November 10 2003 the FERC issued an order on

rehearing affirming its conclusion that the long-term contracts should not be modified Snohomish County NPC

and other parties filed petitions for review of the FERC June 26 2003 order with the United States Court of

Appeals for the Ninth Circuit the NPC Petitions The NPC Petitions were consolidated in the Ninth Circuit

On December 19 2006 the Ninth Circuit issued an opinion remanding the case to the FERC to determine in

accordance with the guidance set forth in the Ninth Circuits opinion whether the FERC utilized the appropriate

standard of review in deciding various claims including NPCs complaint On May 2007 AE Supply and

others filed petition to appeal the Ninth Circuits ruling to the United States Supreme Court On June 26 2008

the United States Supreme Court issued an opinion that rejected the Ninth Circuits reasoning with instructions

that the case be remanded to the FERC for amplification or clarification of its findings on two issues set forth in

the opinion The case has been remanded to the FERC and the FERC issued an order on December 18 2008 that

provides for paper hearing on the two issues identified by the United States Supreme Court with initial filings

due within 90 days and reply submissions within 90 days thereafter However the order holds those deadlines in

abeyance contingent upon settlement discussions between the parties and subsequent order lifting that stay has

not been entered

Allegheny intends to vigorously defend against this action but cannot predict its outcome

Claims by California Parties

On October 2006 several California governmental and utility parties presented AE Supply with

settlement proposal to resolve alleged overcharges for power sales by AE Supply to the California Energy

Resource Scheduling division of the California Department of Water Resources CDWR during 2001 The

settlement proposal claims that CDWR is owed approximately $190 million for these alleged overcharges This

proposal was made in the context of mediation efforts by the FERC and the United States Court of Appeals for

the Ninth Circuit in pending proceedings to resolve all outstanding refund and other claims including claims of

alleged price manipulation in the California energy markets during 2000 and 2001 The Ninth Circuit has since

remanded one of those proceedings to the FERC which arises out of claims previously filed with the FERC by

the California Attorney General on behalf of certain California parties against various sellers in the California

wholesale power market including AE Supply the Lockyer case judge has been assigned to the Lockyer

case and hearing is now set for April 20 2010 with an initial decision date of September 14 2010 AE Supply

and several other sellers have filed motions to dismiss the Lockyer case that are now pending before the assigned

judge On June 2009 the California Attorney General on behalf of certain California parties filed second

lawsuit with FERC against various sellers including AE Supply the Brown case again seeking refunds for

trades in the California energy markets during 2000 and 2001 The above-noted trades with CDWR are the basis

for the joining of AE Supply in this new lawsuit AE Supply has filed motion to dismiss the Brown case that is

pending before FERC No scheduling order has been entered in the Brown case Allegheny intends to vigorously

defend against these claims but cannot predict their outcome

Claims Related to Alleged Asbestos Exposure

The Distribution Companies have been named as defendants along with multiple other defendants in

pending asbestos cases alleging bodily injury involving multiple plaintiffs and multiple sites These suits have
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been brought mostly by seasonal contractors employees and do not involve allegations of the manufacture sale

or distribution of asbestos-containing products by Allegheny These asbestos suits arise out of historical

operations and are related to the installation and removal of asbestos-containing materials at Alleghenys

generation facilities Alleghenys historical operations were insured by various foreign and domestic insurers

including Lloyds of London Asbestos-related litigation expenses have to date been reimbursed in full by

recoveries from these historical insurers and Allegheny believes that it has sufficient insurance to respond fully

to the asbestos suits Certain insurers however have contested their obligations to pay for the future defense and

settlement costs relating to the asbestos suits Allegheny is currently involved in two asbestos andlor

environmental insurance-related actions Certain Underwriters at Lloyds London et al Allegheny Energy

Inc et al Case No 21-C-03-16733 Washington County Md and Monongahela Power Company et al

Certain Underwriters at Lloyds London and London Market Companies et al Civil Action No 03-C-281

Monongalia County W.Va. Allegheny and Liberty Mutual Insurance Company resolved their dispute and

therefore Civil Action No 07-3168-BLS was voluntarily dismissed The parties are seeking declaration of

coverage
under the policies for asbestos-related and environmental claims

Allegheny does not believe that the existence or pendency of either the asbestos suits or the actions

involving its insurance will have material impact on its consolidated financial position results of operations or

cash flows As of December 31 2009 Alleghenys total number of claims alleging exposure to asbestos was 861

in West Virginia and four in Pennsylvania Allegheny intends to vigorously pursue these matters but cannot

predict their outcomes

Environmental Matters

In addition to the matters described above Allegheny is involved in litigation relating to compliance with

certain environmental laws and regulations See Environmental Matters

Ordinary Course of Business

AE and its subsidiaries are from time to time involved in litigation and other legal disputes in the ordinary

course of business

ITEM RESERVED
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PART II

ITEM MARKET FOR THE REGISTRANTS COMMON EQUITY AND RELATED
STOCKHOLDER MATTERS

AEs common stock is publicly traded AYE is the trading symbol for AEs common stock on the New
York Stock Exchange As of February 24 2010 there were 17130 holders of record of AE common stock The

table below shows the high and low sales prices of AEs common stock in composite trading for the periods

indicated

2009 2008

High Low High Low

1st Quarter $35.97 $20.32 $64.75 $45.46

2nd Quarter $29.85 $22.70 $55.98 $49.38

3rd Quarter $27.70 $23.42 $51.14 $33.94

4thQuer $27.15 $21.84 $36.61 $23.86

In 2009 AE declared cash dividends of $0.15 per share on its common stock that were payable on

March 23 June 22 September 28 and December 28 2009 to shareholders of record on March June

September 14 and December 14 2009 respectively In 2008 AE declared cash dividends of $0.15 per share on

its common stock that were payable on March 24 June 23 September 29 and December 29 2008 to

shareholders of record on March 10 June September 15 and December 15 2008 respectively

The amount and timing of dividends payable on AEs common stock are within the sole discretion of AEs
Board of Directors The Board of Directors reviews the dividend rate periodically in light of Alleghenys

financial position and results of operations legislative and regulatory developments affecting Allegheny and the

industry in general overall market conditions and
any other factors that the Board of Directors deems relevant

See consolidated financial statement Note 15 Dividend Restrictions
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ITEM SELECTED FINANCIAL DATA

ALLEGHENY ENERGY INC AND SUBSIDIARIES

2009 2008 2007 2006 2005

In millions except per share amounts

Income statement data for the year ended December 31

Operating revenues 3426.8 3385.9 $3307.0 $3121.5 $3037.9

Operating expenses
2507.0 2576.4 $2489.7 $2389.2 $2501.1

Operating income 919.8 809.5 817.3 732.3 536.8

Income from continuing operations attributable to

Allegheny Energy Inc 392.8 395.4 412.2 318.7 75.1

Income loss from discontinued operations net of

tax 0.6 6.1

Net income attributable to Allegheny Energy

Inc 392.8 395.4 412.2 319.3 63.1

Weighted average number of diluted shares

outstanding
170.0 170.0 169.5 168.7 158.6

Earnings per share attributable to Allegheny

Energy Inc

Income from continuing operations attributable

to Allegheny Energy Inc

Basic 2.32 2.35 2.48 1.94 0.48

Diluted 2.31 2.33 2.43 1.89 0.47

Net income attributable to Allegheny Energy

Inc

Basic 2.32 2.35 2.48 1.94 0.40

Diluted 2.31 2.33 2.43 1.89 0.40

Dividends per share 0.60 0.60 0.15

Balance sheet data at December 31

Property plant and equipment net 8957.1 8002.2 $7196.6 $6512.9 $6277.4

Total assets $11589.1 $10811.0 $9906.6 $8552.4 $8558.8

Short-term debt 10.0

Long-term debt due within one year
140.8 93.9 95.4 201.2 477.2

Long-termdebt 4417.0 4115.9 $3943.9 $3384.0 $3624.5

Total equity
3128.1 2855.7 $2548.6 $2115.1 $1741.3
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ITEM MANAGEMENTS DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

The primary purpose of Managements Discussion and Analysis of Financial Condition and Results of

Operations MDA is to provide information regarding Alleghenys past and expected future performance in

implementing its strategies and managing its risks and challenges Alleghenys MDA includes the following

sections

Overview includes discussion of overall challenges and recent development and initiatives

Results of Operations provides an overview of Alleghenys operating results in 2009 2008 and 2007
including review of earnings and results by reportable segment

Financial ConditionLiquidity and Capital Resources provides an analysis of Alleghenys liquidity

position and credit profile including its sources of cash including bank credit facilities and sources of

operating cash flow and uses of cash including contractual obligations and capital expenditure

requirements and the key risks and uncertainties that impact Alleghenys past and future liquidity

position and financial condition This subsection also includes listing and discussion of Alleghenys
current credit ratings

Market Risk Information provides an explanation of Alleghenys risk management programs relating

to market risk and credit risk

Application of Critical Accounting Policies provides an overview of the accounting policies that are

particularly important to the results of operations and financial condition of Allegheny and that require

management to make significant estimates assumptions or other judgments

OVERVIEW

Allegheny is an integrated energy business that owns and operates electric generation facilities and delivers

electric services to customers in Pennsylvania West Virginia Maryland and Virginia primarily through AEs
various directly and indirectly owned subsidiaries

Allegheny changed the composition of its business segments during the fourth quarter of 2009 consistent

with changes made to its management structure and the internal financial reporting used by its chief operating

decision maker to regularly assess the performance of the business and allocate resources

Prior to the change in composition of segments the Generation and Marketing segment included the

regulated generation operations of Monongahela and the unregulated operations of AE Supply and the Delivery

and Services segment included the regulated operations of the Distribution Companies excluding

Monongahelas generation operations TrAIL Company and PATH LLC

The changes in Alleghenys reportable segments during 2009 consisted primarily of the following

Monongahelas regulated generation operations were moved from the Generation and Marketing

segment to the Delivery and Services segment

The Generation and Marketing segment was renamed the Merchant Generation segment

The Delivery and Services segment was renamed the Regulated Operations segment
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Alleghenys business segments are as follows

Merchant Generation Segment

The principal companies and operations in Alleghenys Merchant Generation segment include the

following

AE Supply owns operates and manages electric generation facilities AE Supply also purchases and

sells energy and energy-related commodities AE Supply markets its electric generation capacity to

various customers and markets including supplying certain obligations of West Penn and Potomac

Edison

AGC is owned approximately 59% by AE Supply and approximately 41% by Monongahela AGCs sole

asset is 40% undivided interest in the Bath County Virginia pumped-storage hydroelectric generation

facility and its connecting transmission facilities All of AGCs revenues are derived from sales of its

1109 MW share of generation capacity from the Bath County generation facility to AE Supply and

Monongahela AGC provides its share of the power generated by the Bath County generation facility to

AE Supply and Monongahela in proportion to their ownership interests Monongahelas ownership

interest in AGC is reflected as noncontrolling interest within the Merchant Generation segment and as

an equity investment within the Regulated Operations segment

Regulated Operations Segment

The principal companies and operations in Alleghenys Regulated Operations segment include the

following

The Distribution Companies include Monongahela Potomac Edison and West Penn Each of the

Distribution Companies is public utility company and does business under the trade name Allegheny

Power Allegheny Powers principal business is the operation of electric public utility systems

Monongahela operates an electric TD business and also owns and operates electric generation

facilities in northern West Virginia

Potomac Edison operates an electric TD business in portions of West Virginia Maryland and

Virginia

West Penn operates an electric TD business in southwestern south-central and northern

Pennsylvania

TrAIL Company was formed in 2006 to develop construct and operate transmission expansion projects

including the TrAIL Project

PATH LLC was formed in 2007 by Allegheny and subsidiary of American Electric Power Company

Inc AEP to develop construct and operate the PATH Project PATH LLC is series limited

liability company The West Virginia Series is owned equally by Allegheny and subsidiary of AEP

The Allegheny Series is 100% owned by Allegheny

The Regulated Operations segment includes the operations of the Virginia distribution business which is

expected to be sold following the completion of applicable regulatory proceedings as described in consolidated

financial statement Note Assets Held for Sale

All of Alleghenys generation facilities are located within the PJM market To facilitate the economic

dispatch of generation AE Supply and Monongahela sell power into the competitive wholesale energy market

operated by PJM and purchase power from the PJM market to meet their obligations to supply power See

Business for more information regarding Alleghenys business and the segments and subsidiaries discussed

above
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Shared Services

AESC is service company for AE that employs substantially all of the Allegheny personnel who provide
services to AE and its subsidiaries including AE Supply AGC the Distribution Companies TrAIL Company
PATH LLC and their respective subsidiaries These companies reimburse AESC at cost for services provided to

them by AESCs employees AESC had 4383 employees as of December 31 2009

Business Challenges

Allegheny faces number of risks in its generation business including electricity and capacity price risk

fuel supply and price risk generating plant performance and evolving environmental and other regulations and

requirements

Allegheny has executed and continues to enter into contracts for energy sales and fuel supply purchase at

varying prices and duration within established policies and guidelines Alleghenys future profitability will be

affected by prevailing market conditions and the extent and the prices at which it has entered into intermediate or

long-term power sales and fuel purchase agreements

Allegheny manages the risks described above through various means including risk management programs
that are designed to monitor and measure exposure to earnings and cash flow volatility related to changes in

energy and fuel prices counterparty credit quality and the operating performance of its generating units

significant challenge that Allegheny faces in its regulated operations business is to maintain high quality

customer service and reliability in cost-effective manner Alleghenys regulated operations are rate-regulated

and are subject to regulatory risk with respect to costs that may be recovered and investment returns that may be

collected through customer rates in each of its operating jurisdictions As discussed in consolidated financial

statement Note Regulatory Assets and Liabilities there are number of ongoing regulatory matters that may
affect Alleghenys recovery of its costs See Risk Factors for additional information regarding these and other

risks that Allegheny faces in its business

The ongoing effects of the economic recession made 2009 challenging year for Allegheny Significantly

lower market prices for electricity in 2009 reduced realized revenues from the sale of unhedged generation output

and at times caused Alleghenys coal-fired plants to be placed in reserve status when they were otherwise

available to generate power The reduced demand caused by economic conditions also affected Alleghenys

regulated operations with decreases in the demand for electricity in all customer categories especially in the

industrial sector

While the effects of the economy adversely impacted Allegheny in 2009 Allegheny

achieved the best safety performance in recent years in its delivery business and continued to improve

safety performance in its generation business

completed its scrubber construction projects at Fort Martin and Hatfields Ferry on time and under

budget

succeeded in controlling operation and maintenance costs

refinanced $843 million of indebtedness obtained additional liquidity extended debt maturities and

securitized the remaining Fort Martin scrubber costs

moved forward with the construction of its TrAIL transmission expansion project which remains on

schedule for June 2011 in-service date

settled in both West Virginia and Virginia on its
requests for fuel and purchase power cost recovery and

filed base rate case in West Virginia for which an agreed-upon procedural schedule sets evidentiary

hearings in early April 2010
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launched several energy efficiency and conservation programs in Maryland and Pennsylvania and

held four auctions to procure power to serve Pennsylvania customers for the period after rate caps expire

at the end of 2010 such that its Pennsylvania utility now has two-thirds of 2011 residential power under

contract

Allegheny plans to continue its focus on the following areas in 2010

maintaining its investment grade credit ratings and strengthening its financial condition and liquidity

position

controlling costs and spending throughout the organization while maintaining high levels of customer

satisfaction

continuing progress on transmission expansion projects

resolving its West Virginia base rate case successfully

developing and implementing energy efficiency and conservation programs

managing the transition to market-based rates in Pennsylvania

maintaining culture that emphasizes the importance of safety throughout its organization and

monitoring potential environmental legislation and regulations

In addition Allegheny will devote significant attention to matters relating to the proposed merger with

FirstEnergy including efforts to manage certain of the risks described in Risk Factors

Liquidity

Allegheny relies on access to the financial markets as source of liquidity Allegheny strengthened its

liquidity position and significantly reduced its intermediate term refinancing risk in 2009 during which it

refinanced and extended the maturities of approximately $843 million of debt that had been scheduled to mature

in 2011 and 2012 In addition AE Supply entered into new $1 billion revolving credit facility that matures in

2012 which replaced its previous $400 million revolving credit facility that was scheduled to mature in 2011

and Monongahela entered into new $110 million senior unsecured revolving credit facility that matures in

2012 In December 2009 MP Environmental Funding LLC and PE Environmental Funding LLC issued $64.4

million and $21.5 million of senior secured environmental control bonds respectively Proceeds from the bonds

represent restricted funds and will be used to fund certain costs to construct and install Scrubbers at Fort Martin

as well as related financing costs In addition on January 25 2010 TrAIL Company issued $450 million of

senior unsecured notes due in 2015 and also entered into new $350 million senior unsecured revolving credit

facility with three-year maturity TrAIL Company used the net proceeds from the sale of the notes together

with funds from its new credit facility to repay all amounts outstanding under the $550 million senior unsecured

credit facility that it entered into in 2008
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RESULTS OF OPERATIONS

As described in consolidated financial statement Note 12 Segment Information Allegheny changed the

composition of its segments during the fourth quarter of 2009 consistent with changes made to the internal

reporting used by its chief operating decision maker to regularly assess the performance of the business All

disclosures relating to Alleghenys segments for 2008 and 2007 have been reclassified to conform to the 2009

presentations Earnings attributable to Allegheny Energy Inc by segment for the years ended December 31 were

as follows

In millions 2009 2008 2007

Earnings by Segment

Merchant Generation
$234.0 $324.3 $294.0

Regulated Operations 157.9 70.2 117.2

Elimination of intercompany transactions 0.9 0.9 1.0

Consolidated net income attributable to Allegheny Energy Inc $392.8 $395.4 $412.2

Basic earnings per share 2.32 2.35 2.48

Diluted earnings per share 2.31 2.33 2.43
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Summary of Operating Results

Financial results for each segment were as follows

In millions Merchant Regulated Allegheny

2009 Generation Operations Eliminations Consolidated

Operating revenues $1608.6 $3051.2 $l233.0 $3426.8

Operating expenses

Fuel 675.5 211.1 886.6

Purchased power and transmission 26.4 1702.8 1227.2 502.0

Deferred energy costs net 64.4 64.4

Operations and maintenance 247.0 445.9 5.8 687.1

Depreciation and amortization 106.8 177.1 1.8 282.1

Taxes other than income taxes 47.2 166.4 213.6

Total operating expenses
1102.9 2638.9 1234.8 2507.0

Operating income 505.7 412.3 1.8 919.8

Other income expense net 1.0 17.1 11.1 7.0

Interest expense
134.9 157.4 1.2 291.1

Income before income taxes 371.8 272.0 8.1 635.7

Income tax expense
128.8 112.8 241.6

Net income 243.0 159.2 8.1 394.1

Net income attributable to noncontrolling interests 9.0 1.3 9.0 1.3

Net income attributable to Allegheny Energy Inc 234.0 157.9 0.9 392.8

2008

Operating revenues $1792.9 $2855.3 $1262.3 $3385.9

Operating expenses

Fuel 793.4 287.5 1080.9

Purchased power and transmission 30.3 1622.3 1257.0 395.6

Deferred energy costs net 63.7 63.7

Operations and maintenance 222.1 458.0 5.3 674.8

Depreciation and amortization 94.1 181.9 2.1 273.9

Taxes other than income taxes 47.6 167.3 214.9

Total operating expenses
1187.5 2653.3 1264.4 2576.4

Operating income 605.4 202.0 2.1 809.5

Other income expense net 7.8 28.6 14.1 22.3

Interest expense
99.7 135.6 3.4 231.9

Income before income taxes 513.5 95.0 8.6 599.9

Income tax expense
179.7 24.4 204.1

Net income 333.8 70.6 8.6 395.8

Net income attributable to noncontrolling interests 9.5 0.4 9.5 0.4

Net income attributable to Allegheny Energy Inc 324.3 70.2 0.9 395.4
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In millions
Merchant Regulated Allegheny

2007 Generation Operations Eliminations Consolidated

Operating revenues $1625.9 $2855.3 $1174.2 $3307.0

Operating expenses

Fuel
661.7 269.1 930.8

Purchased power and transmission 33.5 1527.8 1168.1 393.2

Deferred
energy costs net 10.1 10.1

Operations and maintenance 243.9 449.2 6.1 687.0

Depreciation and amortization 89.7 189.6 2.3 277.0

Taxes other than income taxes 49.8 162.0 211.8

Total operating expenses 1078.6 2587.6 1176.5 2489.7

Operating income 547.3 267.7 2.3 817.3

Other income expense net 24.0 31.4 18.6 36.8

Interest expense 86.9 107.7 7.3 187.3

Income before income taxes 484.4 191.4 9.0 666.8

Income tax expense 177.3 73.5 250.8

Netincome 307.1 117.9 9.0 416.0

Net income attributable to noncontrolling interests 13.1 0.7 10.0 3.8
Net income attributable to Allegheny Energy Inc 294.0 117.2 1.0 412.2
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MERCHANT GENERATION SEGMENT

The following is summary of certain statistical information relating to the Merchant Generation segment

that is regularly reviewed by its management

2009/2008 2008/2007

2009 2008 2007 Change Change

Market prices

Round-the-clock energy price $IMWh PJM Western

Hub 38.75 69.81 56.92 44.5% 22.6%

Round-the-clock energy price $/MWh PJM AD

Hub 32.98 53.19 45.18 38.0% 17.7%

Natural gas priceHenry Hub NYMEX $/MMBtu 3.92 8.84 6.94 55.7% 27.4%

Allegheny Operating statistics

Realized energy price $/MWh 36.06 55.56 47.92 35.1% 15.9%

Supercritical
Coal Units

kWhs generated in millions 22375 29380 28727 23.8% 2.3%

Equivalent Availability Factor EAF 79.9% 87.6% 83.1% 7.7% 4.5%

Net Capacity Factor NCF 57.8% 75.6% 74.2% 17.8% 1.4%

Station OM in millions

Base and operations
82.6 77.5 77.0 6.6% 0.6%

Special maintenance 55.5 27.3 57.8 103.3% 52.8%

Total Station OM 138.1 104.8 134.8 31.8% 22.3%

All Generating Units

kWhs generated in millions 26004 34464 34912 24.5% l.3%

EAF 82.3% 87.9% 84.0% 5.6% 3.9%

NCF 41.3% 54.9% 55.5% 13.6% 0.6%

Station OMin millions

Base and operations
123.5 116.4 114.3 6.1% 1.8%

Special maintenance 62.3 40.8 66.3 52.7% 38.5%

Total Station OM 185.8 157.2 180.6 18.2% 13.0%

Represents the weighted average actual price received at the generation facility for power sold into PJM by

Alleghenys Merchant Generation plants

Excludes kWhs consumed by pumping at the Bath County Virginia hydroelectric station

EAF represents the average available generating capacity expressed as percentage of total generating

capacity This measure is commonly less than 100% primarily due to planned and unplanned outages and

derates

NCF is measure of actual net electricity generated compared to the amount of electricity that could have

been generated at maximum operating capacity This measure is less than 100% due to periods during which

generating capacity is not available as result of planned and unplanned outages as well as periods during

which generating capacity is available but is not dispatched because of the availability in the market of

lower cost generation in amounts sufficient to meet demand

Station OM includes base operations and special maintenance costs Base and operations costs consist of

normal recuning expenses
related to the ongoing operation of the generation facilities Special maintenance

costs include costs associated with outage-related maintenance and projects that relate to the generation

facilities
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Forward prices at December 31 2009 for certain commodities in Alleghenys region were as follows

Forward Market Prices

2010 2011 2012

Round-the-clock
energy pricePJM Western Hub $/MWh $48.02 $49.55 $50.39

Round-the-clock energy pricePJM AD Hub $IMWh $39.02 $41.44 $43.62

Natural gas priceHenry Hub NYMEX $IMMBtu 5.79 6.33 6.53

Based on average prices for the calendar year

The performance of Alleghenys Merchant Generation segment is significantly impacted by changes in

prices for power and for commodities that underlie the generation of electric power such as coal and natural gas

Changes in such prices result from changes in supply and demand fuel costs market liquidity weather
environmental regulation and other factors Market prices for power and related commodities are volatile and

difficult to predict Decreased demand for power and lower prices for power significantly impacted Alleghenys
Merchant Generation segment during 2009 In lower power price environments Allegheny generates less power
because of the increased amount of time during which it is not economical to run its generating units During
2009 Allegheny utilized the flexibility afforded in certain of its coal purchase contracts to cancel or defer coal

deliveries

To manage exposure to market price changes Allegheny sells and purchases physical energy at the

wholesale level and enters into financial contracts within established risk management objectives and policies

The impacts of weak demand and low commodity prices on operating performance during 2009 were partially

mitigated by power sale hedges including Alleghenys PLR contracts and financial hedges The following table

shows the percentages of Alleghenys estimated future power sales and coal purchases that were hedged as of

December 31 2009

Year Ending December 31

2010 2011 2012

Percentage of expected coal-fired generation sales hedged 82% 30% 4%
Percentage of expected coal purchases hedged 97% 66% 60%

Selected financial results for the Merchant Generation segment for the years ended December 2009
2008 and 2007 were as follows

Merchant Generation

In millions 2009 2008 2007

Operating revenues $1608.6 $1792.9 $1625.9

Operating income 505.7 605.4 547.3

Income before income taxes 371.8 513.5 484.4
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Operating Revenues

Merchant Generation operating revenues were as follows

In millions
2009 2008 2007

PJM energy revenue all generation
936.5 1913.1 1669.0

PJM capacity revenue
356.2 195.2 56.6

Power hedge revenue net

Power sale revenueaffiliated contracts 1198.7 1210.6 1123.8

Power sale revenuenonaffiliated contracts 73.6 77.9 64.6

Power purchased from PJM to serve contracts 1177.6 1626.7 1334.6

Realized gains losses on financial hedges
118.8 25.6 3.5

Power hedge revenue net 213.5 363.8 149.7

Other including unrealized gains losses on hedge instruments 102.4 48.4 50.0

Total operating revenues $1608.6 1799 1625.9

PJM Energy Revenue

PJM Energy Revenue represents the sale of all power produced by our Merchant Generation fleet PJM

Revenue decreased $976.6 million in 2009 compared to 2008 resulting from significantly lower demand for

electricity and lower natural gas and power prices The segments generation output was approximately 24.5%

lower in 2009 compared to 2008 and its supercritical plant capacity factor representing the MWhs actually

generated compared to the amount of electricity that could have been generated at maximum operating capacity

dropped to 57.8% in 2009 compared to 75.6% in the prior year

PJM Energy Revenue was higher in 2008 compared to 2007 primarily due to an increase in the market price

of power partially offset by decrease in MWhs generated

PJM Capacity Revenue

PJM capacity revenue increased $161.0 million and $138.6 million in 2009 and 2008 respectively resulting

from increased capacity prices under the PJM RPM auction process

Power Sale RevenueAffiliated Contracts

The Merchant Generation segment AE Supply sold West Penn the power to meet most of its customers

needs and sold Potomac Edison the power to meet portion of its Maryland and most of its Virginia customers

needs under power sales contracts

Affiliated power sale revenue decreased $11.9 million in 2009 compared to 2008 primarily due to

$28.8 million decrease in Maryland due to the residential customers going to market on January

2009 and AE Supply winning portion of the load contracts and $17.1 million decrease in Virginia

due primarily to lower demand

partially offset by $34.1 million increase in revenues in Pennsylvania due primarily to higher

generation rates charged to Pennsylvania customers which are passed on to AE Supply under the terms

of the power supply contract between West Penn and AE Supply

Affiliated power sale revenue increased $86.8 million in 2008 compared to 2007 primarily due to

$62.7 million increase due to new power sales agreements between AE Supply and Potomac Edison

at market-based rates to serve certain of Potomac Edisons customers in Virginia the first of which

was effective July 2007 and
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$56.4 million increase primarily due to higher generation rates charged to Pennsylvania customers
which are passed on to AE Supply under the tenns of the power supply contract between West Penn

and AE Supply

partially offset by $32.3 million decrease related to lower sales volumes for Potomac Edisons

customers in Maryland

Power Purchased From PJM to Serve Contracts

Power purchased from PJM to serve the Merchant Generation segments power sale contracts decreased

$449.1 million in 2009 compared to 2008 primarily due to decrease in market prices as well as decreased

customer load partially offset by an increase in capacity costs

Power purchased from PJM to serve the Merchant Generation segments power sale contracts increased

$292.1 million in 2008 compared to 2007 due to an increase in the market price of power partially offset by
decreased customer load

Realized Gains Losses on Financial Hedges

Realized gains losses on financial hedges increased by $144.4 million in 2009 compared to 2008 due to an

increase in margin on the hedges due to decrease in market prices

Realized gains losses on financial hedges decreased by $22.1 million in 2008 compared to 2007 due to

decrease in margin on the hedges due to an increase in market prices

Other Revenues

Other revenues increased $54.0 million for 2009 compared to 2008 primarily due to unrealized gains on FTRs

Operating Expenses

Fuel Fuel expense represents the cost of coal natural gas oil lime and other materials consumed in the

generation of power as well as emission allowances fuel handling and residual disposal costs Fuel expense was

as follows

In millions 2009 2008 2007

Fuel
$675.5 $793.4 $661.7

Fuel
expense decreased $1 17.9 million in 2009 compared to 2008 primarily due to $107.7 million

decrease in coal expense resulting from 27.1% decrease in tons of coal consumed at Alleghenys merchant

coal-fired generation facilities partially offset by 14.7% increase in the
average cost of coal per ton

Fuel expense increased $131.7 million in 2008 compared to 2007 primarily due to $131.8 million increase

in coal expense resulting from 19.5% increase in the
average cost of coal per ton and 4.6% increase in tons of

coal consumed at Alleghenys merchant coal-fired generation facilities

Purchased Power and Transmission Purchased power and transmission expenses were as follows

In millions 2009 2008 2007

Purchased power and transmission $26.4 $30.3 $33.5

Purchased power and transmission
expense decreased $3.9 million in 2009 compared to 2008 primarily due

to $10.6 million gain on the effective settlement of power purchase agreements in connection with the purchase

of certain hydroelectric generation facilities partially offset by costs relating to hedge strategy associated with

transportation agreement between AE Supply and Kern River Gas Transmission Company See consolidated

financial statement Note 14 Purchase of Hydroelectric Generation Facilities for additional information
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Purchased power and transmission expense decreased $3.2 million in 2008 compared to 2007 primarily due

to sales of excess coal and natural gas purchased for generation in 2007

Operations and Maintenance Operations and maintenance expenses include salaries and wages employee

benefits materials and supplies contract work outside services and other expenses Operations and maintenance

expenses were as follows

In millions
2009 2008 2007

Operations and maintenance $247.0 $222.1 $243.9

Operations and maintenance expenses increased $24.9 million in 2009 compared to 2008 primarily due to

an increase in costs resulting from the timing of plant maintenance partially offset by $6.7 million credit to

operations and maintenance expense relating to the purchase of certain hydroelectric generation facilities See

consolidated financial statement Note 14 Purchase of Hydroelectric Generation Facilities for additional

information

Operations and maintenance expenses decreased $21.8 million in 2008 compared to 2007 primarily due to

decreased costs resulting from the timing of plant maintenance

Depreciation and Amortization Depreciation and amortization expenses were as follows

In millions
2009 2008 2007

Depreciation and amortization $106.8 $94.1 $89.7

Depreciation and amortization expenses increased $12.7 million in 2009 compared to 2008 primarily due to

Scrubber equipment at the Hatfields Ferry generating facility which was placed into service during 2009

Depreciation and amortization expenses
increased $4.4 million in 2008 compared to 2007 primarily due to

increased depreciation resulting from net property plant and equipment additions

Taxes Other than Income Taxes Taxes other than income taxes primarily include business and occupation

tax payroll taxes and property taxes Taxes other than income taxes were as follows

In millions
2009 2008 2007

Taxes other than income taxes $47.2 $47.6 $49.8

Taxes other than income taxes decreased $2.2 million in 2008 compared to 2007 primarily due to tax

refund

Other Income Expense net

Other income expense net was as follows

In millions
2009 2008 2007

Other income expense net $1.0 $7.8 $24.0

Other income expense net decreased $6.8 million in 2009 compared to 2008 primarily due to lower

interest income resulting from decreased average investments at lower rates

Other income expense net decreased $16.2 million in 2008 compared to 2007 primarily due to an $8.4

million gain relating to an exchange transaction involving real estate in La Paz Arizona that was recorded during

2007 as well as lower interest income resulting from lower average investment balances at lower interest rates
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Interest Expense

Interest expense was as follows

In millions 2009 2008 2007

Interest expense $134.9 $99.7 $86.9

Interest expense increased $35.2 million in 2009 compared to 2008 primarily due to costs associated with

AE Supplys September 2009 and October 2009 purchases of outstanding medium-term notes

Interest expense increased $12.8 million in 2008 compared to 2007 primarily due to the reversal of $54.7

million of accrued interest resulting from the settlement of Alleghenys litigation with Merrill Lynch which was

recorded during 2007 partially offset by lower average debt outstanding at lower interest rates and increased

capitalized interest resulting from capital projects that were partially funded using cash from operations See

consolidated financial statement Note 24 Acquisition of Noncontrolling Interest in AE Supply for additional

information regarding the settlement with Merrill Lynch

See consolidated financial statement Note Capitalization and Debt for additional information

Income Tax Expense

The effective tax rate for the twelve months ended December 31 2009 was 34.6% Income tax expense for

the twelve months ended December 31 2009 was lower than income tax expense calculated at the federal

statutory tax rate of 35% primarily due to an adjustment to the Pennsylvania net operating loss carryforward

deferred tax asset resulting from Pennsylvania tax law change which decreased the rate by 3.0% and the

ratemaking effects of depreciation differences and investment tax credits which reduced the rate by 0.2% This

decrease was partially offset by state taxes which increased the rate by 2.8%

The effective tax rate for the twelve months ended December 31 2008 was 35.0% Changes in tax reserves

related to uncertain tax positions and audit settlements increased the effective rate by 0.9% This increase was

offset by state income taxes permanent items and the rate-making effects of depreciation differences and the

investment tax credit which decreased the rate by 0.9%

The effective tax rate for the twelve months ended December 31 2007 was 36.6% Income tax expense
for

the twelve months ended December 31 2007 was higher than income tax expense calculated at the federal

statutory tax rate of 35% primarily due to state taxes which increased the rate by 1.0% and increases in tax

reserves related to uncertain tax positions and audit settlements which increased the rate by 0.6%

REGULATED OPERATIONS SEGMENT

Selected financial results for the Regulated Operations segment for the years ended December 31 2009
2008 and 2007 were as follows

Regulated Operations

In millions 2009 2008 2007

Operating revenues $3051.2 $2855.3 $2855.3

Operating income 412.3 202.0 267.7

Income before income taxes 272.0 95.0 191.4
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The performance of Alleghenys Regulated Operations segment is significantly impacted by customer

demand for electricity regulatory ratemaking actions and the progress
of transmission expansion projects Retail

electricity sales were as follows

2009/2008 2008/2007

2009 2008 2007 Change Change

Retail electricity sales million kWhs 42040 44192 44901 4.9% 1.6%

The decreases in retail electricity sales shown in the table above are due largely to significant decreases in

industrial demand relating to the weak economic climate and to lesser degree decreases in residential demand

These trends continued through December 31 2009 and future retail electricity sales will continue to be affected

by economic conditions load fluctuations conservation measures and weather

In addition to retail electricity sales management monitors the performance of the Regulated Operations

segment based in part on certain statistical information including the following

2009/2008 2008/2007

Normal 2009 2008 2007 Change Change

Revenue per megawatt-hour MWh sold N/A $72.80 61.14 60.44 19.1% 1.2%

OMperMWhsoldb N/A $10.27 10.16 9.89 1.1% 2.7%

HDD 5516 5225 5324 5144 1.9% 3.5%

CDDc 811 816 772 1032 5.7% 25.2%

kWhs generated million kWhs N/A 7526 12137 13323 38.0% 8.9%

This measure is calculated by dividing total revenues from retail sales of electricity by retail electricity

sales

This measure is calculated by dividing total OM excluding OM related to transmission expansion

which is recovered in formula rates by retail electricity sales

Heating degree-days HDD and cooling degree-days CDD The operations of the Distribution

Companies are weather sensitive Weather conditions directly influence the volume of electricity delivered

by the Distribution Companies representing one of several factors that impact the volume of electricity

delivered Accordingly deviations in weather from normal levels can affect Alleghenys financial

performance Degree-day data is used to estimate amounts of energy required to maintain comfortable

indoor temperature levels based on each days average temperature HDD is the measure of the variation in

the weather based on the extent to which the average daily temperature falls below 65 Fahrenheit and CDD

is the measure of the variation in the weather based on the extent to which the average daily temperature

rises above 65 Fahrenheit Each degree of temperature above 65 Fahrenheit is counted as one cooling

degree-day and each degree of temperature below 65 Fahrenheit is counted as one heating degree-day

HDD and CDD are most likely to impact the usage
of Alleghenys residential and commercial customers

Industrial customers are less weather sensitive

Represents kWhs generated by Monongahelas regulated generation facilities

During 2008 Potomac Edisons Virginia distribution operations reported significant losses due to increased

costs of purchased power that could not be passed on to its customers As result of ratemaking decisions Potomac

Edison began to recover the majority of its actual purchased power costs in Virginia beginning January 2009 and

this resulted in increased pre-tax earnings of $98.3 million in 2009 compared to the prior year

Capital expenditures on Alleghenys PATH TrAIL and other expansion transmission projects are

continuing Accumulated expenditures for these projects were $828.9 million at December 31 2009 and $244.8

million at December 31 2008 As discussed in consolidated financial statement Note Transmission

Expansion increased capital spending on these projects directly impacts earnings Income before income tax

relating to transmission expansion increased $35.9 million in 2009 compared to the prior year and net income

excluding the amount of income attributable to our joint venture partners noncontrolling interest in PATH

increased $20.7 million in 2009 compared to the prior year
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Operating Revenues

Regulated Operation revenues were as follows

In millions 2009 2008 2007

Retail electric

Generation and ancillary $2280.0 $1902.7 $1891.2
Transmission 118.6 124.2 123.8

Distribution 661.7 675.1 699.0

Total retail electric 3060.3 2702.0 2714.0

Transmission services and bulk power
PJM revenue net 198.8 34.2 5.4
Warrior Run generation revenue 52.7 86.0 52.7

Transmission and other 100.1 73.2 74.7

Total transmission services and bulk power 46.0 125.0 122.0

Other
36.9 28.3 19.3

Total operating revenues $3051.2 $2855.3 $2855.3

Total operating revenues increased $195.9 million in 2009 compared to 2008 primarily due to $358.3

million increase in retail electric revenues partially offset by $171.0 million decrease in transmission services

and bulk power revenues

Retail Electric

Retail electric revenues increased $358.3 million in 2009 compared to 2008 primarily due to

$173.1 million increase in Pennsylvania operating revenues resulting from higher generation rates

charged to Pennsylvania customers

$149.4 million increase primarily due to an ENEC-related rate increase in West Virginia that went into

effect on January 2009

$118.4 million increase in Maryland generation revenues primarily resulting from market-based

generation pricing for residential customers effective January 2009 and

$98.3 million increase due to higher rates under ratemaking settlements in Virginia

These increases were partially offset by

$102.0 million decrease in retail revenue related to reduced customer demand and

$38.5 million decrease due to the expiration of an earnings benefit related to stranded cost recovery in

Pennsylvania

Transmission Services and Bulk Power

Transmission services and bulk power revenues decreased $171.0 million in 2009 compared to 2008
primarily due to

$164.6 million decrease in PJM revenue net and

$33.3 million decrease in revenues from Warrior Run generation primarily resulting from the timing

of maintenance outages at the facility
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partially offset by $26.9 million increase in transmission and other revenues as result of increased

recoverable expenses and returns on investment that are related to transmission expansion

Monongahela sells the power that it generates from its West Virginia jurisdictional assets into the PJM

market and purchases from the PJM market the power necessary to meet its West Virginia jurisdictional

customer load and its contractual obligations which include supplying power to serve Potomac Edisons West

Virginia load PJM revenue net represents
the revenues from PJM sales less the costs of PJM purchases relating

to West Virginia assets and load

Revenues from generation
sold into PJM were lower primarily due to significantly

lower demand and

decrease in the market price of power Power purchased from PJM decreased due to decrease in the market

price of power and decreased customer demand

PJM revenue net decreased $28.8 million in 2008 compared to 2007 primarily due to an increase in power

purchased from PJM at higher prices to serve Monongahela power supply agreements

Revenues from Warrior Run generation increased $33.3 million in 2008 compared to 2007 primarily

resulting from the timing of maintenance outages at the facility

Operating Expenses

Fuel Fuel expense represents the cost of coal natural gas oil lime and other materials consumed in the

generation of power as well as emission allowances fuel handling and residual disposal costs Fuel expense was

as follows

In millions
2009 2008 2007

Fuel
$211.1 $287.5 $269.1

Fuel expense
decreased $76.4 million in 2009 compared to 2008 primarily due to $65.3 million decrease

in coal expense
and an $8.5 million decrease in emission allowance expense The decrease in coal expense was

due to 39.1% decrease in tons of coal consumed at Alleghenys regulated coal-fired generation facilities

partially offset by 22.2% increase in the average cost of coal per ton

Fuel expense increased $18.4 million in 2008 compared to 2007 primarily due to $22.2 million increase in

coal expense partially offset by $6.4 million decrease in emission allowance expense The increase in coal

expense was due to an 18.6% increase in the cost of coal per ton partially offset by 7.6% decrease in tons of

coal consumed at Alleghenys regulated coal-fired generation facilities

Purchased Power and Transmission Purchased power and transmission expense represents power

purchased from AE Supply and third-party suppliers including purchases from qualifying facilities under

PURPA Purchased power and transmission expense was as follows

In millions
2009 2008 2007

Purchased power and transmission $1702.8 $1622.3 $1527.8

Purchased power and transmission expense
increased $80.5 million in 2009 compared to 2008 primarily

due to

$97.7 million increase primarily due to higher rates paid under the terms of market-based power

purchase contracts to supply Maryland residential customers effective January 2009 partially offset

reduction in power purchased resulting from reduced customer demand and
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an $84.1 million increase due to higher generation rates paid under the terms of power supply

agreement between West Penn and AE Supply partially offset by reduction in power purchased

resulting from reduced customer demand

These increases were partially offset by

$50.0 million decrease related to the expiration of an intercompany market rate adjustment in

Pennsylvania

$15.2 million decrease in purchased power from PURPA facilities primarily resulting from the timing
of maintenance outages at the Warrior Run PURPA generation facility and

$15.0 million decrease primarily due to lower rates paid under the terms of market-based power
purchase contracts to supply Virginia residential customers

Purchased power and transmission
expense increased $94.5 million in 2008 compared to 2007 primarily

due to

$65.8 million increase due to higher generation rates charged to Pennsylvania customers which are

contractually passed on to AE Supply under the terms of power supply agreement between West Penn
and AE Supply and

$62.7 million increase due to new power sales agreement in Virginia between AE Supply and
Potomac Edison at market-based rates see consolidated financial statement Note Rates and

Regulation for additional information

partially offset by $21.7 million decrease due to the expiration in May 2007 of fixed price supply

agreement to serve Monongahelas former Ohio service territory

Deferred Energy Costs net Deferred energy costs net represent an adjustment of actual costs incurred

during the period for amounts that are expected to be charged or credited to customers in rates in future period
under regulatory mechanism The components of deferred energy costs were as follows

In millions
2009 2008 2007

AES Warrior Run PURPA generation $15.3 9.3 2.4
ENEC related costs 499 71.7 7.5
Market-based generation and other costs 0.8 1.3 0.2

Deferred energy costs net $64.4 $63.7 $10.l

AES Warrior Run PURPA Generation To satisfy certain of its obligations under PURPA Potomac
Edison entered into long-term contract beginning July 2000 to purchase capacity and energy from the AES
Warrior Run PURPA generation facility through the beginning of 2030 Potomac Edison is authorized by the

Maryland PSC to recover all contract costs from the AES Warrior Run PURPA generation facility net of
any

revenues received from the sale of AES Warrior Run output into the wholesale energy market by means of

retail revenue surcharge Any under-recovery or over-recovery of net costs is being deferred pending subsequent

recovery from or return to customers through adjustments to this surcharge

ENEC Costs Under the annual ENEC method of recovering net power supply costs in West Virginia

including fuel costs purchased power costs and other related expenses net of related revenue and interest

earnings on the Fort Martin Scrubber project escrow fund Monongahela and Potomac Edison track actual costs

and revenues for under and/or over recoveries and file requests for revised ENEC rates on an annual basis Any
under and/or over recovery of costs net of related revenues is deferred for subsequent recovery or refund as

regulatory asset or regulatory liability with the corresponding impact on the Consolidated Statements of Income
reflected in Deferred

energy costs net
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Market-based Generation and Other Costs Potomac Edison is authorized by the Maryland PSC to

recover the costs of the generation component of power sold to certain residential commercial and industrial

customers that did not choose third-party alternative generation provider regulatory asset or liability is

recorded on Potomac Edisons balance sheet for any under-recovery or over-recovery
of the generation

component of costs charged to these customers In addition under an order of the Virginia SCC Potomac Edison

was granted rate adjustment to recover portion of its increased purchased power costs The order directed

Potomac Edison to defer
any

under-or over-recovery of purchased power costs approved

Operations and Maintenance Operations and maintenance expenses primarily include salaries and wages

employee benefits materials and supplies contract work outside services and other expenses Operations and

maintenance expenses were as follows

In millions
2009 2008 2007

Operations and maintenance $445.9 $458.0 $449.2

Operations and maintenance expenses
decreased $12.1 million in 2009 compared to 2008 primarily due to

decreased costs associated with the timing of plant maintenance

Operations and maintenance expenses
increased $8.8 million in 2008 compared to 2007 primarily due to an

$8.8 million increase in right-of-way vegetation expense resulting from increased maintenance activities and

storm activity and $5.1 million increase in compensation and benefits expense partially offset by decreased

costs resulting from the timing of plant maintenance

Depreciation and Amortization Depreciation and amortization expenses were as follows

In millions
2009 2008 2007

Depreciation and amortization $177.1 $181.9 $189.6

Depreciation and amortization expenses decreased $4.8 million in 2009 compared to 2008 primarily due to

an $8.2 million decrease in amortization related to regulatory assets partially offset by $3.5 million increase in

depreciation expense resulting from the Fort Martin Scrubbers which were placed into service during the fourth

quarter of 2009

Depreciation and amortization expenses decreased $7.7 million in 2008 compared to 2007 primarily due to

2007 rate order by the West Virginia PSC that extended the depreciable lives of regulated generating assets

effective May 2007

Taxes Other Than Income Taxes Taxes other than income taxes primarily includes business and

occupation taxes payroll taxes gross receipts taxes and property taxes Taxes other than income taxes were as

follows

In millions
2009 2008 2007

Taxes other than income taxes $166.4 $167.3 $162.0

Taxes other than income taxes increased $5.3 million in 2008 compared to 2007 primarily due to an

increase in gross receipts tax resulting from an increase in Pennsylvania taxable regulated utility revenues and an

increased Pennsylvania tax rate
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Other Income Expense net

Other income expense net was as follows

In millions
2009 2008 2007

Other income expense net
$17.1 $28.6 $31.4

Other income expense net decreased $11.5 million in 2009 compared to 2008 primarily due to decreased
interest income on investments resulting from lower investment balances and interest rates

Other income expense net decreased $2.8 million in 2008 compared to 2007 primarily due to decreased
interest income on investments resulting from lower investment balances and interest rates

Interest Expense

Interest expense was as follows

In millions
2009 2008 2007

Interest expense $157.4 $135.6 $107.7

Interest expense increased $21.8 million in 2009 compared to 2008 primarily due to Monongahelas
December 2008 issuance of $300 million of first mortgage bonds and bonowings under TrAIL Companys credit

facility See consolidated financial statement Note Capitalization and Debt for additional information

Interest expense increased $27.9 million in 2008 compared to 2007 primarily due to the December 2007
issuance of $275 million of first mortgage bonds by West Penn the April 2007 issuance of environmental control
bonds by Potomac Edison and the December 2008 issuance of $300 million of first mortgage bonds by
Monongahela See consolidated financial statement Note Capitalization and Debt for additional

information

Income Tax Expense

The effective tax rate for the twelve months ended December 31 2009 was 41.5% Income tax
expense for

the twelve months ended December 31 2009 was higher than income tax
expense calculated at the federal

statutory tax rate of 35% primarily due to state taxes which increased the rate by 5.0% the segments share of
consolidated income tax expense which increased the rate by 2.5% and changes in tax reserves related to

uncertain tax positions and audit settlements which increased the rate by 0.9% These increases were partially

offset by permanent differences and the ratemaking effects of investment tax credits and depreciation differences
which decreased the rate by 1.9%

The effective tax rate for the twelve months ended December 31 2008 was 25.7% Income tax expense for

the twelve months ended December 31 2008 was lower than income tax expense calculated at the federal

statutory tax rate of 35% primarily due to adjustments to reserves for uncertain tax positions that decreased the

rate by 9.4% permanent differences which decreased the rate by 7.9% and the segments share of consolidated

tax savings which decreased the rate by 2.0% These deductions were partially offset by state taxes which
increased the rate by 5.8% and the ratemaking effects of investment tax credits and depreciation differences
which increased the rate by 4.2%

The effective tax rate for the twelve months ended December 31 2007 was 38.5% Income tax expense for

the twelve months ended December 31 2007 was higher than income tax
expense calculated at the federal

statutory tax rate of 35% primarily due to state taxes which increased the rate by 3.1% the ratemaking effects of

depreciation differences which increased the rate by 2.2% and changes in tax reserves related to uncertain tax

79



$80.5 $34.5 7.9

15.2 9.9 5.5

4.2 3.4 0.6

1.9 1.1 0.1

0.1

21.3 14.5 6.0

59.2 20.0 1.9

2.4 1.3 2.0

7.3 2.9 0.8

54.3 18.4 3.1

21.4 7.2 0.8

32.9 11.2 2.3

1.4 0.4

$31.5 $10.8 2.3

TrAIL Company and PATH LLC are subject to regulation of rates by FERC for amounts billed through

PJM FERC has approved the use of formula rate methodology for recovery of all prudently incurred operations

and maintenance expenses return on debt and equity on all capital expenditures in connection with TrAIL and

PATH based on hypothetical 50% debt 50% equity capital structure until the transmission facilities are placed

into service as well as an income tax allowance The actual capital structure will be reflected in the formula rate

once the transmission facilities are placed into service TrAIL Company and PATH LLC recognize revenue

based on allowable costs incurred and return earned Therefore revenues and operating income are expected to

increase as the projects move forward from the planning and approval stages through development and

construction See consolidated financial statement Note Transmission Expansion and consolidated financial

statement Note Rates and Regulation for more information regarding TrAIL and PATH

positions and audit settlements which increased the rate by 1.8% These increases were partially offset by

permanent differences which decreased the rate by 1.4% the ratemaking effects of investment tax credits which

decreased the rate by 1.0% and the segments share of consolidated tax savings which decreased the rate 1.2%

Transmission Expansion

The Regulated Operations segment includes operations relating to transmission expansion projects which

includes TrAIL Company and PATH LLC The results of operations
and selected balance sheet information

related to transmission expansion were as follows

Year Ended December 31

In millions
2009 2008 2007

Results of operations

Operating revenues

Operations and maintenance

Depreciation and amortization

Taxes other than income taxes

Other

Total operating expenses

Operating income

Other income expense net

Interest expense net of capitalized interest

Income before income taxes

Income tax expense

Net income

Net income attributable to noncontrolling interest

Net income attributable to Allegheny Energy Inc

In millions

Balance sheet information

Property plant and equipment net

Total assets

Long-term debt

Stockholders equity

At December 31

2009 2008

$825.3

$922.5

$455.0

$209.8

$243.3

$307.9

90.0

$142.9
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FINANCIAL CONDITIONLIQUIDITY AND CAPITAL RESOURCES

To meet cash needs for operating expenses the payment of interest pension contributions retirement of

debt and construction programs Allegheny has historically used internally generated funds net cash provided by

operations less common dividends and external financings including the sale of common and preferred stock

debt instruments and lease arrangements

Allegheny manages excess cash through its internal money pool The money pool provides funds to certain

AE subsidiaries at the lower of the Federal Reserves previous day federal funds effective interest rate or the

Federal Reserves previous day seven day commercial
paper rate less four basis points The minimum interest

rate charged to approved AE subsidiaries is zero percent AE and AE Supply can only place money into the

money pool West Penn and Potomac Edison can either place money into or borrow money from the money
pool AGC can only borrow money from the money pool Since December 2009 Monongahela may only invest

money into the money pool and amounts invested by Monongahela may not be borrowed by any AE subsidiary

At December 31 2009 and 2008 Allegheny had cash and cash equivalents of $286.6 million and $362.1

million respectively and current restricted funds of $25.9 million and $36.8 million respectively Current

restricted funds at December 31 2009 included $20.6 million of funds collected from West Virginia customers

that will be used to service the ratepayer obligation bonds issued in connection with the construction of the

Scrubbers at Fort Martin and $5.3 million of intangible transition charges collected from West Penn customers

related to Pennsylvania transition costs Current restricted funds at December 31 2008 included $21.9 million of

funds collected from West Virginia customers that will be used to service the ratepayer obligation bonds issued

in connection with the construction of Scrubbers at Fort Martin and $14.9 million of intangible transition charges
collected from West Penn customers related to Pennsylvania transition costs In addition at December 31 2009

and 2008 Allegheny had long-term restricted funds of $60.2 million and $133.3 million respectively Long-term
restricted funds at December 31 2009 included $10.3 million of funds remaining from the $235 million

Pennsylvania Development Financing Authority bond issued in connection with the construction and installation

of Scrubbers at Hatfields Ferry generation facility $49.6 million of funds relating to proceeds from the issuance

of ratepayer obligation bonds in connection with the construction of the Scrubbers at Fort Martin and $0.3 of

escrow funds related to the Scrubber construction projects Long-term restricted funds at December 31 2008

consisted of funds relating to proceeds from the issuance of ratepayer obligation bonds in connection with the

construction of the Scrubbers at Fort Martin

See consolidated financial statement Note Capitalization and Debt for listing of Alleghenys debt by

maturity date In addition AE AE Supply and Monongahela each have in place revolving credit facilities AEs
credit facility matures in 2011 and AE Supplys and Monongahelas credit facilities mature in 2012 At

December 31 2009 borrowing capacity under these credit facilities was as follows

Letters of

Total Credit Available

In millions Capacity Borrowed Issued Capacity

AE Revolving Credit Facility 376.0 3.2 372.8

AE Supply Revolving Facility 1000.0 1000.0

Monongahela Revolving Credit Facility 110.0 110.0

Total $1486.0 $3.2 $1482.8

In addition at December 31 2009 TrAIL Company had borrowings under its $550 senior unsecured credit

facility in the amount of $455 million All amounts outstanding under the senior unsecured credit facility were

repaid during January 2010 with proceeds from TrAIL Companys January 25 2010 issuance of unsecured notes

and new senior unsecured revolving credit facility See Note Capitalization and Debt for additional

information
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Allegheny posts collateral with counterparties including PJM for certain transactions and transmission and

transportation tariffs Approximately $20.8 million and $33.4 million of cash collateral deposits were included in

current assets at December 31 2009 and 2008 respectively Approximately $3.1 million and $0.2 million of cash

collateral deposits were netted against derivative liabilities on the Consolidated Balance Sheet at December 31

2009 and 2008 respectively If Alleghenys credit ratings were to decline it may be required to deposit

additional cash or cash-equivalent collateral with its hedging counterparties See consolidated financial statement

Note 13 Fair Value Measurements Derivative Instruments and Hedging Activities for additional information

regarding potential additional collateral that would have been required for derivative contracts in net liability

position at December 31 2009 downgrade of AE AE Supply and the Distribution Companies at

December 31 2009 below Standard Poors BB- or Moodys Ba3 would have required Allegheny to post an

additional $80 million of collateral to counterparties including PJM for both derivative and non-derivative

contracts

Alleghenys consolidated capital structure excluding noncontrolling interest as of December 31 2009 and

2008 was as follows

2009 2008

In millions
Amount Amount

Long-term debt $4557.8 59.4 $4209.8 59.6

Common equity
3113.2 40.6 2850.8 40.4

Total $7671.0 100.0 $7060.6 100.0

January 2010 Debt Activity

On January 25 2010 TrAIL Company issued $450 million aggregate principal amount of 4.0% senior

unsecured notes due in 2015 and also entered into new $350 million senior unsecured revolving credit facility

with three-year maturity Borrowings under the new facility will bear interest that is calculated based on the

London Interbank Offered Rate plus margin based on TrAIL Companys senior unsecured credit rating TrAIL

Company used the net proceeds from the sale of the notes together with funds from its new credit facility to

repay
all amounts outstanding under the $550 million senior unsecured credit facility that it entered into in 2008

During January 2010 Monongahela repaid its $110 million 7.36% medium-term notes
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2009 Debt Activity

Borrowings and principal repayments on debt during 2009 were as follows

In millions Issuances Repayments

AE
AE Revolving Credit Facility 120.0 120.0

AE Supply

AE Supply Credit Facility-Revolving Loan 120.0 120.0

AE Supply Credit Facility-Term Loan 447.0

Exempt Facilities Revenue Bonds 235.0

Medium-Term Notes 600.0 396.3

TrAIL Company
TrAIL Company Credit Facility-Term Loan 365.0

West Penn

Transition Bonds
79.8

Monongahela

Environmental Control Bonds 64.4 10.6

Potomac Edison

Environmental Control Bonds 21.5 3.5

Consolidated Total $1525.9 $1177.2

Represents debt activity under AE Supplys previous credit facility which was replaced with new credit

facility during September 2009

On July 2009 the Pennsylvania Economic Development Financing Authority issued $235 million of

7.0% tax-exempt bonds that mature in 2039 and loaned the proceeds from that issuance to AE Supply to finance

portion of the cost of constructing and installing Scrubbers at its Hatfields Ferry generation facility AE Supply

capitalized $2.4 million in debt issuance costs associated with this transaction

On September 2009 AE Supply repurchased $97.5 million and $146.8 million respectively of its 7.80%

notes due 2011 and its 8.25% notes due 2012 pursuant to cash tender offer at an aggregate premium of $18.1

million AE Supply expensed the $18.1 million premium $0.7 million in unamortized debt costs and $0.6

million in fees associated with the tender offer during the three months ended September 30 2009

On September 24 2009 AE Supply entered into new $1 billion senior unsecured revolving credit facility

with three-year maturity The new revolving credit facility replaced AE Supplys previous $400 million

revolving credit facility which was scheduled to mature in May 2011 Loans under the new facility bear interest

that is calculated based on the London Interbank Offered Rate plus margin based on AE Supplys senior

unsecured credit rating AE Supply capitalized $22.3 million in debt costs related to this facility

On October 2009 AE Supply issued $600 million
aggregate principal amount of senior unsecured notes

consisting of $350 million of 5.75% notes due 2019 and $250 million of 6.75% notes due 2039 AE Supply used

portion of the net proceeds from the sale of these notes to repay in full its existing $447 million term loan on

October 2009 AE Supply capitalized $5.3 million in debt issuance costs associated with this new debt

issuance and expensed $0.6 million of unamortized debt costs associated with the extinguished term loan

On October 21 2009 AE Supply used the remaining proceeds of its senior unsecured note offering to

repurchase approximately $152 million aggregate principal amount of its 7.80% Medium Term Notes due 2011

pursuant to cash tender offer at an aggregate premium of $12.7 million AE Supply expensed the $12.7 million

premium $0.3 million in unamortized debt costs and $0.4 million in fees related to this tender offer
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On December 18 2009 Monongahela entered into new $110 million senior unsecured revolving credit

facility with three-year maturity Loans under the new facility generally bear interest that is calculated based on

the London Interbank Offered Rate plus margin based on Monongahelas senior unsecured credit rating

Monongahela capitalized approximately $1.4 million in debt costs related to this facility

On December 23 2009 MP Environmental Funding LLC an indirect subsidiary of Monongahela and PE

Environmental Funding LLC an indirect subsidiary of Potomac Edison issued $64.4 million and $21.5 million

respectively of Senior Secured Ratepayer Obligation Charge Environmental Control Bonds Series These

bonds securitize the right to collect an environmental control surcharge that Monongahela and Potomac Edison

impose on their retail customers in West Virginia The bonds were issued with an interest rate of 5.1% and

mature in January 2031 Net proceeds from the sale of the bonds are restricted funds and are being used to fund

certain costs incurred in connection with the construction and installation of the Scrubbers at Fort Martin

Monongahela and Potomac Edison capitalized $1.9 million and $0.7 million respectively in debt issuance costs

associated with this transaction

2008 Debt Activity

Issuances of indebtedness and repayments of principal on indebtedness during 2008 were as follows

In millions
Issuances Repayments

AE
AE Revolving Credit Facility

14.1 14.1

AE Supply

AE Supply Credit Facility-Term Loan 125.0

AE Supply Credit Facility-Revolving Loan 250.0 250.0

TrAIL Company
Short-Term Promissory Note 10.0

TrAIL Company Credit Facility-Term Loan 70.0

TrAIL Company Credit Facility-Revolving Loan 40.0 20.0

West Penn

Transition Bonds 2.8 78.3

Monongahela
First Mortgage Bonds 300.0

Environmental Control Bonds 14.9

Potomac Edison

Environmental Control Bonds 4.9

Consolidated Total $676.9 $517.2

The issuance amounts represent interest that was accrued and added to the principal amount of certain bonds

Represents debt activity under AE Supplys previous credit facility which was replaced with new credit

facility during September 2009

On August 15 2008 TrAIL Company entered into $550 million senior secured credit facility with

seven-year maturity The facility included $530 million construction loan and $20 million revolving facility

both with an initial borrowing rate equal to the London Interbank Offered Rate plus 1.875 percent Borrowings

under this facility were repaid in January 2010

On December 15 2008 Monongahela issued $300 million aggregate principal amount of 7.95% First

Mortgage Bonds that mature in 2013 Proceeds from the First Mortgage Bonds were used to repay short-term

intercompany debt to finance certain capital expenditures including portion of the costs to install Scrubbers at

Fort Martin and for working capital needs and other general corporate purposes
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Dividends

During 2009 and 2008 AE paid the following dividends on its common stock

Payment Date Record Date Dividend per Share

December 28 2009 December 14 2009 $0.15

September 28 2009 September 14 2009 $0.15

June 22 2009 June 2009 $0.15

March 23 2009 March 2009 $0.15

December29 2008 December 15 2008 $0.15

September 29 2008 September 15 2008 $0.15

June 23 2008 June 2008 $0.15

March 24 2008 March 10 2008 $0.15

December 17 2007 December 2007 $0.15

Future dividends will be declared at the discretion of the Board of Directors and will depend upon available

earnings cash flows and other relevant factors As described in consolidated financial statement Note 15
Dividend Restrictions AE Revolving Credit Facility places limit on quarterly cash dividends based on net

income in the four preceding quarters Additionally under the terms of its proposed merger with FirstEnergy AE
is prohibited from increasing its quarterly cash dividend

Construction and Capital Requirements

Allegheny estimates that its cash-based capital expenditures will approximate $1081 million in 2010 and

$696 million in 2011 including amounts relating to transmission expansion projects See BusinessCapital

Expenditures for additional capital expenditure detail Additional information regarding the TrAIL and PATH
transmission expansion projects follows

TrAIL Cost estimates for Alleghenys portion of TrAIL are approximately $850 million excluding

expenditures for other related transmission projects Allegheny estimates that its capital expenditures for TrAIL

will be approximately $250 million and $50 million for 2010 and 2011 respectively As discussed above in

Subsequent EventDebt in January 2010 TrAIL Company issued $450 million
aggregate principal amount

of senior unsecured notes and also entered into new $350 million senior unsecured revolving credit facility

PATH PJM is in the process of preparing its comprehensive 2010 Regional Transmission Expansion Plan

which will identify an in-service date for PATH Alleghenys share of total project costs for PATH is expected to be

approximately $1.2 billion and AEPs share of total project costs for PATH is expected to be approximately $0.6

billion Allegheny anticipates funding its capital expenditures related to PATH with future external debt financings

and cash from operations

Other Matters Concerning Liquidity and Capital Requirements

Allegheny makes cash contributions to its qualified pension plan to meet the minimum funding

requirements of employee benefit and tax laws and may include additional discretionary contributions to increase

the funded level of the plan Allegheny has not yet determined the amount of future contributions but may
contribute up to $80 million to its pension plan for the year 2010 The amount of future contributions to the plan
will depend on the funded status of the plan asset performance and other factors Allegheny currently anticipates

that it will contribute $12 million to $14 million during 2010 to fund postretirement benefits other than pensions

Allegheny has various obligations and commitments to make future cash payments under debt instruments

lease arrangements fuel and transportation agreements and other contracts The table below summarizes

estimated contractual obligations by period as of December 31 2009 excluding expected contributions for

pension and postretirement benefits other than pensions contingent liabilities and certain contractual

commitments that are accounted for under fair value accounting
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Contractual Obligations and Commitments In millions 2010 2011-2012 2013-2014 Thereafter Total

Debt 139.5 769.4 651.3 2997.6 4557.8

lnterestondebtb 269.2 487.0 378.2 1618.2 2752.6

Interest rate swap obligations 6.1 2.1 8.2

Capital lease obligations 10.7 15.0 8.7 2.7 37.1

Operating lease obligations 6.6 11.4 10.9 8.6 37.5

PURPA purchased power 274.3 556.0 577.9 3926.8 5335.0

Fuel purchase and transportation commitments 941.8 1804.8 1426.7 1815.6 5988.9

Uncertain tax positions 3.8 119.2 7.8 130.8

EDS contract services 25.6 46.8 72.4

Total $1677.6 $3811.7 $3061.5 $10369.5 $18920.3

Does not include unamortized debt expense discounts premiums and payments made and debt issued

subsequent to December 31 2009

Amounts were based on interest rates as of December 31 2009 and do not reflect any debt or interest rate

changes subsequent to December 31 2009

Amounts were calculated based on expected PURPA purchased power prices at December 31 2009 without

giving effect to possible price changes that could occur as result of any future CO2 emissions regulation or

legislation

Amounts represent Alleghenys expected cash payments for certain information technology services under

contract that expires on December 31 2012

Off-Balance Sheet Arrangements

Allegheny has no off-balance sheet arrangements that have or are reasonably likely to have current or

future material effect on its financial position revenues expenses results of operations liquidity capital

expenditures or capital resources

Cash Flows

Operating Activities

Alleghenys cash flows from operating activities result primarily from the generation sale and delivery of

electricity Future cash flows will be affected by the economy weather customer choice future regulatory

proceedings and future demand and piarket prices for power as well as Alleghenys ability to produce and

supply its customers with power at competitive prices Cash flows from operating activities were as follows

In millions
2009 2008 2007

Net income $394.1 $395.8 $415.3

Non-cash items included in income 457.0 460.4 541.1

Contributions to pension and OPEB plans 48.6 49.3 50.0

Changes in certain assets and liabilities 2.9 54.5 48.7

Net cash provided by operating activities $799.6 $8614 $955.1

The non-cash items included in income in 2009 primarily consisted of depreciation and amortization of

$282.1 million and deferred income taxes and investment tax credit net of $235.3 million partially offset by

deferred energy costs net of $64.4 million

The non-cash items included in income in 2008 primarily consisted of depreciation and amortization of

$273.9 million and deferred income taxes of $156.2 million Changes in certain assets and liabilities primarily

consisted in part of change in regulatory liabilities of $60.4 million primarily relating to Allegheny receiving
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payments from its customers in advance of providing service in order to mitigate the impact of the transition to

market-based generation rates the advanced payments are being credited to the customers Changes in certain

assets and liabilities also included change in regulatory assets of $51.3 million primarily resulting from the

recovery of previously deferred and earned revenue related to West Penn restructuring change in accrued taxes

of $43.1 million primarily as result of timing differences associated with the payment of certain tax

obligations and reduction in collateral deposits of $23.1 million primarily due to reduced collateral

requirements with various counterparties to Alleghenys power contracts These amounts were partially offset by
$62.9 million in changes in receivables and payables resulting from normal working capital activity and an

increase in materials supplies and fuel of $62.8 million primarily as result of increased fuel inventory levels

and higher prices

The non-cash items included in income in 2007 primarily consisted of depreciation and amortization of

$277.0 million and deferred income taxes of $260.7 million Changes in certain assets and liabilities primarily
consisted of $30.2 million in changes in receivables and payables resulting from normal working capital activity

Investing Activities

Cash flows from investing activities were as follows

In millions

Capital expenditures

Purchase of hydroelectric business

Proceeds from asset sales

Purchase of Merrill Lynch interest in subsidiary

Decrease increase in other restricted funds

Restricted funds used provided for Fort Martin construction

Other investments

Net cash used in investing activities

Cash flows used in investing activities in 2009 were $1084.8 million and primarily consisted of $1166.2

million of capital expenditures partially offset by an $84.1 million decrease in restricted funds primarily due to

the use of restricted funds associated with the Fort Martin Scrubber project

Cash flows used in investing activities in 2008 were $822.3 million and primarily consisted of $994.1

million of capital expenditures and $50.0 million relating to the acquisition of Merrill Lynchs noncontrolling

interest in AE Supply partially offset by $224.4 million decrease in restricted funds primarily due to the use of

restricted funds associated with the Fort Martin Scrubber project

Cash flows used in investing activities in 2007 were $1231.4 million and primarily consisted of $848.4

million of capital expenditures and $381.5 million increase in restricted funds primarily as result of the

receipt and investment of the proceeds from environmental control bonds issued to finance the construction of

Scrubbers at Fort Martin

2009 2008 2007

$l166.2 $994.l 848.4

2.0
3.0 1.1 1.8

50.0

0.3 10.7 34.5
83.8 213.7 347.0

3.7 3.7 3.3

$l084.8 $822.3 $l231.4

87



Financing Activities

Cash flows from financing activities were as follows

In millions
2009 2008 2007

Issuance of long-term debt 1508.3 647.6 936.9

Repayment of long-term debt 1177.2 493.1 502.2

Costs associated with the AE Supply revolving credit facility refinancing 22.2

Issuance repayment of note payable
10.0 10.0

Equity contribution to PATH LLC by joint venture partner
8.7 4.5

Payments on capital lease obligations
8.5 9.0

Redemption of preferred stock of subsidiary 24.0

Redemption premium and dividend on preferred stock of Monongahela 1.8

Proceeds from exercise of employee stock options
2.3 25.3 26.4

Cash dividends paid on common stock 101.7 101.1 25.0

Net cash provided by financing activities 209.7 64.2 420.3

Cash flows provided by financing activities in 2009 were $209.7 million and primarily included $1508.3

million net of $14.8 million related to debt issuance costs other than the costs associated with the AE Supply

revolving credit facility refinancing of $22.2 million in proceeds from the issuance of long-term debt including

borrowings of $605.0 million under AEs and AE Supplys revolving credit facilities and TrAIL Companys

senior secured credit facility as well as the issuance by AE subsidiaries of $920.8 million in the aggregate of

medium term notes sinking fund bonds and revenue bonds These amounts were partially offset by $1177.2

million in various debt repayments and $101.7 million of cash dividends paid on common stock

Cash flows provided by financing activities in 2008 were $64.2 million and primarily included $647.6

million net of $12.3 million related to original issue discounts and debt issuance costs in proceeds from the

issuance of long-term debt including borrowings of $360.0 million under AE Supplys revolving credit facility

and TrAIL Companys senior secured credit facility as well as the issuance of $300.0 million of 7.95% First

Mortgage Bonds partially offset by $493.1 million in various debt repayments and $101.1 million of cash

dividends paid on common stock

Cash flows provided by financing activities in 2007 were $421.0 million and primarily included $936.9

million net of $12.9 million related to original issue discounts and debt issuance costs in proceeds from the

issuance of long-term debt consisting of the issuance of $459.3 million of environmental control bonds $215.5

million of tax-exempt pollution control refunding bonds and $275.0 million of 5.95% First Mortgage Bonds

Partially offsetting these amounts were $502.2 million in various debt repayments

AE Common Stock

AE issued 0.2 million and 2.1 million shares of common stock in 2009 and 2008 respectively primarily in

connection with stock option exercises and the settlement of stock units There were no shares of common stock

repurchased in 2009 or 2008

Recent Accounting Pronouncements

See consolidated financial statement Note Recently Adopted and Recently Issued Accounting

Standards for information on recent accounting pronouncements affecting Allegheny
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Credit Ratings

The following table lists Alleghenys credit ratings as of March 2010

Moodys Fitch

Outlook
Stable Stable Stable

AE
Corporate Credit Rating Not Rated BBB- BBB-a
Senior Unsecured Debt Ba BB BBB
AE Supply
Senior Secured Debt Baa2 BBB BBB
Senior Unsecured Debt Baa3 BBB- BBB
Monongahela

First Mortgage Bonds Baal BBB BBB
Senior Unsecured Debt Baa3 BBB- BBB
Environmental Control Bonds Aaa AAA AAA
Potomac Edison

First Mortgage Bonds Baa BBB BBB
Environmental Control Bonds Aaa AAA AAA
West Penn

Transition Bonds Aaa AAA AAA
First Mortgage Bonds Baal BBB BBB
Senior Unsecured Debt Baa3 BBB- BBB
TrAIL

Senior Unsecured Debt Baa2 BBB- BBB
AGC
Senior Unsecured Debt Baa3 BBB- BBB

Issuer Default Rating

MARKET RISK INFORMATION

Allegheny is exposed to market risks associated with changes in commodity prices and interest rates as well

as credit risk The commodity price risk exposure results from market fluctuations in the price and transportation

costs of electricity coal natural gas and other energy-related commodities The interest rate risk
exposure results

from changes in interest rates related to variable-rate debt and debt that is maturing and will be refinanced

Allegheny has program designed to systematically identify measure evaluate and actively manage and assess

market risks

Allegheny has Corporate Risk Policy adopted by its Board of Directors and compliance with this policy is

monitored by Risk Management Committee which is chaired by its Chief Executive Officer or his designee
and is composed of senior management An independent risk management group within Allegheny also measures

and monitors the risk exposures to ensure compliance with the policy and to ensure that the policy is periodically

reviewed

Commodity Price Risk

Allegheny has commodity price risk to the extent that the amount of energy it generates and contracts to

purchase differs from the amount of energy it has contracted to sell Allegheny is also exposed to market risks

associated with changes in commodity prices resulting from changes in supply and demand fuel costs market

liquidity weather environmental regulation and other factors

To manage its exposure to market price changes relating to its
energy related assets liabilities and other

contractual arrangements Allegheny sells and purchases physical energy at the wholesale and retail level and
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enters into financial exchange-traded and over the counter derivative contracts See consolidated financial

statement Note 13 Fair Value Measurements Derivative Instruments and Hedging Activities for information

regarding Alleghenys derivative positions held at December 31 2009

In general increases in forward market prices for power have positive impact and decreases in forward

market prices have negative impact on Alleghenys owned and contracted generation positions that have not

been hedged As of December 31 2009 the percentage of expected coal-fired generation hedged was

approximately 82% 30% 4% and 1% for 2010 2011 2012 and 2013 respectively These percentages represent

the estimated amount of equivalent sales divided by the amount of energy purchases contracted and estimated to

be generated by our coal plants in such periods

Allegheny measures the sensitivity of the portfolio to potential changes in market prices using high-level

sensitivity analysis and Value at Risk See Derivative Market Risk section

Allegheny performed high-level sensitivity analysis of the impact of changes in power and coal prices on

its future pre-tax income The estimated market price exposure for Alleghenys coal-fired generation portfolio

associated with $10 per
MWh decrease in energy prices based on December 31 2009 market conditions and

hedged position would be decrease in pre-tax income of approximately $62 million $243 million and $329

million for 2010 2011 and 2012 respectively The estimated market price exposure
for Alleghenys coal-fired

generation portfolio associated with $10 per ton increase in coal prices based on December 31 2009 market

conditions and hedged position would be decrease in pre-tax income of approximately $5 million $48 million

and $56 million for 2010 2011 and 2012 respectively These power and coal price sensitivities were estimated

by individually adjusting power price assumptions and coal price assumptions respectively while in each case

holding all other variables constant Actual results could differ based on changes in load volumes plant

performance dispatch changes basis changes relative to PJM Western Hub power prices among other factors

To the extent Allegheny does not hedge against commodity price volatility its consolidated results of

operations cash flows and consolidated financial position may be affected either favorably or unfavorably by

shift in the forward price curves and spot commodity prices

Allegheny enters into certain contracts for the purchase and sale of electricity Certain of these contracts are

recorded at their fair value and are an economic hedge for the generation facilities For accounting purposes the

generation facilities are recorded at historical cost less depreciation As result Alleghenys results of operations

and financial position can be favorably or unfavorably affected by change in forward market prices

Of its commodity-driven risks Allegheny is primarily exposed to risks associated with the wholesale and

retail electricity markets including generation coal and other fuel procurement power marketing and the

purchase and sale of electricity Alleghenys wholesale and retail activities principally consist of bilateral

forward contracts for the purchase and sale of electricity The majority of these contracts represent commitments

to purchase or sell electricity at fixed prices in the future These forward contracts can require either physical or

financial settlement

Derivative Market Risk

Derivatives that are not designated as part of cash flow hedge relationship or as normal purchase normal

sale NPNS contracts are reported in revenues on mark-to-market basis

Allegheny and AE Supply measure their market risk exposure to mark-to-market derivative contracts other

than FTRs using value at risk model VaR VaR is statistical model that measures the variability of value and

predicts the risk of loss based on historical market price and volatility data over given period of time The

quantification of market risk using VaR provides consistent measure of risk across diverse energy markets and

products with different risk factors to set the overall corporate
risk tolerance determine risk targets and monitor
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positions Allegheny and AE Supply calculate VaR using the Monte-Carlo technique by simulating thousands of

scenarios sampling from the probability distribution of uncertain market variables In addition to VaR Allegheny
and AE Supply routinely perform stress and scenario analyses to measure extreme losses due to exceptional events

FTRs are excluded from Alleghenys calculation of VaR due to the absence of liquid spot and forward markets

AE Supply calculated the VaR of 1-day holding period at 95% confidence level using the full term of all

remaining wholesale
energy market positions that are accounted for on marked-to-market basis These wholesale

energy market positions consist of derivatives in power emissions and natural gas excluding FTRs The FTRs are

excluded from the VaR measurement as they are generally considered as the economic hedges that serve

Alleghenys load obligation As of December 31 2009 and December 31 2008 this calculation yielded VaR of

approximately $1 million and $3 million respectively This VaR decrease is primarily due to the positions roll-off

in the existing transactions being accounted for on mark-to-market basis as described in consolidated financial

statement Note 13 Fair Value Measurements Derivative Instruments and Hedging Activities

The value of FFRs generally represents an economic hedge of future congestion charges incurred to serve

Alleghenys load obligations The related load obligations however are not reflected in Alleghenys
Consolidated Balance Sheets As result the timing of recognition of gains or losses on FTRs will differ from

the timing of power purchases including incurred congestion charges The fair value of FTRs has been

determined using an internal model based on data from PJM annual and monthly FTR auctions These monthly
auction results can change significantly over time and may differ from the final settlement amounts As described

in consolidated financial statement Note 13 Fair Value Measurements Derivative Instruments and Hedging
Activities Allegheny recorded $33.2 million in unrealized gains attributable to FTRs during the twelve months
ended December 31 2009

Interest Rate Risk

At December 31 2009 AE did not have any debt subject to variable interest except for $455 million of

variable rate debt relating to the TrAIL project which is provided return for recovery of the estimated cost of

debt compared to $537.0 million of outstanding debt subject to variable interest rates at December 31 2008 See

consolidated financial statement Note Capitalization and Debt for additional information regarding

Allegheny debt

Credit Risk

Credit risk is defined as the risk that counterparty to transaction will be unable to fulfill its contractual

obligations Allegheny evaluates the credit standing of prospective counterparty based on the prospective

counterparty financial condition Where deemed
necessary Allegheny may impose specified collateral

requirements and use standardized
agreements that facilitate netting of cash flows Allegheny monitors the

financial conditions of existing counterparties on an ongoing basis Alleghenys independent risk management

group oversees credit risk

Allegheny engages in various
energy transacting activities The counterparties to these transactions

generally include electric and natural
gas utilities independent power producers energy marketers and

commercial and industrial customers In the event the counterparties do not fulfill their obligations Allegheny

may incur loss to close out position

Allegheny has concentration of counterparties in the electric and natural gas utility industries This

concentration of counterparties may affect Alleghenys overall exposure to credit risk either positively or

negatively because these counterparties may be similarly affected by changes in economic or other conditions

Allegheny is dependent on coal for much of its electric generation capacity Allegheny has coal supply
contracts in place that partially mitigate its

exposure to negative fluctuations in coal prices However Allegheny
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can provide no assurance that the counterparties to these agreements
will fulfill their obligations to supply coal

The suppliers under these agreements may as general matter experience financial legal or technical problems

that inhibit their ability to fulfill their obligations Among other circumstances the prevailing constrained credit

markets and overall negative economic conditions may affect the ability of Alleghenys suppliers to access the

capital markets and maintain adequate liquidity to sustain their respective businesses Various industry and

operational factors including increased costs transportation constraints safety issues and operational difficulties

may have negative effects on coal supplier performance During periods of rising coal prices the factors

impacting supplier performance could have more pronounced financial impact Furthermore the suppliers

under these agreements may not be required to supply coal to Allegheny under certain circumstances such as in

the event of natural disaster If Allegheny is unable to obtain its coal requirements under these contracts it may

be required to purchase coal at higher prices In addition although these agreements generally contain specified

prices they also provide for price adjustments related to changes in specified cost indices as well as specific

events such as changes in regulations affecting the coal industry Changes in the supply and price of coal could

have material adverse effect on Alleghenys business results of operations cash flow and financial condition

As of December 31 2009 Alleghenys commodity hedges are comprised primarily of derivatives that will

expire through May 2013

Allegheny currently is involved in number of capital intensive projects including the TrAIL Project the

PATH Project and Act 129 related projects in Pennsylvania Allegheny has contracted or expects to contract

with specialized vendors to acquire some of the necessary
materials and construction related services in order to

complete these projects As such Allegheny is exposed to the risk that these contractors may not perform as

required under their contracts Should this occur Allegheny may be forced to find alternate arrangements which

may cause delay andlor increased costs Furthermore Allegheny can provide no assurance that it would be able

to make such alternate arrangements on terms acceptable to it or at all

Allegheny also may be subject to credit risk through its participation in PJM to the extent that PJM

socializes counterparty
defaults across PJM members

Wholesale Credit Risk

Allegheny measures wholesale credit risk as the replacement cost for derivatives in power and natural gas

excluding FTRs both mark-to-market and accrual adjusted for amounts owed to or due from counterparties for

settled transactions The replacement cost of open positions represents
unrealized gains net of any unrealized

losses where we have legally enforceable right of setoff Allegheny monitors and manages the credit risk of

our wholesale marketing risk management and energy transacting operation through credit policies and

procedures which include an established credit approval process daily monitoring of counterparty credit limits

the use of credit mitigation measures such as margin collateral and the use of master netting agreements

Retail Credit Risk

Allegheny is exposed to retail credit risk through our competitive electricity activities which serve

commercial and industrial companies Retail credit risk results when customers default on their contractual

obligations or fail to pay for service rendered This risk represents the loss that may be incurred due to the

nonpayment of customer accounts receivable balances as well as the loss from the resale of energy previously

committed to serve customers

Retail credit risk is managed through established credit approval policies monitoring customer exposures

and the use of credit mitigation measures such as deposits in the form of letters of credit security bonds and cash

or prepayment arrangements

Retail credit quality is dependent on the economy and the ability of our customers to manage through

unfavorable economic cycles and other market changes If the business environment were to be negatively

affected by changes in economic or other market conditions our retail credit risk may be adversely impacted
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As of December 31 2009 and 2008 the credit portfolio of our wholesale and retail marketing risk

management and
energy transacting operation had the following public credit ratings

2009 2008

portion of our total wholesale and retail credit risk is related to transactions that are recorded in our

Consolidated Balance Sheets These transactions primarily consist of open positions from our wholesale

marketing retail marketing risk management and energy transacting operations that are accounted for using

derivative accounting as well as amounts owed by wholesale counterparties for transactions that settled but have

not yet been paid The following table highlights the credit quality and exposures related to these activities

excluding FTRs at December 31 2009

Number of

Counterparties

With Greater

Total Exposure than 10% of

Before Collateral Collateral Net Exposure Net Exposure

$13.2 $35.5

1.0

Net Exposure of

Counterparties

With Greater

Than 10% of

Net Exposure

Due to the possibility of extreme volatility in the prices of energy commodities and derivatives the market

value of contractual positions with individual counterparties could exceed established credit limits or collateral

provided by those counterparties If such counterparty were then to fail to perform its obligations under its contract

for example by failing to deliver the electricity our wholesale marketing risk management and energy transacting

operation had contracted for we could incur loss that could have material impact on our financial results

APPLICATION OF CRITICAL ACCOUNTING POLICIES

The preparation of financial statements in conformity with GAAP requires management to apply accounting

policies and make estimates and assumptions that affect the amounts reported in the financial statements and

accompanying notes The areas described in this section require significant judgment in the application of

accounting policy or in making estimates and assumptions in matters that are uncertain and that may change in

subsequent periods Further discussion of the application of these accounting policies can be found in the Notes

to Consolidated Financial Statements

Revenues and Receivables Revenues from the sale of electricity to customers are recognized in the period

that the electricity is delivered and consumed by customers including an estimate for unbilled revenues Energy

billings to individual customers are based on meter readings which are performed periodically on systematic

basis At the end of each month the amount of energy delivered to each customer is estimated based in part on

the most recent reading of the customers meter and the Distribution Companies recognize unbilled revenues

that reflect these estimates The unbilled revenue estimates are based on daily generation purchases of

electricity estimated customer usage by customer type weather effects electric line losses and the most recent

consumer rates provision for uncollectible accounts is recorded as component of operations and maintenance

expense

Rating

Investment Grade 78% 91%
Non-Investment Grade 2%
Non-Rated 20% 9%

Includes counterparties with an investment grade rating by at least one of the major credit rating agencies If

split rating exists the lower rating is used

Dollar amounts in millions

Rating

Investment grade

Non-investment grade

Not rated

Total

$22.3

1.0

9.2

$32.5 $13.2

9.2

$45.7

69.6%

54.0%
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Derivative Contracts Derivative contracts are recorded in Alleghenys Consolidated Balance Sheets at fair

value with changes in the fair value of the derivative contract included in revenues or expenses on the

Consolidated Statements of Income unless the derivative falls within the normal purchases and normal sales

scope exception or is designated as cash flow hedge for accounting purposes The normal purchases and normal

sales scope exception requires among other things physical delivery in quantities expected to be used or sold

over reasonable period in the normal course of business Contracts that are designated as normal purchases and

normal sales are accounted for under accrual accounting and therefore are not recorded on the balance sheet at

fair value For certain transactions that are designed to hedge the cash flows of forecasted transaction the

effective portion of the hedge is recorded as separate component of stockholders equity under the caption

Accumulated other comprehensive loss and subsequently reclassified into earnings when the forecasted

transaction is completed or settled Changes in the value of any ineffective portion of the hedge are immediately

recognized in earnings

Fair values for exchange-traded instruments principally futures are based on actively quoted market prices

Fair values are subject to change in the near term and reflect managements best estimate based on various

factors In establishing the fair value of commodity contracts that do not have quoted prices such as physical

contracts FTRs and swaps management uses available market data and pricing models to estimate fair values

Estimating the fair values of instruments that do not have quoted market prices requires managements judgment

in determining amounts that could reasonably be expected to be received from or paid to third party in

settlement of the instruments These amounts could be materially different from amounts that might be realized

in an actual sale transaction

Allegheny has netting agreements with various counterparties These agreements provide the right to set off

amounts due from or to the counterparty In cases in which these netting agreements are in place Allegheny

records the fair value of derivative assets and liabilities and of accounts receivable and accounts payable with

each counterparty on net basis In addition FTR assets and obligations are recorded on net basis Cash flows

associated with derivative contracts are recorded in cash flows from operating activities See consolidated

financial statement Note 13 Fair Value Measurements Derivative Instruments and Hedging Activities for

additional details regarding energy transaction activities

Regulatory Accounting The Distribution Companies TrAIL Company and PATH LLC are subject to

regulations that set the rates that they are permitted to charge customers These rates are based on costs that the

applicable regulatory agencies determine that the Distribution Companies TrAIL Company and PATH LLC are

permitted to recover At times regulators permit the future recovery through rates of incurred costs that would

otherwise be charged to expense by an unregulated company At times regulators may also allow the collection

of amounts in rates for costs expected to be incurred in the future or may require that amounts collected be set

aside for specific purpose or be credited or refunded to customers in the future This ratemaking process often

results in the recording of regulatory assets and liabilities based on estimated future cash inflows and outflows

under regulatory guidelines and orders Allegheny regularly reviews its regulatory assets and liabilities including

the estimates and assumptions on the basis of which they have been recorded and related regulatory

interpretations

Depreciation Depreciation expense is determined generally on straight-line group
method over the

estimated service lives of depreciable assets for unregulated operations For regulated utility operations

depreciation expense is determined using straight-line group
method in accordance with currently enacted

regulatory rates Under the straight-line group method plant components are categorized as retirement units or

minor items of property As retirement units are replaced the cost of the replacement is capitalized and the

original component is retired Replacements of minor items of property are expensed as maintenance

Long-Lived Assets Alleghenys Consolidated Balance Sheets include significant long-lived assets that are

not subject to recovery under cost of service based ratemaking Alleghenys long-lived assets are reviewed for

impairment whenever events or changes in circumstances indicate that the carrying amount of an asset may not
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be recoverable through operations If the carrying amount of the asset exceeds its fair value as determined by the

use of quoted market prices appraisals or other valuation techniques such as expected discounted future cash

flows and market-value-to-earnings comparisons an impairment loss is recognized and the asset is written down
to its fair value

Excess of Cost Over Net Assets Acquired Goodwill Recorded goodwill is tested for impairment at least

annually and more frequently upon indication of possible impairment The first phase of goodwill impairment
test involves comparison of reporting unit fair value to the carrying value of the reporting unit that has been

assigned goodwill All of Alleghenys goodwill is recorded in its Merchant Generation reporting unit This

impairment testing requires the use of estimates assumptions and other inputs to determine the fair value of the

Merchant Generation reporting unit using both discounted cash flow approach and market-based valuation

approach These estimates assumptions and other inputs involve the use of judgment and changes in these inputs

can significantly impact the estimated reporting unit fair value No impairment of goodwill was recorded during

any of the years presented

Income Taxes Allegheny is subject to income taxes in the United States and in various state jurisdictions

Significant judgment is required in evaluating tax positions and determining the provisions for income taxes

Allegheny establishes reserves for tax-related uncertainties based on estimates of whether and the extent to

which additional taxes will be due Allegheny adjusts these reserves in light of changing facts and

circumstances such as the outcome of tax audits

Stock-Based Compensation GAAP requires measurement of compensation cost for all stock-based awards

at fair value on the date of grant and recognition of compensation cost over the service period for the awards

expected to vest The determination of grant date fair value requires the use of judgment based on historical

information as well as future expectations In addition the estimates of stock-based awards that will ultimately

vest requires judgment and actual results or updated estimates may differ from current estimates See

consolidated financial statement Note 10 Stock-Based Compensation for additional information

Accounting for Pensions and Postretirement Benefits Other Than Pensions There are number of

significant estimates and assumptions involved in determining Alleghenys pension and other postretirement

benefit OPEB obligations and costs each period such as employee demographics discount rates expected

rates of return on plan assets estimated rates of future compensation increases medical inflation and the fair

value of plan assets Changes made to provisions for pension or other postretirement benefit plans may also

affect current and future pension and OPEB costs Allegheny believes that its assumptions are supported by
historical data and reasonable projections and its projections are reviewed annually with an outside actuarial

firm See consolidated financial statement Note 11 Pension Benefits and Postretirement Benefits Other Than

Pensions for additional information concerning these assumptions

Allegheny determines its discount rate assumptions through the use of cash flow matching process in

which the timing and amount of estimated benefit cash flows for each benefit plan are matched with an interest

rate curve applicable to the returns of high quality corporate bonds over the expected benefit payment period to

determine an overall effective discount rate The interest rate curve used in this process is based primarily on the

Citigroup Pension Discount Curve and the Citigroup Above Median Pension Discount Curve
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Alleghenys general approach for determining the overall expected long-term rate of return on plan assets

considers historical and expected future asset returns the current and future targeted asset mix of the plan assets

historical and future expected real rates of return for equities and fixed income securities and historical and

expected inflation statistics The following table shows the effect that one percentage point increase or decrease

in the discount rate on plan assets for 2009 would have on Alleghenys pension and OPEB obligations and costs

1-Percentage-Point 1-Percentage-Point

In millions
Increase Decrease

Change in the discount rate

Pension and OPEB obligation 160.2 $195.0

Net periodic pension and OPEB cost 11.4 15.5

Change in expected rate of return on plan assets

Net periodic pension and OPEB cost 10.0 10.0

Contingencies Allegheny regularly reviews and assesses the likelihood of losses relating to environmental

legal and other contingencies and accrues liability for matters for which it believes that loss is probable if the

probable loss can be estimated See consolidated financial statement Note 25 Commitments and

Contingencies for additional information
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ITEM 7A QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

The information required by Item 7A relating to market risk is included in Item Managements
Discussion and Analysis of Financial Condition and Results of Operations
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ALLEGHENY ENERGY INC AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME

Year ended December 31

886.6

502.0

64.4

687.1

282.1

213.6

2507.0

919.8

7.0

291.1

635.7

241.6

394.1

1.3

392.8

1080.9

395.6

63.7

674.8

273.9

214.9

2576.4

809.5

22.3

231.9

599.9

204.1

395.8

0.4

395.4

930.8

393.2

10.1
687.0

277.0

211.8

2489.7

817.3

36.8

187.3

666.8

250.8

416.0

3.8

412.2

166.0

169.5

0.15

See accompanying Notes to Consolidated Financial Statements

In millions except per share amounts 2009 2008 2007

Operating revenues $3426.8 $3385.9 $3307.0

Operating expenses

Fuel

Purchased power and transmission

Deferred energy costs net

Operations and maintenance

Depreciation and amortization

Taxes other than income taxes

Total operating expenses

Operating income

Other income expense net

Interest expense

Income before income taxes

Income tax expense

Net income

Net income attributable to noncontrolling interests

Net income attributable to Allegheny Energy Inc

Earnings per share attributable to Allegheny Energy Inc
Basic 2.32 2.35 2.48

Diluted 2.31 2.33 2.43

Average shares outstanding

Basic 169.5 168.5

Diluted 170.0 170.0

Dividends per share 0.60 0.60
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ALLEGHENY ENERGY INC AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

Year ended December 31

In millions 2009 2008 2007

Cash Flows From Operating Activities

Net income 394.1 $395.8 416.0

Adjustments for non-cash items included in income

Depreciation and amortization 282.1 273.9 277.0

Amortization of debt related costs 15.4 10.9 10.1

Amortization of power sale liability related to Ohio sale 10.5

Amortization of Pennsylvania transition assets and liabilities 17.5 8.1 2.2

Gain associated with the acquisition of assets 17.3

Provision for uncollectible accounts 16.4 16.5 17.3

Deferred income taxes and investment tax credit net 235.3 156.2 260.7

Deferred energy costs net 64.4 63.7 10.1

Unrealized gains on derivative contracts net 23.4 18.8 3.2

Employee benefit expenses
55.7 45.2 46.7

Contributions to pension and OPEB plans 48.6 49.3 50.0

Deferred revenue-Fort Martin scrubber project 11.0 10.8 18.3

Deferred revenue-Virginia 28.3 28.3

Uncollected transmission revenue 16.0 8.1

Accrued interest reversal-Merrill Lynch settlement 54.7

Other net 8.0 17.3 12.7

Changes in certain assets and liabilities

Accounts receivable net 42.9 26.2 31.7

Materials supplies and fuel 75.2 62.8 4.5

Collateral deposits 37.7 23.1 6.7

Accounts payable
29.5 36.7 61.9

Accrued taxes 29.2 43.1 10.5

Regulatory assets and liabilities 32.9 111.7 17.6

Assets and liabilities related to the sale of ACC fiber 21.3

Other operating assets and liabilities 23.0 2.3 22.6

Net cash provided by operating activities 799.6 861.4 955.8

Cash Flows From Investing Activities

Capital expenditures 1166.2 994.1 848.4

Purchase of hydroelectric business 2.0

Proceeds from asset sales 3.0 1.1 1.8

Purchase of Merrill Lynch interest in subsidiary 50.0

Decrease increase in other restricted funds 0.3 10.7 34.5

Restricted funds used provided for Fort Martin construction 83.8 213.7 347.0

Other investments 3.7 3.7 3.3

Net cash used in investing activities 1084.8 822.3 1231.4

See accompanying Notes to Consolidated Financial Statements
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ALLEGHENY ENERGY INC AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS Continued

Year ended December 31

647.6

493.1

10.0
4.5

9.0

25.3

101.1

64.2

103.3

258.8

362.1

228.2

10.8

91.8

936.9

502.2

10.0

209.6

0.7
101.4

1508.3

1177.2

22.2

8.7

8.5

2.3

101.7

209.7

75.5

362.1

286.6

264.8

41.3

132.5

See accompanying Notes to Consolidated Financial Statements

2009 2008 2007In millions

Cash Flows From Financing Activities

Issuance of long-term debt

Repayment of long-term debt

Costs associated with the AE Supply revolving credit facility refinancing

Issuance repayment of note payable

Equity contribution to PATH LLC by joint venture partner

Payments on capital lease obligations

Redemption of preferred stock of Monongahela

Redemption premium and dividend on preferred stock of Monongahela
Proceeds from exercise of employee stock options

Cash dividends paid on common stock

Net cash provided by financing activities

Net increase decrease in cash and cash equivalents

Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

Supplemental Cash Flow Information

Cash paid during the year for interest net of amounts capitalized

Cash paid received during the
year

for income taxes net

Accounts payable at December 31 relating to capital expenditures

Non-cash investing activity relating to hydroelectric business

combination

24.0

1.8
26.4

______
25.0

______
420.3

144.7

_____
114.1

______
258.8

17.3
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ALLEGHENY ENERGY INC AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

As of December 31

In millions 2009 2008

ASSETS

Current Assets

Cash and cash equivalents
286.6 362.1

Accounts receivable

Customer 188.2 188.3

Unbilled utility revenue 116.4 122.7

Wholesale and other 64.4 61.5

Allowance for uncollectible accounts 14.0 13.3

Materials and supplies
110.6 115.1

Fuel 206.4 128.2

Deferred income taxes 81.5 69.6

Prepaid taxes 48.4 44.8

Collateral deposits
20.8 33.4

Derivative assets 4.6 113.1

Restricted funds 25.9 36.8

Regulatory assets 132.7 158.8

Assets held for sale 32.4

Other 40.4 74.6

Total current assets 1345.3 1495.7

Property Plant and Equipment

Generation 7469.4 6107.3

Transmission 1313.2 1179.5

Distribution 3784.4 3944.7

Other 440.7 455.0

Accumulated depreciation 5104.9 4994.1

Subtotal 7902.8 6692.4

Construction work in progress
800.6 1309.8

Property plant and equipment held for sale net 253.7

Total property plant and equipment net 8957.1 8002.2

Other Noncurrent Assets

Regulatory assets 717.3 687.7

Goodwill 367.3 367.3

Restricted funds 60.2 133.3

Investments in unconsolidated affiliates 26.7 28.0

Derivative assets 9.8

Other 115.2 87.0

Total other noncurrent assets 1286.7 1313.1

TotalAssets $11589.1 $10811.0

See accompanying Notes to Consolidated Financial Statements
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ALLEGHENY ENERGY INC AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS Continued

As of December 31

In millions except share amounts 2009 2008

LIABILITIES AND EQUITY
Current Liabilities

Long-term debt due within one year 140.8 93.9

Accounts payable 411.4 368.0

Accrued taxes 87.3 119.4

Payable to PJM for FTRs 31.7 110.8

Derivative liabilities 24.4 22.2

Regulatory liabilities 37.4 69.2

Accrued interest 68.3 58.1

Security deposits 51.0 46.2

Liabilities associated with assets held for sale 10.1

Other 123.2 115.8

Total current liabilities 985.6 1003.6

Long-term Debt 4417.0 41 15.9

Deferred Credits and Other Liabilities

Derivative liabilities 6.7 11.9

Income taxes payable 85.7 75.7

Investment tax credit 61.6 65.8

Deferred income taxes 1501.3 1277.4

Regulatory liabilities 461.2 528.9

Pension and other postretirement employee benefit plan liabilities 597.4 578.4

Adverse power purchase commitment 114.4 132.3

Liabilities associated with assets held for sale 53.1

Other 177.0 165.4

Total deferred credits and other liabilities 3058.4 2835.8

Commitments and Contingencies Note 25

Equity

Common stock-$ 1.25 par value per share 260 million shares authorized and

169620917 and 169413.887 shares issued at December 31 2009 and

2008 respectively 212.0 211.8

Other paid-in capital 1970.2 1952.5

Retained earnings 1022.7 731.6

Treasury stock at cost- 51313 and 49493 shares at December 31 2009 and

2008 respectively 1.8 1.8
Accumulated other comprehensive loss 89.9 43.3

Total Allegheny Energy Inc common stockholders equity 3113.2 2850.8

Noncontrolling interest 14.9 4.9

Total equity 3128.1 2855.7

Total Liabilities and Equity $11589.1 $10811.0

See accompanying Notes to Consolidated Financial Statements
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ALLEGHENY ENERGY INC AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF EQUITY AND COMPREHENSIVE INCOME

Total

Allegheny

Accumulated Energy Inc

Other other common

Shares Common paid-in Retained Treasury comprehensive stockholders Noncontrolling Total Comprehensive

In millions except shares outstanding stock capital earnings stock loss equity interests equity income

Balance at December 31
2006 165360415 $206.8 $1907.9 74.7 $l.8 $107.2 $2080.4 34.7 $2115.1

Net income 412.2 412.2 3.8 416.0 $416.0

Defined benefit pension and other

benefit plans

Net gain during the period net

oftaxof$l0.6 15.7 15.7 15.7 15.7

Amortization net of tax of

$2.4 3.5 3.5 3.5 3.5

Cash flow hedges net of tax of

$2.9 4.5 4.5 4.5 4.5

Effects of West Virginia Rate

Order

Establishment of regulatory

asset related to pension

obligation net of tax of

$35.7 52.3 52.3 52.3 52.3

Adjustment related to 2005 SO2

allowance sale net of tax of

$5.8 8.3 8.3 8.3

Asset swap
0.7 0.7

Comprehensive income
483.0

Comprehensive income

attributable to noncontrolling

interests
3.8

Comprehensive income

attributable to Allegheny

Energy Inc $479.2

AdoptionofFlN48 17.7 17.7 17.7

Redemption of preferred stock of

Monongahela
24.0 24.0

Premium on redemption of

preferred stock of

Monongahela 1.1 1.1 11
Dividends on preferred stock of

Monongahela
0.7 17

Dividends on common stock 25.0 25.0 25.0

Stock-based compensation

expense
Stock units 2.4 2.4 2.4

Non-employee director stock

awards 18300 0.9 0.9 0.9

Stock options 7.0 7.0 7.0

Exerciseofstockoptions 1445969 1.8 24.6 26.4 26.4

Settlement of stock units 373395 0.5 9.3 8.8 8.8

Settlement of performance

shares 25497

Other ______
0.1 0.1

Balance at December 31
2007 167223576 $209.1 $1924.1 $444.2 $l.8 40.2 $2535.4 $13.2 $2548.6

See accompanying Notes to Consolidated Financial Statements
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ALLEGHENY ENERGY INC AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF EQUITY AND COMPREHENSIVE INCOME Contfnued

Total

Allegheny

Accumulated Energy Inc
Other other common

Shares Common paid-in Retained Treasury comprehensive stockholders Noncontrolling Total Comprehensive

In millions except shares outstanding stock capital earnings stock loss equity interests equity income

Balance at December 31
2007 167223576 $209 $1924 444.2 $l.8 $40.2 $2535.4 13.2 $2548.6

Net income 395.4 395.4 0.4 395.8 $395.8

Defined benefit pension and other

benefit plans

Net loss during the period net

of tax of $26.9 39.5 39.5 39.5 39.5
Amortization net of tax of

$1.1 1.7 1.7 1.7 1.7

Cash flow hedges net of tax of

$20.5 32.4 32.4 32.4 32.4

Comprehensive income 390.4

Comprehensive income

attributable to noncontrolling

interests 0.4

Comprehensive income

attributable to Allegheny

Energy Inc $390.0

Purchase of noncontrolling

interest in AE Supply 13.2 13.2
Equity contribution to PATH

LLC by the joint venture

partner 4.5 4.5

Adoption of measurement date

provisions for pension and

other benefit plans

Service cost interest cost and

expected return on plan assets

net of tax of $3.0 4.4 4.4 4.4
Amortizations

Net actuarial loss net of tax of

$0.7 1.0 1.0

Net transition obligation net of

tax of $0.6 0.9 0.9

Net prior service cost net of tax

of $0.3 0.5 0.5

Dividends on common stock 101.1 101.1 101.1
Stock-based compensation

expense

Stock units 0.6 0.6 0.6

Non-employee director stock

awards 20869 1.1 1.1

Stock options 9.3 9.3 9.3

Performance shares 2.9 2.9 2.9

Exercise of stock options 1849316 2.3 23.0 25.3 25.3

Settlement of stock units 27t633 0.4 8.5 8.1 8.1
Dividends on stock units 0.1 0.1 0.1
Other 0.1 0.1 0.1

Balance at December 31
2008 169364394 $211.8 $1952.5 731.6 $l.8 $43.3 $2850.8 $4.9 $2855.7

See accompanying Notes to Consolidated Financial Statements
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In millions except shares

Balance at December 31
2008 169364394

Net income

Defined benefit pension and other

benefit plans

Net loss during the period net

oftaxof$3.1

Amortization net of tax of

$2.1

Cash flow hedges net of tax of

$28.5

Comprehensive income

Comprehensive income

attributable to noncontrolling

interest

Comprehensive income

attributable to Allegheny

Energy Inc

Equity contribution to PATH
LLC by the joint venture

partner

Dividends on common stock

Stock-based compensation

expense

Non-employee director stock

awards 21907

Stock options

Performance shares

Restricted shares 17850

Exercise of stock options 163700 0.2

Settlement of stock units 3573

Treasury stock 1820

Balance at December 31

2009 169569604 $212.0

8.7 8.7

101.7 101.7 101.7

0.9 0.9

7.4 7.4

7.2 7.2

0.1 0.1

2.1 2.3

$1970.2 $1022.7 51.8 589.9 $3l 3.2

0.9

7.4

7.2

0.1

2.3

See accompanying Notes to Consolidated Financial Statements

ALLEGHENY ENERGY INC AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF EQUITY AND COMPREHENSIVE INCOME Continued

Total

Allegheny

Accumulated Energy Inc

Other other common

Shares Common paid-in Retained Treasury comprehensive stockholders Noncontrolling Total Comprehensive

outstanding stock capital earnings stock loss equity interest equity income

$211.8 $1952.5 731.6 51.8 $43.3 $2850.8 4.9 $2855.7

392.8 392.8 1.3 394.1 $394.1

5.3 5.3

3.5 3.5

44.8 44.8

5.3 5.3

3.5 3.5

44.8 44.8

347.5

1.3

$346.2

$14.9 $3128.1
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NOTE BUSINESS BASIS OF PRESENTATION AND SIGNIFICANT ACCOUNTING POLICIES

Merger Agreement

On February 10 2db Allegheny Energy Inc AE FirstEnergy Corp FirstEnergy and Element

Merger Sub Inc direct wholly-owned subsidiary of FirstEnergy Merger Sub entered into an Agreement

and Plan of Merger the Merger Agreement See Note 27 Subsequent Event Merger Agreement for

additional information

Business Description

Allegheny Energy Inc AE and together with its subsidiaries Allegheny is an integrated energy

business that owns and operates electric generation facilities and delivers electric services to customers in

Pennsylvania West Virginia Maryland and Virginia Allegheny manages its operations through two business

segments Merchant Generation and Regulated Operations These business segments are also referred to as

reportable segments

The Merchant Generation segment includes Alleghenys unregulated electric generation operations

including Allegheny Energy Supply Company LLC AE Supply and AE Supplys interest in Allegheny

Generating Company AGC AE Supply owns operates and controls electric generation capacity and supplies

and trades energy and energy-related commodities AGC owns and sells generation capacity to AE Supply and

Monongahela which own approximately 59% and 41% of AGC respectively The Merchant Generation segment

is subject to federal and state regulation but unlike the Regulated Operations segment is not generally subject to

state regulation of rates

The Regulated Operations segment consists of Alleghenys regulated operations including the operations of

Monongahela Power Company Monongahela The Potomac Edison Company Potomac Edison and West

Penn Power Company West Penn Trans-Allegheny Interstate Line Company TrAIL Company and

Potomac-Appalachian Transmission Highline LLC PATH LLC The Distribution Companies Potomac

Edison West Penn and Monongahela primarily operate electric transmission and distribution TD systems

in Pennsylvania West Virginia Maryland and Virginia Monongahela also owns and operates electric generation

facilities in West Virginia and has an ownership interest in AGC The Distribution Companies are subject to

federal and state regulation including regulation of rates TrAIL Company was formed in 2006 to construct

transmission expansion projects including the Trans-Allegheny Interstate Line TrAIL 500 kV transmission

line to extend from southwestern Pennsylvania through West Virginia and into northern Virginia PATH LLC
which is series limited liability company was formed in 2007 with subsidiary of American Electric Power

Company Inc AEP to construct the Potomac-Appalachian Transmission Highline PATH high-voltage

transmission line that is proposed to extend across West Virginia and into Maryland TrAIL Company and

PATH LLC are subject to the regulation of rates by the Federal Energy Regulatory Commission the FERC

Allegheny Energy Service Corporation AESC is wholly owned subsidiary of AE that employs

substantially all of Alleghenys personnel As of December 31 2009 AESC employed 4383 employees 1223

of whom were subject to collective bargaining arrangements

Basis of Presentation

The accompanying consolidated financial statements include the accounts of AE and its subsidiaries as well

as certain variable interest entities See Note 23 Variable Interest Entities for additional information These

consolidated financial statements have been prepared in conformity with U.S generally accepted accounting
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principles or GAAP All significant intercompany accounts and transactions have been eliminated in

consolidation Events occurring subsequent to the date of the balance sheet have been evaluated for potential

recognition or disclosure in the consolidated financial statements through the date of filing with the SEC

Reclassifications

As described in Note 12 Segment Information Allegheny changed the composition of its reportable

segments during 2009 Segment disclosures for 2008 and 2007 have been reclassified to conform to the 2009

presentation Certain additional amounts in previously issued financial statements have been reclassified to

conform to the current presentation including the retrospective application of the provisions of SFAS No.160

ASC Topic 810 as described in Note Recently Adopted and Recently Issued Accounting Standards

Use of Estimates

The preparation of financial statements in conformity with GAAP requires management to make estimates

and assumptions that affect the amounts reported in the financial statements and accompanying notes These

estimates include but are not limited to inventory valuation allowance for doubtful accounts goodwill

intangible and long-lived asset impairment unbilled electricity revenue valuation of derivative and energy

contracts asset retirement obligations the effects of regulation long-lived asset recovery the effects of

contingencies and certain assumptions made in accounting for pension and postretirement benefits The estimates

and assumptions used are based upon managements evaluation of the relevant facts and circumstances as of the

date of the financial statements Actual results could ultimately differ from those estimates

Regulatory Assets and Liabilities

Under cost-based regulation regulated utility enterprises generally are permitted to recover their operating

expenses and earn reasonable return on their utility investment

Allegheny accounts for its regulated utility operations under regulated industry specific accounting

provisions The economic effects of regulation can result in regulated company deferring costs or revenues that

have been or are expected to be allowed in the rate-setting process in period different from the period in which

the costs revenues or other comprehensive income would be recognized by an unregulated enterprise

Accordingly Allegheny records assets and liabilities that result from the regulated rate-making process that

would not be recorded under GAAP for non-regulated entities These regulatory assets and liabilities are

classified in the Consolidated Balance Sheets as current and non-current Regulatory assets and Regulatory

liabilities Allegheny periodically evaluates the applicability of regulated industry specific accounting

provisions and considers factors such as regulatory changes and the impact of competition If regulated industry

specific accounting provisions would no longer apply to some portion of Alleghenys operations Allegheny

would eliminate the related regulatory assets and liabilities and record the impact as an extraordinary item in the

statement of income See Note Regulatory Assets and Liabilities for additional information

Revenues and Receivables

Revenues from the sale of generation are recorded in the period in which the electricity is delivered

PJM Interconnection LLC PJM is regional transmission organization that operates competitive

wholesale energy market To facilitate the economic dispatch of Alleghenys generation AE Supply and

Monongahela sell most of the power that they generate into the PJM market and purchase from the PJM market

most of the power needed to meet their contractual obligations to supply power PJM power purchases and sales

are reported on net basis
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Revenues from the sale of electricity to customers of the regulated utility subsidiaries are recognized in the

period that the electricity is delivered and consumed by customers including an estimate for unbilled revenues

Energy billings to individual customers are based on meter readings which are performed periodically on

systematic basis At the end of each month the amount of energy
delivered to each customer is estimated based

in part on the most recent reading of the customers meter and the Distribution Companies recognize unbilled

revenues that reflect these estimates The unbilled revenue estimates are based on daily generation purchases of

electricity estimated customer usage by customer type weather effects electric line losses and the most recent

consumer rates

provision for uncollectible accounts is recorded as component of operations and maintenance expense

Fair Value Measurements Derivative Instruments and Hedging Activities

Derivative contracts are recorded in Alleghenys Consolidated Balance Sheets at fair value Changes in the

fair value of the derivative contract are included in revenues or expenses on the Consolidated Statements of

Income unless the derivative falls within the normal purchases and normal sales scope exception or is

designated as cash flow hedge for accounting purposes The normal purchases and normal sales scope

exception requires among other things physical delivery in quantities expected to be used or sold over

reasonable period in the normal course of business Contracts that are designated as normal purchases and normal

sales are accounted for under accrual accounting and therefore are not recorded on the balance sheet at fair

value For certain transactions that are designed to hedge the cash flows of forecasted transaction and that are

designated in hedging relationship the effective portion of the changes in fair value of the derivative contract is

recorded as separate component of equity under the caption Accumulated other comprehensive loss and

subsequently reclassified into earnings when the forecasted transaction is settled and impacts earnings The

ineffective portion of the hedge is immediately recognized in earnings

Fair values for exchange-traded instruments principally futures are based on actively quoted market prices

Fair values are subject to change in the near term and reflect managements best estimate based on various

factors In establishing the fair value of commodity contracts that do not have quoted prices such as physical

contracts financial transmission rights FTRs and swaps management uses available market data and pricing

models to estimate fair values Estimating the fair values of instruments that do not have quoted market prices

requires managements judgment in determining amounts that could reasonably be expected to be received from

or paid to third party in settlement of the instruments These amounts could be materially different from

amounts that might be realized in an actual sale transaction

Allegheny has netting agreements with various counterparties These agreements provide the right to set off

amounts due from or to the counterparty In cases in which these netting agreements are in place Allegheny

records the fair value of derivative assets liabilities and cash collateral and accounts receivable and accounts

payable with each counterparty on net basis Cash flows associated with derivative contracts are recorded in

cash flows from operating activities See Note 13 Fair Value Measurements Derivative Instruments and

Hedging Activities for additional details regarding energy transacting activities
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Deferred Energy Costs

Deferred energy costs represent the deferral of certain energy costs from the period in which they were

incurred to the period in which such costs are recovered in rates Allegheny records deferred energy costs relating

to the following items

Expanded Net Energy Cost ENEC
In May 2007 the Public Service Commission of West Virginia the West Virginia PSC issued an order

that re-established an annual ENEC method of recovering net power supply costs including fuel costs purchased

power costs including purchased power costs associated with the Grant Town PURPA generation facility and

other related expenses net of related revenue and interest earnings on the Fort Martin Scrubber project escrow

fund Under the ENEC actual costs and revenues are tracked for under and/or over recoveries and revised ENEC
rate filings are made on an annual basis Any under and/or over recovery of costs net of related revenues is

deferred for subsequent recovery or refund as regulatory asset or regulatory liability with the corresponding

impact on the Consolidated Statements of Income reflected within Deferred
energy costs net See Note

Rates and Regulation and Note Regulatory Assets and Liabilities for additional information

Market-based Generation Costs

Potomac Edison is authorized by the Public Service Commission of Maryland the Maryland PSC to

recover the costs of the generation component of power sold to certain residential commercial and industrial

customers who did not choose third-party alternative generation provider regulatory asset or liability is

recorded on Potomac Edisons balance sheet for any under-recovery or over-recovery of the generation

component of costs charged to these customers In addition under an order of the Virginia State Corporation

Commission the Virginia SCC Potomac Edison was granted rate adjustment to recover portion of its

increased purchased power costs The order directed Potomac Edison to defer any under- or over-recovery of

purchased power costs approved

AES Warrior Run PURPA Generation Facility

To satisfy certain of its obligations under the Public Utility Regulatory Policies Act of 1978 PURPA
Potomac Edison entered into long-term contract beginning July 2000 to purchase capacity and energy from

the AES Warrior Run PURPA generation facility through the beginning of 2030 Potomac Edison is authorized

by the Maryland PSC to recover all contract costs from the AES Warrior Run PURPA generation facility net of

any revenues received from the sale of AES Warrior Run output into the wholesale
energy market by means of

retail revenue surcharge the AES Warrior Run Surcharge Any under-recovery or over-recovery of net costs

is being deferred pending subsequent recovery from or return to customers through adjustments to the AES
Warrior Run Surcharge

Grant Town PURPA Generation Facility

Monongahela acquires energy from the Grant Town PURPA generation facility in West Virginia The West

Virginia PSC approved an amendment to the Electric Energy Purchase Agreement between Monongahela and

American Bituminous Power Partners L.P the owners of the Grant Town PURPA generation facility in April

2006 The amendment provided for an increase in the price of
energy that Monongahela is acquiring until 2017

The West Virginia PSC authorized Monongahela to institute temporary surcharge designed to recover the

increase in costs from West Virginia customers as well as deferred accounting mechanism by which actual

aggregate amounts of the incremental cost increase were tracked and reconciled by comparison to the aggregate
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amounts recovered from West Virginia customers through the temporary surcharge As result of the West

Virginia Rate Order beginning in 2007 these costs are included in the ENEC See Note Rates and

Regulation for additional information

Debt Issuance Costs

Costs incurred to issue debt are recorded as deferred charges on the Consolidated Balance Sheets These

costs are amortized over the term of the related debt instrument primarily using the effective interest method

Common Services and Intercompany Transactions

Common Services Substantially all of Alleghenys personnel are employed by AESC which performs

services at cost for other Allegheny entities and makes payments on behalf of Allegheny entities Each entity is

responsible for its share of the cost of services provided by AESC and payments made by AESC on behalf of the

entities

Income Taxes AE and its subsidiaries file consolidated federal income tax return Federal income tax

expense benefit and tax assets and liabilities are allocated among AE and its subsidiaries generally in

proportion to the taxable income of each participant except that no subsidiary pays tax in excess of its separate

return income tax liability

Allegheny Money Pool Allegheny manages excess cash through its internal money pool The money pool

provides funds to approved AE subsidiaries at the lower of the Federal Reserves previous day federal funds

effective interest rate or the Federal Reserves previous day seven day commercial paper rate less four basis

points The minimum interest rate charged to approved AE subsidiaries is zero percent AE and AE Supply can

only place money into the money pool West Penn and Potomac Edison can either place money into or borrow

money from the money pool AGC can only borrow money from the money pool Beginning in December 2009

Monongahela can only invest money into the money pool and amounts invested by Monongahela may not be

borrowed by any other AE subsidiary

Power Sales and Purchases AE Supply provides power to Potomac Edison and West Penn to satisfy

portion of the power necessary to meet their respective retail load AE Supply and Monongahela purchase all of

AGC capacity in the Bath County generation facility under cost-of-service formula wholesale rate schedule

approved by FERC on proportionate basis based on their respective equity ownership of AGC

Leases West Penn and Monongahela own property including buildings and software that they lease

primarily to AESC for its use in providing services to AE and its affiliates

Long-Lived Assets

Property Plant and Equipment

Property plant and equipment property is recorded at original cost This cost includes direct labor

materials and indirect costs such as operation maintenance and depreciation of transportation and construction

equipment taxes postretirement
benefits and other benefits related to employees to the extent they are engaged

in construction In addition property subject to rate regulation includes an allowance for funds used during

construction on property for which construction work in progress is not included in rate base Property not

subject to rate regulation includes capitalized interest during the construction period
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Upon retirement of property of the Distribution Companies no gain or loss is generally recognized and the

original cost of the property less salvage is charged to accumulated depreciation The cost of removal of

regulated property is charged to the related regulatory liability or regulatory asset and the cost of removal of

unregulated property for which no asset retirement obligation ARO has been recorded is expensed as

incurred

Allegheny capitalizes the cost of software developed for internal use These costs are amortized on

straight-line basis over the expected useful life of the software

Depreciation and Maintenance

Depreciation expense is determined generally on straight-line group method over the estimated service

lives of depreciable assets for unregulated operations For regulated utility operations depreciation expense is

determined using straight-line group method in accordance with currently enacted regulatory rates Under the

straight-line group method plant components are categorized as retirement units or minor items of property
As retirement units are replaced the cost of the replacement is capitalized and the original component is retired

Replacements of minor items of property are expensed as maintenance Depreciation expense was approximately

2.3% of average depreciable property in 2009 2008 and 2007 Estimated service lives for generation TD and

other property at December 31 2009 were as follows

Years

Generation property

Steam scrubbers and equipment 43-65

Steam generator units 45-80

Internal combustion units 40-44

Hydroelectric dams and facilities 50-152

Transmission and distribution
property

Electric equipment 10-100

Easements 70-100

Other
property

Office buildings and improvements 42-60

General office and other equipment 10-25

Vehicles and transportation 7-25

Computers software and information systems 5-20

The cost of repairs maintenance including planned major maintenance activities and minor replacements of

property are charged to maintenance expense as incurred

Capitalized Interest and Allowance for Funds Used During Construction AFUDC
For non-regulated companies Allegheny capitalizes interest costs associated with construction activities

The
average interest capitalization rates in 2009 2008 and 2007 were 6.0% 6.6% and 7.0% respectively

Allegheny capitalized $25.9 million $34.6 million and $20.0 million of interest during 2009 2008 and 2007

respectively

AFUDC is component of the construction of Property Plant and Equipment defined in the applicable

regulatory uniform system of accounts as representing the net cost for the period of construction of borrowed

funds used for construction
purposes and reasonable rate on other funds when so used AFUDC is capitalized

in those instances in which the related construction work in
progress is not included in rate base in the rate setting

process and is reflected in the Consolidated Statements of Income as reduction to Interest
expense and Other

income expense net to the extent it relates to borrowed funds and other funds used in construction
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respectively Rates used by the regulated subsidiaries in computing AFUDC in 2009 2008 and 2007 averaged

7.3% 7.2% and 7.6% respectively Allegheny recorded AFUDC of $8.3 million in 2009 and $6.6 million in

2008 and 2007 of which $5.0 million $3.7 million and $2.7 million was reflected in Other income expense

net and $3.3 million $2.9 million and $3.9 million was reflected as reduction to Interest expense in 2009

2008 and 2007 respectively

Asset Impairment

Alleghenys long-lived assets are reviewed for impairment whenever events or changes in circumstances

indicate that the carrying amount of an asset may not be recoverable through operations If the canying amount

of the asset exceeds the expected undiscounted future cash flows to be generated by the asset an impairment loss

is recognized and the asset is written down to its fair value Allegheny did not record any impairment charges

during 2009 and 2008

Asset Retirement Obligations and Cost of Removal

liability for the fair value of an asset retirement obligation ARO is recognized in the period in which it

is incurred if it can be reasonably estimated with the offsetting associated asset retirement costs capitalized as

part of the carrying amount of the long-lived assets The asset retirement cost is subsequently charged to expense

over its useful life Changes in the ARO resulting from the passage of time are recognized as an increase in the

carrying amount of the liability and as accretion expense Changes resulting from revisions to the timing or

amount of the original estimate of cash flows are recognized as an increase or decrease in the asset retirement

cost and ARO When settled actual ARO costs are charged against the recorded liability

In addition the Distribution Companies recover cost of removal COR for property plant and equipment

in their rates In some jurisdictions the recovery
is provided prior to the time of asset retirement in which case

the amounts collected are recorded as regulatory liability In other jurisdictions the amounts are recovered only

after being incurred in which case the amounts incurred are recorded as regulatory asset until recovered When

incurred COR costs are charged to the regulatory asset or liability

Goodwill and Intangible Assets

Goodwill represents the acquisition cost of business combination in excess of fair value of tangible and

intangible assets acquired less liabilities assumed Recorded goodwill is not amortized but is tested for

impairment at least annually Other intangible assets with finite lives are amortized over their useful lives and

tested for impairment when events or circumstances warrant See Note 18 Goodwill and Intangible Assets for

additional information

Investments in Unconsolidated Affiliates

Investments in unconsolidated affiliates are typically accounted for under the equity method of accounting

The income or loss on such investments is recorded in Other income expense net in the Consolidated

Statements of Income Investments in unconsolidated affiliates of $26.7 million and $28.0 million at

December 31 2009 and 2008 respectively primarily consisted of Alleghenys investment through AE Supply

in Buchanan Generation LLC

Cash Equivalents

For purposes of the Consolidated Statements of Cash Flows and Consolidated Balance Sheets investments

in money market funds and highly liquid investments purchased with original maturities of three months or less

are considered to be the equivalent of cash
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Restricted Funds

At December 31 2009 and 2008 Allegheny had current restricted funds of $25.9 million and $36.8 million

respectively Current restricted funds at December 31 2009 included $20.6 million of funds collected from West

Virginia customers that will be used to service the environmental control bonds in connection with the

construction of the Scrubbers at Fort Martin and $5.3 million of intangible transition charges collected from West

Penn customers related to Pennsylvania transition costs Current restricted funds at December 31 2008 included

$21.9 million of funds collected from West Virginia customers that will be used to service the environmental

control bonds in connection with the construction of Scrubbers at Fort Martin and $14.9 million of intangible

transition charges collected from West Penn customers related to Pennsylvania transition costs In addition at

December 31 2009 and 2008 Allegheny had long-term restricted funds of $60.2 million and $133.3 million

respectively Long-term restricted funds at December 31 2009 included $10.3 million of funds remaining from

the $235 million Pennsylvania Development Financing Authority bond issued in connection with the

construction and installation of Scrubbers at Hatfields Ferry generation facility $49.6 million of funds relating

to proceeds from the issuance of ratepayer obligation bonds in connection with the construction of the Scrubbers

at Fort Martin and $0.3 of escrow funds related to the Scrubber construction projects Long-term restricted funds

at December 31 2008 consisted of funds relating to proceeds from the issuance of ratepayer obligation bonds in

connection with the construction of the Scrubbers at Fort Martin

Collateral Deposits

Allegheny posts collateral with counterparties including PJM for certain transactions and transmission and

transportation tariffs Approximately $20.8 million and $33.4 million of cash collateral deposits were included in

current assets at December 31 2009 and 2008 respectively Approximately $3.1 million and $0.2 million of cash

collateral deposits were netted against derivative liabilities on the Consolidated Balance Sheets at December 31
2009 and 2008 respectively

In addition approximately $27.5 million of counterparty collateral deposits are netted against derivative

assets on the Consolidated Balance Sheets at December 31 2009

Inventory

Allegheny records materials supplies and fuel inventory including emission allowances using the average

cost method

Income Taxes

Allegheny computes income taxes under the liability method Deferred income tax balances are generally

determined based on the difference between the financial statement and tax basis of assets and liabilities using

enacted tax rates in effect in the years in which the differences are expected to reverse Tax benefits are

recognized in the financial statements when it is more likely than not that tax position will be sustained upon
examination by the tax authorities based on the technical merits of the position Such tax positions are measured

as the largest amount of tax benefit that is greater than 50% likely of being realized upon ultimate settlement with

the tax authority assuming full knowledge of the position and all relevant facts

Deferred income tax assets have also been recorded on the tax effects of net operating losses that are more

likely than not to be realized through future operations and through the reversal of existing temporary

differences Allegheny has deferred investment tax credits associated with its regulated business and assets

previously held by its regulated business These investment tax credits are amortized to income on straight-line

basis over the life of the assets See Note Income Taxes for additional information
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Taxes Collected from Customers and Remitted to Governmental Authorities

Allegheny records taxes collected from customers which are directly imposed on transaction with that

customer on net basis That is in instances in which Allegheny acts as collection agent for taxing authority

by collecting taxes that are the responsibility of the customer Allegheny records the amount collected as

liability and relieves such liability upon remittance to the taxing authority without impacting revenues or

expenses

Pension and Other Postretirement Benefits

Allegheny sponsors noncontributory defined benefit pension plan covering substantially all employees

including officers Benefits are based on each employees years-of-service and compensation Allegheny also

maintains Supplemental Executive Retirement Plan for executive officers and other senior executives

Allegheny also provides partially contributory medical and life insurance plans for eligible retirees and

dependents Medical benefits which make up the largest component of the plans have retiree premiums based

upon an age and years-of-service vesting schedule include other plan provisions that limit future benefits and

take into account certain collective bargaining arrangements

Pension and other postretirement benefit expense
is determined by an actuarial valuation based on

assumptions that are evaluated annually

See Note 11 Pension Benefits and Postretirement Benefits Other Than Pensions for additional

information

Stock-Based Compensation

Share-based payments are generally measured at fair value on the date of grant and are expensed over the

requisite service period For options Allegheny is entitled to income tax deductions in an amount equal to the

fair value of shares on the date of the option exercise less the option exercise price To the extent that the income

tax deduction exceeds the cumulative compensation expense
recorded for book purposes the tax effect of the

excess referred to as windfall tax benefit is recorded as credit to stockholders equity when the tax benefit is

realized See Note 10 Stock-Based Compensation for additional information

Accumulated Other Comprehensive Loss

The components of accumulated other comprehensive loss included in the shareholders equity section of

the Consolidated Balance Sheets were as follows

December 31 December 31

In millions
2009 2008

Cash flow hedges and other net of tax of $l0.7 million and $17.8 million

respectively
$16.8 28.1

Net unrecognized pension and other benefit plan costs net of tax of $49.7 million

and $48.7 million respectively 73.1 71.4

Total $89.9 $43.3
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NOTE RECENTLY ADOPTED AND RECENTLY ISSUED ACCOUNTING STANDARDS

In June 2009 the Financial Accounting Standards Board FASB issued authoritative guidance that

replaced the previous hierarchy of GAAP and established the FASB Accounting Standards Codification FASB
Codification as the single source of authoritative U.S GAAP recognized by the FASB to be applied to the

financial statements of nongovernmental entities for periods ending after September 15 2009 Securities and

Exchange Commission SEC rules and interpretive releases are also sources of authoritative GAAP for SEC

registrants This guidance modifies the GAAP hierarchy to include only two levels of GAAP authoritative and

nonauthoritative The FASB Codification was not intended to change or alter existing GAAP and Alleghenys

adoption of this guidance did not impact its results of operations cash flows or financial position

Consolidation of Variable Interest Entities

In June 2009 the FASB issued SFAS No 167 Amendments to FASB Interpretation No 46R SFAS
167 SFAS 167 amends FASB Interpretation No 46 revised December 2003 Consolidation of Variable

Interest Entitiesan interpretation of ARB No 51 FIN 46R FASB Codification Topic 805 including

modified definition of primary beneficiary to include the power to direct the most significant activities of the

variable interest entity requirement to perform an analysis to determine whether an enterprises variable

interests give it controlling financial interest in variable interest entity requirement to perform ongoing

assessments of whether an enterprise is the primary beneficiary of variable interest entity and enhanced

disclosures with more transparent information about an enterprises involvement in variable interest entity

Although it has not yet completed its analysis Allegheny expects to deconsolidate PATH-WV from its financial

statements effective January 2010 See Note 23 Variable Interest Entities for additional information relating

to variable interest entities

Subsequent Events

On June 16 2009 Allegheny adopted SFAS No 165 Subsequent Events SFAS 165 FASB
Codification Topic 810 SFAS 165 establishes general standards of accounting for and disclosure of events that

occur after the balance sheet date but before financial statements are issued Specifically SFAS 165 sets forth the

period after the balance sheet date during which management of reporting entity should evaluate events or

transactions that may occur for potential recognition or disclosure in the financial statements the circumstances

under which an entity should recognize events or transactions occurring after the balance sheet date in its

financial statements and the disclosures that an entity should make about events or transactions that occurred

after the balance sheet date Its adoption had no effect on Alleghenys financial statements

Fair Value Measurements and Disclosures

On January 2009 Allegheny adopted FSP FAS No 157-2 Effective Date of FASB Statement 157 FSP
FAS 157-2 FASB Codification Topic 820 which permitted one-year deferral of the application of SFAS

157 for all non-financial assets and non-financial liabilities except those that are recognized or disclosed at fair

value in the financial statements on recurring basis at least annually Allegheny adopted SFAS 157 effective

January 2008 for financial assets and liabilities and deferred application of SFAS 157 for non-financial assets

and liabilities that are not recognized at fair value on recurring basis until January 2009 The application of

SFAS 157 to non-financial assets and liabilities effective January 2009 did not have material impact on

Alleghenys results of operations or financial position

On April 2009 Allegheny adopted FSP FAS 157-4 Determining Fair Value When the Volume and

Level of Activity for the Asset or Liability Have Significantly Decreased and Identifying Transactions That Are

Not Orderly FSP FAS 157-4 FASB Codification Topic 820 FSP FAS 157-4 provides additional
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guidance for estimating fair value in accordance with issued SFAS No 157 Fair Value Measurements when

the volume and level of activity for the asset or liability have significantly decreased and includes guidance for

identifying circumstances that indicate transaction is not orderly The adoption of FSP FAS 157-4 had no

impact on Alleghenys financial statements

On December 31 2009 Allegheny adopted the FASBs ASU on Investments in Certain Entities that

Calculated Net Asset Value per Share The ASU provides practical method for the fair value measurement of

certain investments that do not have readily determinable fair value The adoption affected the fair value

measurement of certain of Alleghenys pension plan investments but did not have material impact on

Alleghenys results of operations or financial position

Derivative Instrument and Hedging Disclosures

On January 2009 Allegheny adopted SFAS No 161 Disclosures about Derivative Instruments and

Hedging Activities-an amendment of FASB Statement No 133 SFAS 161 FASB Codification Topic 815
SFAS 161 requires entities to provide qualitative disclosures about the objectives and strategies for using

derivatives quantitative data about the fair value of derivative contracts and the gains and losses on derivative

contracts and details of credit-risk-related contingent features in their hedged positions SFAS 161 also requires

disclosure of the location of the derivative contracts and their related gains and losses in an entitys financial

statements Alleghenys adoption of SFAS 161 affected Alleghenys derivative disclosures but did not impact

Alleghenys results of operations or financial position

Noncontrolling Interests

On January 2009 Allegheny adopted SFAS No 160 Noncontrolling Interests in Consolidated

Financial Statements-an amendment of ARB No 51 SFAS 160 FASB Codification Topic 810 SFAS 160

establishes accounting and reporting standards for the non-controlling interest in subsidiary formerly minority

interest and for the deconsolidation of subsidiary It also amends certain consolidation procedures for

consistency with SFAS No 141 revised 2007 Business Combinations Under SFAS 160 non-controlling

interests are reported in the consolidated statement of financial position as separate component within equity

and consolidated net income and consolidated comprehensive income are adjusted to include amounts

attributable to the noncontrolling interests for all periods presented Alleghenys adoption of SFAS 160 affected

its financial statement presentation but did not materially affect Alleghenys results of operations or financial

position

Postretirement Benefit Plan Asset Disclosures

In December 2008 the FASB issued FSP FAS 132R-I Employers Disclosures about Postretirement

Benefit Plan Assets FSP FAS 132R-I FASB Codification Topic 710 This pronouncement amends

SFAS No 132 to require disclosure of the fair value of categories of plan assets based on the types of assets held

in the plan disclosures about the nature and amounts of concentrations of risk within categories of plan assets

and disclosures about the fair value measurement inputs similar to SFAS 157 FSP FAS l32R-l became

effective for Allegheny beginning with disclosures as of December 31 2009 and affected Alleghenys financial

statement disclosure but did not impact Alleghenys results of operations or financial position

NOTE ASSETS HELD FOR SALE

On May 2009 Potomac Edison signed definitive agreements to sell its electric distribution operations in

Virginia VA Distribution Business to Rappahannock Electric Cooperative and Shenandoah Valley Electric

Cooperative the Cooperatives The agreements are subject to state regulatory approval in Virginia and West
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Virginia as well as federal approval and certain third-party consents Under the terms of the agreements

Potomac Edison will transfer its Virginia distribution assets and certain related liabilities to the Cooperatives in

exchange for cash proceeds of approximately $340 million subject to adjustment for changes in assets and

liabilities through the closing date As part of their agreement Allegheny will purchase certain West Virginia

distribution operations from Shenandoah Valley Electric Cooperative for approximately $15 million The sale is

subject to regulatory approval by the Virginia State Corporate Commission the Virginia SCC Evidentiary

hearings regarding this matter before the Virginia SCC are scheduled to begin on March 2010 On January 29

2010 consultants retained by the Staff of the Virginia SCC filed testimony analyzing the transaction asserting

that current Virginia customers of Potomac Edison would pay $370 million more in rates over nine years if the

Cooperatives were to serve those customers Potomac Edison and the Cooperatives filed rebuttal testimony on

February 12 2010 The VA Distribution Business is included in the Regulated Operations segment

For periods after May 2009 assets and liabilities relating to the VA Distribution Business are classified as

held for sale in Alleghenys consolidated balance sheets and depreciation expense on those assets ceased

Assets held for sale and liabilities associated with assets held for sale at December 31 2009 were as follows

In millions Amounts

Current Assets

Accounts receivable 31.2

Materials and supplies 0.7

Regulatory assets 0.5

Total current assets 32.4

Property Plant and Equipment

Distribution
property plant and equipment 344.9

Accumulated depreciation 91.2

Property plant and equipment net 253.7

Total assets held for sale $286.1

Current Liabilities

Customer deposits 5.5

Regulatory liabilities 3.7

Other 0.9

Total current liabilities 10.1

Deferred Credits and Other Liabilities

Regulatory liabilities 51.8

Other 1.3

Total deferred credits and other liabilities 53.1

Total liabilities associated with assets held for sale 63.2

NOTE RATES AND REGULATION

Pennsylvania

Rates Rate caps on transmission services in Pennsylvania expired on December 31 2005 Distribution rate

caps were also scheduled to expire on December 31 2005 and generation rate caps were scheduled to expire on

December 31 2008 By order entered May 11 2005 the Pennsylvania Public Utility Commission the

Pennsylvania PUC approved an extension of generation rate caps for West Penn customers from 2008 to 2010

and provided for increases in generation rates in 2007 2009 and 2010 in addition to previously approved rate
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cap increases for 2006 and 2008 The order also extended distribution rate caps
from 2005 to 2007 with an

additional rate cap in place for 2009 at the rate in effect on January 2009 The intent of this transition plan is to

gradually move generation rates closer to market prices TD rates for all customers are subject to traditional

regulated utility ratemaking i.e cost-based rates

Advanced Metering and Demand Side Management Initiatives In October 2008 Pennsylvania adopted Act

129 which includes number of measures relating to conservation demand-side management and power

procurement processes Act 129 requires each electric distribution company EDC with more than 100000

customers to adopt plan approved by the Pennsylvania PUC to reduce by May 31 2011 electric consumption

by at least one percent of its expected consumption for June 2009 through May 31 2010 By May 31 2013

the total annual weather-normalized consumption is to be reduced by minimum of three percent and peak

demand is to be reduced by minimum of four and one-half percent of the EDC annual system peak demand

Act 129 also

directed the Pennsylvania PUC to adopt an energy conservation and efficiency program to require EDCs

to develop and file by July 2009 plans to reduce energy demand and consumption and

required EDCs to file plan for smart meter technology procurement and installation in August 2009

West Penn expects to incur significant capital expenditures in 2010 and beyond to comply with these

requirements

Act 129 also requires EDCs to obtain energy through prudent mix of contracts with an emphasis on

competitive procurement The Act includes grandfather provision for West Penns procurement and rate

mitigation plan which was previously approved by the Pennsylvania PUC

On June 30 2009 West Penn filed its Energy Efficiency and Conservation Plan containing 22 programs to

meet its Act 129 demand and consumption reduction obligations The proposed programs cover most energy-

consuming devices of residential commercial and industrial customers The Plan also proposes reconcilable

surcharge mechanism to obtain full and current cost recovery of the Plan costs as provided in Act 129 The Plan

projected an aggregated cost of the
energy efficiency measures in the amount of approximately $94.3 million

through mid-2013 hearing concerning West Penns Energy Efficiency and Conservation Plan was held

August 19 2009 The Pennsylvania PUC approved West Penns Energy Efficiency and Conservation Plan in

large part by Opinion and Order entered October 23 2009 The Pennsylvania PUC also approved West Penns

proposal to recover its Energy Efficiency and Conservation Plan costs on full and current basis via an automatic

surcharge to customers bills subject to an annual reconciliation mechanism

The Pennsylvania PUC declined to approve West Penns proposed distributed generation program and West

Penns proposed contract demand response program and encouraged West Penn to submit revisions to both

programs On December 21 2009 West Penn filed an Amended Energy Efficiency and Conservation Plan as

previously directed by the Pennsylvania PUC in which it added new customer resources demand response

program intended to replace the previously proposed distributed generation and contract demand programs The

Pennsylvania PUC reviewed Alleghenys amended plan at its public meeting on February 11 2010 and ordered

Allegheny to file an amended plan within 60 days to include additional detail on the costs associated with the

previously approved customer load response program and the new customer resources demand response

program

On August 14 2009 West Penn filed its Smart Meter Technology Procurement and Installation Plan The

Plan as originally proposed would provide for extensive deployment of smart meter infrastructure with

replacement of all of West Penns approximately 725000 meters by the end of 2014 To support two-way

communications with the new meters West Penn proposes to build new and secure telecommunications
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network To support time of use and real time pricing as required by Act 129 West Penn
proposes to purchase

and install new customer information system hearing on West Penns smart meter Plan was held on

November 2009 On December 18 2009 West Penn filed motion to reopen the evidentiary record to submit

an alternative smart meter plan proposing among other things less rapid deployment of smart meters On

January 13 2010 the Pennsylvania PUC granted the motion to reopen the record and remanded the proceeding to

the AU The Pennsylvania PUC also waived the late January 2010 deadline by which the AUs recommended

decision would have been required On January 26 2010 the AU set hearing and briefing schedule for the

reopened record with target deadline for the AUs recommended decision of April 23 2010

West Penn estimates that the total cost of implementing smart metering infrastructure as proposed in the

Plan as originally filed would be approximately $620 million however West Penns actual cost to implement

smart meter infrastructure may vary from that estimate as result of changes in its procurement and installation

plan as ultimately approved by the Pennsylvania PUC and the timing on that approval among other factors In

accordance with Act 129 West Penns Plan requests cost recovery surcharge for the full and current recovery

of these expenditures from customers

West Virginia

Rates Rates in West Virginia are subject to traditional regulated utility ratemaking i.e cost-based rates

Rate Case On August 13 2009 Monongahela and Potomac Edison filed with the West Virginia PSC

request to increase retail rates by approximately $122.1 million annually effective June 10 2010 On January 12

2010 Monongahela and Potomac Edison filed supplemental testimony discussing tax treatment change that

would result in revenue requirement that is approximately $7.7 million lower than the requirement included in

the original filing In addition in December 2009 subsidiaries of Monongahela and Potomac Edison completed

securitization transaction to finance certain costs associated with the installation of Scrubbers at the Fort Martin

generating facility which costs would otherwise have been included in the request for rate recovery

Consequently Monongahela and Potomac Edison now are requesting to increase retail rates by approximately

$106 million rather than $122.1 million annually An evidentiary hearing on this matter is scheduled to begin on

April 2010

Annual Adjustment of Fuel and Purchased Power Cost Rates On September 2009 Monongahela and

Potomac Edison filed their annual fuel adjustment request with the West Virginia PSC requesting rate increase

of $143.2 million to reflect increases in their unrecovered balances of fuel and purchased power costs that have

accrued through June 2009 and projected increases through June 2010 The new rates were submitted pursuant to

the schedule for annual fuel and purchased power cost reviews On December 2009 the parties to the

proceeding filed Joint Stipulation providing that Monongahela and Potomac Edison would receive an increase

of $118 million effective January 2010 plus deferred recovery of an additional $23.1 million effective

January 2011 with carrying charges of 6% on the deferred amount This amount as well as interest on the

deferral will be included in the companys third-quarter 2010 fuel and purchased power filing for recovery in

2011 The West Virginia PSC approved the Joint Stipulation on December 29 2009

Maryland

Rates In 1999 Maryland adopted electric industry restructuring legislation which gave Potomac Edisons

Maryland retail electric customers the right to choose their electricity generation supplier In 2000 Potomac

Edison transferred its Maryland generation assets to AE Supply but remained obligated to provide standard offer

generation service or SOS at capped rates to residential and non-residential customers for various periods

The longest such period for residential customers expired on December 31 2008 As discussed below Potomac
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Edison has implemented rate stabilization plan to transition customers from capped generation rates to rates

based on market prices TD rates for all customers are subject to traditional regulated utility ratemaking i.e

cost-based rates

Rate Stabilization Plan In December 2006 Potomac Edison proposed rate stabilization and market

transition plan the Transition Plan for its Maryland residential customers in accordance with bill passed by

the Maryland legislature in 2006 The Maryland Public Service Commission the Maryland PSC approved the

Transition Plan on March 30 2007 The Transition Plan provides for gradual transition of Potomac Edisons

residential customers from capped generation rates to market-based generation rates while at the same time

preserving for customers the benefit of rate caps

Under the Transition Plan Potomac Edisons customers who did not opt out of the Transition Plan began

paying non-bypassable surcharge the Rate Stabilization Surcharge in June 2007 which resulted in an

overall rate increase of approximately 15% after taking into account the expiration of prior customer choice

rate credit with the initiation of the new surcharge On January 2008 the surcharge increased residential rates

an additional 15%

Beginning January 2009 coincident with the expiration of the residential generation rate cap and

implementation of market-based generation pricing the Rate Stabilization Surcharge converted from charge to

credit on customers bills Funds collected through the Rate Stabilization Surcharge during 2007 and 2008 plus

interest are being returned to customers as credit on their electric bills thereby reducing the impact of the rate

cap expiration The credit will continue with adjustments to maintain rate stability until approximately

December 31 2010

The Rate Stabilization Surcharge was recorded as regulatory liability as it was billed to customers In

addition interest on amounts collected from customers is recognized as component of the regulatory liability

for future refund to customers This interest is recorded as interest
expense on the Consolidated Statements of

Income As amounts are returned to customers these customer credits are being charged directly to the

regulatory liability

Advanced Metering and Demand Side Management Initiatives On June 2007 the Maryland PSC

established new case to consider advanced meters and demand side management programs The Staff of the

Maryland PSC filed its report on these matters on July 2007 On September 28 2007 the Maryland PSC

issued an order in this case that required the utilities to file detailed plans for how they will meet proposal

EmPOWER Maryland-that electric usage in Maryland be reduced by 15% by 2015 The Maryland legislature

in 2008 adopted statute codifying the EmPOWER Maryland goals and setting deadline of September 2008

for the utilities to file comprehensive plans for attempting to achieve those goals Potomac Edison filed its

proposals on August 29 2008 asking the Maryland PSC to approve seven programs for residential customers

five programs for commercial industrial and governmental customers customer education program and

pilot deployment of Advanced Utility Infrastructure AU that Allegheny has previously been testing in West

Virginia

On December 31 2008 the Maryland PSC issued an order approving some of Potomac Edisons programs and

directing that others be redesigned Potomac Edison filed its revised programs on March 31 2009 with new cost

and benefit information The Maryland PSC approved the programs on August 2009 and approved cost recovery

for the programs on October 2009 Expenditures are expected to be approximately $101 million and are expected

to be recovered over the next five to ten years pending Maryland PSC approval Meanwhile the AUI pilot is being

examined on separate track and is currently under discussion with the Staff of the Maryland PSC
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Virginia

Rates Until July 2007 Potomac Edison had power purchase agreement with AE Supply to provide

Potomac Edison with the power necessary to serve its retail customers in Virginia at rates that were consistent

with generation rate caps in effect pursuant to the Virginia Electric Utility Restructuring Act of 1999 the

Restructuring Act Effective with the expiration of that power purchase agreement on July 2007 Potomac

Edison began to purchase the power necessary to serve its Virginia customers through the wholesale market at

market prices through competitive wholesale bidding process In April 2007 and again in March 2008
Potomac Edison conducted competitive bidding process to purchase power requirements from the wholesale

market for its retail customer service in Virginia and AE Supply was the successful bidder with respect to

substantial portion of these requirements

The Restructuring Act initially capped generation rates until July 2007 In 2004 it was amended to extend

capped rates to 2010 but also provided that Virginia utilities that had divested their generation such as Potomac

Edison could begin to recover purchased power costs on July 2007 In 2007 the law was revised again to

provide for generation rate caps to end on December 31 2008 The market prices at which Potomac Edison has

purchased power since the expiration in 2007 of its power purchase agreement with AE Supply were

significantly higher than the capped generation rates initially set under the Restructuring Act

Although the Restructuring Act does provide for generation rate caps through December 31 2008 it was

amended to provide among other things that Virginia utilities such as Potomac Edison could begin to recover

purchased power costs such that the rates utility would be permitted to charge Virginia customers beginning on

July 2007 would be based on the utilitys cost of purchased power

In an April 2007 filing with the Virginia SCC Potomac Edison requested to adjust its fuel factor and to

implement rate stabilization plan including an increase in retail rates of approximately $103 million to be phased

in over three years beginning July 2007 to offset the impact of increased purchased power costs In June 2007
the Virginia SCC issued an order that denied Potomac Edisons application and motion to establish interim rates

cancelled evidentiary hearings and dismissed the case ruling that recovery was barred by Memorandum of

Understanding the MOU that Potomac Edison entered into with the Staff of the Virginia SCC in 2000 in

connection with the transfer of its Virginia generating assets to AE Supply Under the MOU Potomac Edison

agreed to forego fuel cost adjustments otherwise permitted under the Restructuring Act during the capped rate

period which at the time that the MOU was entered into was scheduled to expire as of July 2007

On December 20 2007 the Virginia SCC granted Potomac Edison partial $9.5 million recovery
of

increased purchased power costs following second application by Potomac Edison for rate recovery
of $42.3

million On May 15 2008 following third application by Potomac Edison the Virginia SCC issued an order

allowing Potomac Edison to increase its rates effective July 2008 on an interim basis subject to refund to

collect $73 million of purchased power costs Revenues were recognized based on the method under which the

rates were developed and not the amounts collected As result portion of the amounts collected from July

2008 to December 31 2008 was deferred as regulatory liability and was recognized as revenue from January

through June 2009

On July 18 2008 the Virginia SCC issued an order finding that the rate making provisions of the MOU
would expire on December 31 2008 On November 18 2008 Potomac Edison filed with the Virginia SCC

comprehensive rate settlement agreed to with the Staff of the Virginia SCC the Consumers Counsel of the

Virginia Office of the Attorney General and group of Potomac Edisons industrial customers that transitions all

customers to rates that allow for full recovery of purchased power costs no later than July 2011 The Virginia
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SCC held hearing on the settlement on November 18 2008 and approved it without alteration or condition on

November 26 2008 Key provisions of the settlement include

the $73 million rate increase approved on temporary basis on May 15 2008 will remain in effect

through June 30 2009

for the period from July 2009 through December 31 2009 half of any further increase in purchased

power costs for service to large non-residential customers will be forgone up to $15 million

for the period from July 2009 through June 30 2010 the total rate increase for all other customers

will be capped at 15% and

during the period from July 2009 through June 30 2011 100 MW of the power procured by Potomac

Edison will be deemed for rate purposes to have been procured at the lesser of actual cost or $55 per

MWh

Potomac Edison successfully procured power in December 2008 to cover load for the settlement period

through 2011 and AE Supply was the successful bidder with respect to substantial portion of these

requirements

On June 2009 Potomac Edison filed request for transmission rate adjustment clause to collect $1.0

million of third-party transmission costs that it expects to incur between January 2009 and August 31 2010 as

permitted by the settlement Potomac Edison has proposed to recover this amount from its retail customers over

the rate period from September 2009 through August 31 2010 The Virginia SCC approved recovery of all but

an insignificant portion of this amount in an order issued on August 28 2009

On May 15 2009 the Virginia SCC issued an order concerning request by Potomac Edison to recover

purchased power costs to serve its Virginia customers The Virginia SCCs order granted an interim rate increase

of approximately $19.4 million subject to refund effective July 2009 In October 2009 Potomac Edison and

the Staff of the Virginia SCC filed joint stipulation pursuant to which the rate increase would be reduced by

$3.2 million to approximately $16.2 million On October 30 2009 the Virginia SCC issued an order that

approved the joint stipulation

NOTE TRANSMISSION EXPANSION

Trans-Allegheny Interstate Line

In June 2006 the board of directors of PJM approved new transmission line extending from southwestern

Pennsylvania through West Virginia into northern Virginia and designated Allegheny to build the Allegheny

Power Zone the AP Zone portion of the line PJM which is regional transmission operator is responsible

for the operation of and reliability planning for the transmission network in the PJM region and included the

new line in its 2006 regional transmission expansion plan In October 2006 Allegheny formed TrAIL Company

as the entity responsible for financing constructing owning operating and maintaining the new line which is

named the Trans-Allegheny Interstate Line or TrAIL TrAIL is 500 kV high voltage line that currently is to

extend from southwestern Pennsylvania through West Virginia to point of interconnection with Virginia

Electric and Power Company Dominion in northern Virginia In addition TrAIL Company and Dominion

will jointly own an approximately 30-mile 500 kV line segment that Dominion will construct in Virginia In

addition to the TrAIL Line other TrAIL Company projects include new static volt-ampere reactive power

compensator at the Black Oak substation upgrades and/or replacements of transformers and/or buses at six other

substations and the construction of new transmission operations center to be located in West Virginia
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Potomac-Appalachian Transmission Highline

In June 2007 the board of PJM directed the construction of PATH high-voltage transmission line project

In September 2007 Allegheny and AEP formed PATH LLC to construct and operate PATH PATH LLC is

series limited liability company The West Virginia Series PATH-WV is owned equally by Allegheny and

subsidiary of AEP The Allegheny Series PATH-Allegheny is 100% owned by Allegheny PATH will consist

of single 765 kV line from the AEP substation near St Albans West Virginia to new substation near

Kemptown Maryland and include new midpoint substation in West Virginia in the vicinity of eastern Grant

County northern Hardy County or southern Hampshire County

PJM has confirmed that the reconfigured project addresses its reliability concerns however in December

2009 PJM suggested that the project does not need to be in service in 2014 to resolve reliability problems on the

electric grid as previously expected This data from PJM is preliminary and not sufficient to identify specific

in-service date for the project PJM is in the process of preparing its comprehensive 2010 Regional Transmission

Expansion Plan which will identify an in-service date for PATH

The accounts of PATH LLC and its operating subsidiaries are included in Alleghenys Consolidated

Financial Statements See Note 23 Variable Interest Entities for additional information

Federal Regulation and Rate Matters

TrAIL Project TrAIL Company earns its revenues through FERC approved formula rate mechanism that

provides for
recovery of expenses and return on investment TrAIL Companys formula tariff rate which

includes among other things an incentive return on equity for TrAIL and static volt-ampere reactive power

compensator at the Black Oak substation the Black Oak SVC is 12.7 percent and return on equity is 11.7

percent for non-incentive projects

PATH Project PATH LLC earns its revenues through FERC approved formula rate mechanism that

provides for recovery of expenses and return on investment PATH LLCs formula tariff rate includes among
other things an incentive return on equity of 14.3 percent

FERC set for hearing the cost of service formula rate granted in the February 29 2008 order that are being

used to calculate the annual revenue requirements for the project In December 2008 PATH submitted to FERC
settlement of the formula rate and protocols with the active parties FERC approval of the settlement is

pending Rehearing of the February 29 2008 order with respect to return on equity remains pending before the

FERC

State Regulation Matters

Pennsylvania

By order entered on December 12 2008 the Pennsylvania PUC authorized TrAIL Company to construct

1.2 mile portion of the TrAIL Project in Pennsylvania from the proposed 502 Junction Substation in Greene

County to the Pennsylvania-West Virginia state line This portion of TrAIL will connect with portions of the

TrAIL Project approved in West Virginia and Virginia In the same order the Pennsylvania PUC also approved

an agreement entered into among TrAIL Company West Penn and Greene County Pennsylvania in which

among other provisions TrAIL Company agreed to engage in collaborative process to identify possible

solutions to reliability problems in the Washington County Pennsylvania area in lieu of the Prexy Facilities that

had been part of the original TrAIL proposal In addition West Penn agreed to release certain easements that

would have been used by TrAIL Company for the Prexy Facilities and Greene County agreed that the

Pennsylvania PUC should authorize construction of the 1.2 mile portion of TrAIL from 502 Junction Substation

to the Pennsylvania-West Virginia state line An intervenor has initiated judicial review of the order by the
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Commonwealth Court of Pennsylvania proposed settlement and an amendment to the application based on

consensus of participants in the collaborative process are pending before the Pennsylvania PUC for approval

West Virginia

On May 15 2009 PATH-WV PATH-Allegheny and certain other related entities the PATH Entities filed

an application with the West Virginia PSC for certificates of public convenience and necessity to construct portions

of the PATH Project in West Virginia The procedural schedule established by the West Virginia PSC provides for

an evidentiary hearing in this case in February 2010 and final commission decision by June 21 2010 On

October 28 2009 the Staff of the West Virginia PSC filed motion to dismiss the application on the basis that

because there was no application pending at that time before any regulatory agency for approval of the Maryland

portion of the PATH Project there is no identified eastern terminus of the project Other parties filed similar

motions or statements in support of the Staff motion The PATH Entities filed responses
in which they opposed the

Staff motion but agreed to toll the statutory decision due date in West Virginia until February 24 2011 if the West

Virginia PSC extended its current procedural schedule in the manner proposed by the PATH Entities The West

Virginia PSC denied the motions to dismiss and established revised procedural schedule providing for an

evidentiary hearing commencing in October 2010 and final commission decision by February 24 2011 The

PATH Entities expect to supplement their pre-filed testimony on June 29 2010 to reflect new in-service date for

the PATH Project based on PJMs 2010 Regional Transmission Expansion Plan analysis

Maryland

On May 19 2009 Potomac Edison on behalf of PATH-Allegheny filed an application with the Maryland

PSC for certificate of public convenience and necessity to construct portions of the PATH Project in Maryland

The Maryland PSC requested briefs on certain preliminary legal issues and heard oral argument on the issues On

September 2009 the Maryland PSC issued an order determining that Potomac Edison could not file an

application for certificate of public convenience and necessity on behalf of PATH-Allegheny but could file

such an application on behalf of itself and directed Potomac Edison to advise the Maryland PSC of its decision to

file such an application within 30 days On October 2009 Potomac Edison advised the Maryland PSC that it

continued to consider its filing options including whether to re-file an application with the Maryland PSC and

intended to inform the Maryland PSC of its decision as soon as possible On December 21 2009 the Potomac

Edison Company an Allegheny affiliate submitted new application to the Maryland Public Service

Commission requesting authorization to construct the Maryland segment of the PATH Project Potomac Edison

has also agreed not to file an application with FERC pursuant to Section 216bl with the FPA prior to June 29

2011 to construct the PATH Project in Maryland

Virginia

On October 2008 the Virginia SCC issued an order authorizing construction of the TrAIL project in

Virginia and on November 2009 the Virginia Supreme Court affirmed the Virginia SCCs order

On May 19 2009 PATH-VA filed an application with the Virginia SCC for certificate of public

convenience and necessity to construct portions of the PATH Project in Virginia The Virginia SCC established

procedural schedule that provided for an evidentiary hearing commencing on January 19 2010 On

December 21 2009 PATH-VA filed motion as amended on December 29 2009 to withdraw its application

on the basis that certain sensitivity analyses conducted by PJM as directed by the Hearing Examiner suggested

that the PATH Project appears
not to be needed in June 2014 as result of reduction in the scope and severity

of observed NERC reliability violations PATH-VA further stated that consistent with PJM processes the PATH

Project will be considered by PJM in its 2010 RTEP analysis to determine when it will be needed to resolve

NERC reliability violations and that PATH-VA did not expect to file new application prior to the third quarter
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of 2010 The Hearing Examiner suspended the procedural schedule and issued
report to the Virginia SCC

recommending that the motion to withdraw be granted On January 27 2010 the Virginia SCC granted the

motion to withdraw and the application is no longer pending

NOTE REGULATORY ASSETS AND LIABILITIES

Alleghenys regulated utility operations are subject to regulated industry specific accounting provisions

Regulatory assets represent probable future revenues associated with incurred costs that are expected to be

recovered in the future from customers through the rate-making process Regulatory liabilities represent probable

future reductions in revenues associated with amounts that are to be credited or refunded to customers through

the rate-making process or amounts collected for costs not yet incurred Regulatory assets and regulatory

liabilities reflected in the Consolidated Balance Sheets were as follows

December 31

In millions 2009 2008

Regulatory assets including current portion

Income taxes ab $234.9 $231.3

Pension benefits and postretirement benefits other than pensions ac 396.5 390.4

Pennsylvania Competitive Transition Charge CTC reconciliation 5.0 73.6

Unamortized loss on reacquired debt ae 26.8 31.1

Unrealized loss on fair value of financial transmission rights 1.7 17.8

Deferred ENEC charges 109.5 52.0

Transmission revenue requirement 29.8 8.1

Other 45.8 42.2

Subtotal 850.0 846.5

Regulatory liabilities including current portion

Net asset removal costsVirginia 50.6

Net asset removal costsother than Virginia 374.2 356.8

Income taxes 29.3 35.2

SO2 allowances 12.8 13.3

Virginia collections for costs not yet incurred 28.3

Fort Martin Scrubber project-environmental control surcharge 40.1 29.1

Maryland rate stabilization and transition plan surcharge 30.1 61.7

Other 12.1 23.1

Subtotal 498.6 598.1

Net regulatory assets $351.4 $248.4

Does not earn return

Amount is being recovered over various periods associated with the remaining useful life of related

regulated utility property plant and equipment

See Note 11 Pension Benefits and Postretirement Benefits Other Than Pensions

Recorded amount includes an 11% return on amounts deferred that was earned through 2005 No additional

return will be earned through the 2010 recovery period

Amount is being recovered over various periods through 2025 based upon the maturities of reacquired debt

Includes amounts that do not earn return on amounts deferred with
recovery periods up to two years

Includes amounts that do not earn return on amounts deferred with various
recovery periods through 2027

Net asset removal costs of $51.0 million are included in liabilities associated with assets held for sale at

December 31 2009 in the consolidated balance sheet

Amount earns interest at the approved FERC interest rate and will be recovered through 2011
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See Note Rates and Regulation for additional information regarding regulatory developments

impacting regulatory assets and liabilities Note 11 Pension Benefits and Postretirement Benefits Other Than

Pensions for discussion of regulatory assets relating to pension and other postretirement benefits and

Note 13 Fair Value Measurements Derivative Instruments and Hedging Activities for information relating to

regulatory assets relating to unrealized gains and losses on FIRs Other regulatory assets and liabilities reflected

in the table above relate to the following

Income Taxes Net

In certain jurisdictions deferred income tax expense
is not permitted as current cost in the determination

of rates charged to customers In certain of these jurisdictions deferred income tax liability or asset as

appropriate is recorded with an offsetting regulatory asset or liability These deferred income taxes primarily

relate to temporary
differences involving regulated utility property plant and equipment and the related provision

for depreciation In addition deferred income tax assets are recorded with offsetting regulatory liabilities related

to deferred investment tax credits The income tax regulatory asset represents amounts that will be recovered

from customers when the temporary differences are reversed and the taxes paid The income tax regulatory

liability represents amounts that will be returned to customers as the investment tax credits are amortized against

taxes paid

Pension and Other Postretirement Benefits

Allegheny recognizes the underfunded status of its defined benefit postretirement plans as liability on its

consolidated balance sheet and recognizes changes in the funded status in other comprehensive income

However to the extent that the funded status relates to Alleghenys rate-regulated subsidiaries and such amounts

will be recovered through the rate-making process the funded status and changes in funded status are recognized

as regulatory asset rather than as charge to other comprehensive income

Pennsylvania Stranded Cost Recovery and CTC Reconciliation

Pennsylvanias Electricity Generation Customer Choice and Competition Act the Customer Choice Act

gave all retail electricity customers in Pennsylvania the right to choose their electricity generation supplier

beginning January 2000 Under terms of customer choice implementation agreement between the

Pennsylvania PUC and West Penn beginning in 1998 and through June 2008 West Penn was authorized to

recover $670 million of Competitive Transition Charges CTC incurred as part of the transition to customer

choice West Penns customer bills included CTC charge and West Penn recognized revenue related to CTC

charges through the end of the recovery period in June 2008 For 2008 and 2007 West Penn recorded pre-tax

income of approximately $21 million and $52 million respectively related to CTC

Any difference between CTC charges recognized and the amount collected from customers was recorded as

regulatory asset for future collection In 2005 the Pennsylvania PUC authorized West Penn to securitize and

collect $115 million previously deferred as the difference between authorized and billed stranded cost recovery

revenues with an 11% return on the amounts deferred This difference represents separate regulatory asset

Pennsylvania CTC Reconciliation Collection of these amounts from customers is occurring over an extended

transition period through 2010 Recovery of the Pennsylvania CTC Reconciliation regulatory asset began after

the Pennsylvania stranded cost regulatory asset was fully recovered The amount of under-recovery of CTC

during the transition period if any will be determined at the end of the transition period in 2010

Expanded Net Energy Cost

In May 2007 the West Virginia PSC issued rate order that re-established an annual ENEC method of

recovering net power supply costs including fuel costs purchased power costs including purchased power costs

associated with the Grant Town PURPA Generation Facility and other related expenses net of related revenue
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and interest earnings on the Fort Martin Scrubber project escrow fund Under the ENEC actual costs and

revenues are tracked for under and/or over recoveries and revised ENEC rate filings are made on an annual

basis Any under and/or over recovery of costs net of related revenues is deferred for subsequent recovery or

refund as regulatory asset or regulatory liability with the corresponding impact on the Consolidated

Statements of Income reflected within Deferred energy costs net See Note Rates and Regulation for

additional information

Asset Removal Costs

In certain jurisdictions depreciation rates include factor representing the estimated costs associated with

removing an asset from service upon retirement The accrual accumulates during the assets service life and is

reduced when the actual cost of removal is incurred The accumulated balance of such removal costs represents

regulatory liability In other jurisdictions retirement costs are collected in rates only after they are incurred in

which case the costs are recorded as regulatory asset See Note 19 Asset Retirement Obligations ARO for

description of asset retirement obligations

Maryland Rate Stabilization and Transition Plan Surcharge

From March 2007 through December 2008 Potomac Edison collected rate stabilization surcharge from its

Maryland residential customers The amounts collected through the surcharge and interest which is recorded as

regulatory liability will be returned to the Maryland residential customers in the form of credit from January

2009 through December 2010 The credit reduces the impact of the rate cap expiration on the Maryland

residential customers

Transmission Revenue Requirement

Under formula rate mechanism approved by FERC TrAIL Company and PATH LLC make annual filings

in order to recover incurred costs and an allowed return An initial rate filing is made for each calendar year

using estimated costs which is used to determine the billings to customers All prudently incurred allowable

costs and return earned during each calendar year are eventually recovered on dollar-for-dollar basis through

true-up mechanism As such TrAIL Company and PATH LLC recognize revenue as they incur recoverable

costs and earn the allowed return on monthly basis Any differences between revenues earned based on actual

costs and the amounts billed based on estimated costs are included in regulatory asset or liability and will be

recovered or refunded respectively in subsequent periods

NOTE INCOME TAXES

Components of federal and state income tax expense were as follows

In millions 2009 2008 2007

Income tax expense benefit-current

Federal $14.8 13.6 $19.3
State 21.1 34.3 9.4

Total 6.3 47.9 9.9
Income tax expense benefit-deferred

Federal 232.7 170.2 251.3

State 6.2 10.4 13.0

Total 238.9 159.8 264.3

Amortization of deferred investment tax credit 3.6 3.6 3.6

Income tax expense $241.6 $204.1 $250.8
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On March 31 2008 the state of West Virginia enacted change in its income tax law that implemented

combined reporting and reduction in its income tax rate that phases in from 2009 through 2014 During 2008

Allegheny recognized benefit of approximately $6.8 million net of federal income tax representing an

adjustment of its deferred tax assets and liabilities to reflect the effects of this rate reduction

The Commonwealth of Pennsylvania limited the amount of net operating loss carryforwards that may be

used to reduce current year
taxable income to the greater of $3 million or 12.5% of apportioned Pennsylvania

taxable income per year through 2008 During 2008 an additional benefit of $3.9 million net of applicable

federal income tax was recorded to adjust the recorded Pennsylvania net operating loss carryforward asset to

reflect estimates of future Pennsylvania taxable income during the carryforward period

On October 2009 Pennsylvania enacted H.B 1531 which modified the corporate net operating loss

utilization rules and made minor modifications to apportionment provisions Under H.B 1531 the annual net

operating loss canyforward limitation was increased to 15% of taxable income for 2010 and 20% thereafter

During 2009 an additional benefit of $1 LU million net of applicable federal income tax was recorded to reflect

estimates of future Pennsylvania taxable income during the carryforward period and to adjust the Pennsylvania

net operating loss carryforward asset to reflect estimated benefits resulting from the increased utilization caps

underH.B 1531

The following table reconciles income tax expense
calculated by applying the federal statutory income tax

rate of 35% to income before income taxes to income tax expense

2009 2008 2007

In millions except percent Amount Amount Amount

Income before income taxes $635.7 $599.9 $666.8

Income tax expense
calculated at the federal statutory rate of

35% 222.5 35.0 210.0 35.0 233.4 35.0

Increases reductions resulting from

Rate-making effects of depreciation differences 1.7 0.3 5.3 0.9 5.5 2.3

AFUDC 2.0 0.3 1.8 0.3 1.0 0.4

Change in estimated Pennsylvania net operating loss

benefits net of federal income tax 11.0 1.7 3.9 0.7 4.2 1.8

March 2008 West Virginia state income tax rate change

net of federal income tax 6.8 1.1

Other state income tax net of federal income tax benefit 29.1 4.6 12.7 2.1 17.5 2.6

Amortization of deferred investment tax credits 3.5 0.6 3.6 0.6 3.6 1.5

Changes in tax reserves related to uncertain tax positions

and audit settlements 3.5 0.6 3.4 0.5 1.8 0.8

Other net 4.7 0.7 4.4 0.8 1.4 ft6

Income tax expense
$241.6 38.0 $204.1 340 $250.8 37.6
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At December 31 deferred income tax assets and liabilities consisted of the following

In millions 2009 2008

Deferred income tax assets

Recovery of transition costs 42.4 35.6

Unamortized investment tax credits 35.9 38.0

Postretirement benefits 98.9 99.8

Tax effect of net operating loss carryforwards and credits 247.8 184.5

Derivative contracts 2.2

Valuation allowance on deferred tax assets 5.0 16.3
Other 46.2 37.3

Total deferred income tax assets 468.4 378.9

Deferred income tax liabilities

Plant asset basis differences net 1816.6 1535.9

Derivative contracts 7.3

Other 71.6 43.5

Total deferred income tax liabilities 1888.2 1586.7

Total net deferred income tax liability 1419.8 1207.8

Deferred income taxes included in current assets 81.5 69.6

Total long-term net deferred income tax liability $1501.3 $1277.4

Allegheny has recorded as deferred income tax assets the effect of net operating losses and tax credits which

will more likely than not be realized through future operations and through the reversal of existing temporary

differences The tax effected net operating loss carryforwards consisted of $150.2 million of state net operating

loss carryforwards that expire from 2019 through 2029 and $72.3 million of federal net operating loss

canyforwards that expire from 2023 to 2029 Federal Alternative Minimum Tax credits of $20.2 million have an

indefinite carryforward period

Alleghenys valuation allowance on deferred tax assets was reduced in 2009 primarily because of change

in Pennsylvania tax law with respect to net operating loss carryforwards enacted in the fourth quarter of 2009
This benefit was partially offset by reduction in the expected realization of carryforward amounts due to

forecasted taxable income

Allegheny adopted the provisions of FIN 48 ASC Topic 740 on January 2007 which prescribes

comprehensive model for how companies should recognize measure present and disclose in their financial

statements uncertain tax positions taken or expected to be taken on an income tax return As result of the

implementation Allegheny recognized $17.7 million reduction to its January 2007 balance of retained

earnings

Allegheny records interest and penalties associated with uncertain tax positions as component of income

tax expense Allegheny recognized interest expense related to uncertain tax positions net of tax of

approximately $1.0 million $1.8 million and $0.2 million during 2009 2008 and 2007 respectively Accrued

interest net of tax related to uncertain tax positions was $5.4 million and $4.5 million at December 31 2009 and

December 31 2008 respectively The reduction in actual interest in 2009 compared to 2008 is due primarily to

resolution of federal income tax audit issues for the years 1998 to 2003
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Alleghenys uncertain tax position reserves were $89.5 million and $79.5 million at December 31 2009 and

2008 respectively $59.8 million and $53.0 million net of the federal tax benefit for state tax reserves At

December 31 2009 approximately $85.7 million of the reserve is not expected to be resolved in the next 12

months and therefore has been classified as long term income taxes payable on the accompanying Consolidated

Balance Sheet

The following represents an analysis of the changes in unrecognized tax benefits during 2009 2008 and

2007 excluding accrued interest

In millions 2009 2008 2007

Balance atianuary $112.6 $102.9 $107.6

Additions based on tax positions related to the current year
53.8 10.7 32.7

Additions for tax positions of prior years
0.2 18.1

Reductions for tax positions of prior years 37.8 1.0 3.3

Settlements 2.4 52.2

Balance at December31 $126.4 $112.6 $102.9

If recognized the portion of the unrecognized tax benefits that would reduce Alleghenys effective tax rate

was $54.3 million and $48.7 million at December 31 2009 and December 31 2008 respectively $84.1 million

and $75.2 million respectively before the federal income tax effects on state income tax positions

The unrecognized tax benefit balance also included approximately $42.4 million and $37.5 million of tax

positions at December 31 2009 and December 31 2008 respectively for which the ultimate deductibility is

highly certain but for which there is uncertainty about the timing of such deductibility change in the period of

deductibility would not affect the effective tax rate but would impact the timing of cash payments to the taxing

authorities

The major jurisdictions in which Allegheny is subject to income tax are U.S Federal Pennsylvania West

Virginia Maryland and Virginia Allegheny files consolidated federal income tax returns and those returns are

currently under audit by the Internal Revenue Service IRS for the tax years 2004 through 2006 The 2007 and

2008 federal returns have been filed and are subject to review Several of Alleghenys subsidiaries file returns in

Pennsylvania Returns filed with the Pennsylvania Department of Revenue for the tax years 2004 through 2008

are subject to review Allegheny also files consolidated West Virginia return The consolidated West Virginia

return has been audited through 2004 The 2005 through 2008 returns remain subject to review Several of

Alleghenys subsidiaries are also subject to tax in the state of Maryland The Maryland returns for the tax years

2005 through 2008 remain subject to review Additionally certain Allegheny subsidiaries are subject to tax in

Virginia The Virginia returns for tax years 2005 through 2008 remain subject to review

The IRS audits of Alleghenys income tax returns for the tax years
1998 through 2003 have been completed

During 2008 Allegheny reached settlement with the IRS on substantially all issues and recorded benefit due

to reduced interest charges of $6.1 million The Joint Committee on Taxation reviewed these audits During that

review the Joint Committee made certain inquiries regarding settlement that Allegheny had reached with the

Appeals Division in 2006 relating to contributions to capital Allegheny resolved this issue with the IRS and the

Joint Committee during the fourth quarter
of 2008 The net charge to earnings during the fourth quarter of 2008

was $1.4 million Additionally Allegheny has liabilities for uncertain positions taken on various state income tax

returns that it files The statute of limitations for some of these returns expired during 2009 and 2008 and resulted

in benefit of approximately $2.2 million and $1.3 million respectively During 2010 additional state statute of

limitations will expire that will result in net benefit of approximately $3.8 million
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NOTE CAPITALIZATION AND DEBT

Common Stock

During 2009 2008 and 2007 Allegheny paid the following dividends on its common stock

Payment Date Record Date Dividend per Share

December 28 2009 December 14 2009 $0.15

September 28 2009 September 14 2009 $0.15

June 22 2009 June 2009 $0.15

March 23 2009 March 2009 $0.15

December 29 2008 December 15 2008 $0.15

September 29 2008 September 15 2008 $0.15

June 23 2008 June 2008 $0.15

March 24 2008 March 10 2008 $0.15

December 17 2007 December 2007 $0.15

AE issued 0.2 million 2.1 million and 1.9 million shares of common stock in 2009 2008 and 2007

respectively primarily in connection with stock option exercises and the settlement of stock units

Preferred Stock of Subsidiary

On September 2007 Monongahela redeemed its 4.40% Cumulative Preferred Stock $100 par value its

4.80% Cumulative Preferred Stock Series $100 par value its 4.50% Cumulative Preferred Stock Series

$100 par value and its $6.28 Cumulative Preferred Stock Series $100 par value with an aggregate carrying

value of $24.0 million In connection with the cash redemption Monongahela paid accrued dividends at the

redemption date plus redemption premium of approximately $1.1 million that was charged against other paid-in

capital This premium also reduced earnings per common share as shown in Note Earnings per
Share
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Debt

Alleghenys long-term debt was as follows

As of December 31 2009 As of December 31

Contractual Maturities Interest Rate 2009 2008
Dollar amounts in millions

AE Supply

Medium-Term Notes 2011-2039 5.750 8.250 $1253.7 $1050.0

AE Supply Credit Facility
2011 447.0

Pollution Control Bonds 2012-2037 5.050 6.875 268.5 268.5

Exempt Facilities Revenue Bonds 2039 7.000 235.0

Debentures 2023 6.875 100.0 100.0

Unamortized debt discounts 4.4 3.1

Total AE Supply long-term debt $1852.8 $1862.4

Monongahela

Medium-TermNotes 2010 7.360 110.0 110.0

First Mortgage Bonds 2013-2017 5.375 7.950 640.0 640.0

Environmental Control Bonds 2016-2031 4.982 5.523 383.3 329.5

Pollution Control Bonds 20 12-2029 5.050 6.875 70.3 70.3

Unamortized debt discounts 1.0 1.4

Total Monongahela long-term debt $1202.6 $1148.4

West Penn

First Mortgage Bonds 2016-20 17 5.875 5.950 420.0 420.0

Medium-Term Notes 2012 6.625 80.0 80.0

Transition Bonds 2010 4.460 16.0 95.8

Unamortized debt discounts 1.0 1.2

Total West Penn long-term debt 515.0 594.6

Potomac Edison

First Mortgage Bonds 2014-20 16 5.125 5.800 420.0 420.0

Environmental Control Bonds 2016-2031 4.982 5.523 128.0 10.0

Unamortized debt discounts 1.0 1.2

Total Potomac Edison long-term debt 547.0 528.8

TrAIL Company
Term Loan 2015 2.129 435.0 70.0

Revolving Loan 2015 2.115 20.0 20.0

Total TrAIL Company long-term debt 455.0 90.0

Eliminations 14.6 14.4

Total $4557.8 $4209.8

Less amounts due within one year
140.8 93.9

Consolidated long-term debt $4417.0 $4115.9

Represents debt under AE Supplys previous credit facility which was replaced with new credit facility in

September 2009

Variable rate debt
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Outstanding debt and scheduled debt repayments at December 31 2009 were as follows

Amounts represent repayments based upon estimated surcharge collections from customers

Amounts represent the elimination of certain pollution control bonds for which Monongahela and AE

Supply are co-obligors

Certain of Alleghenys properties are subject to liens of various relative priorities securing debt
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In millions 2010 2011 2012 2013 2014 Thereafter Total

AE Supply

Medium-Term Notes 600.0 $1253.7

Pollution Control Bonds 15.4 251.8 268.5

Exempt Facilities Revenue Bonds 235.0 235.0

Debentures-AGC 100.0 100.0

Total AE Supply 15.4 1186.8 1857.2

Monongahela

Environmental Control Bonds 12.8 13.5 322.1 383.3

First Mortgage Bonds 300.0 120.0 220.0 640.0

Medium-Term Notes 110.0

Pollution Control Bonds 7.1 57.2 70.3

Total Monongahela 319.9 133.5 599.3 1203.6

West Penn

First Mortgage Bonds 420.0 420.0

Transition Bonds 16.0

Medium-Term Notes 80.0

Total West Penn 420.0 516.0

Potomac Edison

First Mortgage Bonds 175.0 245.0 420.0

Environmental Control Bonds 4.5 107.5 128.0

Total Potomac Edison 179.5 352.5 548.0

TrAIL Company
Term Loan 435.0 435.0

Revolving Loan 20.0 20.0

Total TrAIL 455.0 455.0

Unamortized debt discounts 1.3 1.2 0.9 0.7 0.6 2.7 7.4
Eliminations 1.3 13.3 14.6

Total consolidated debt $139.5 $164.8 $604.6 $323.5 $327.8 $2997.6 $4557.8
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Credit Facilities

In addition to the debt described above AE AE Supply and Monongahela each had revolving credit

facility AE credit facility matures in 2011 and AE Supplys and Monongahela credit facilities mature in

2012 At December 31 2009 borrowing capacity under these credit facilities was as follows

Total

In millions Capacity
________ ________ ________

AE Revolving Credit Facility 376.0

AE Supply Revolving Facility 1000.0

Monongahela Revolving Credit Facility 110.0
_______

Total $1486.0
_______

In addition at December 31 2009 TrAIL Company had borrowings under its $550 senior unsecured credit

facility in the amount of $455 million All amounts outstanding under the senior unsecured credit facility were

repaid in January 2010 with proceeds from TrAIL Companys January 25 2010 issuance of unsecured notes and

new $350 million senior unsecured revolving credit facility

Under terms of their individual credit facilities outstanding debt of AE Supply and Monongahela may not

exceed 65% of the sum of their debt and equity as of the last day of each calendar quarter These provisions limit

the net assets of AE Supply and Monongahela that may be transferred to AE

2009 Debt Activity

Borrowings and principal repayments on debt during 2009 were as follows

In millions Issuances Repayments

AE
AE Revolving Credit Facility

AE Supply
AE Supply Credit Facility-Revolving Loan

AE Supply Credit Facility-Term Loan

Exempt Facilities Revenue Bonds

Medium-Term Notes

TrAIL Company
TrAIL Company Credit Facility-Term Loan

West Penn

Transition Bonds

Monongahela
Environmental Control Bonds

Potomac Edison

Environmental Control Bonds
______ _______

Consolidated Total _____ _______

Represents debt activity under AE Supplys previous credit facility which was replaced with new credit

facility in September 2009

On July 2009 the Pennsylvania Economic Development Financing Authority issued $235 million of

7.0% tax-exempt bonds that mature in 2039 and loaned the proceeds from that issuance to AE Supply to finance

portion of the cost of constructing and installing Scrubbers at its Hatfields Ferry generation facility AE Supply

capitalized $2.4 million in debt issuance costs associated with this transaction

Letters of

Credit

Borrowed Issued

$3.2

Available

Capacity

372.8

1000.0

110.0

$3.2 $1482.8

120.0 120.0

120.0 120.0

447.0

235.0

600.0 396.3

365.0

79.8

10.664.4

21.5

$1525.9

3.5

$1177.2
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On September 2009 AE Supply repurchased $97.5 million and $146.8 million respectively of its 7.80%

Notes due 2011 and its 8.25% Notes due 2012 pursuant to cash tender offer at an aggregate premium of $18.1

million AE Supply expensed the $18.1 million premium $0.7 million in unamortized debt costs and $0.6

million in fees associated with the tender offer

On September 24 2009 AE Supply entered into new $1 billion senior unsecured revolving credit facility

with three-year maturity The new revolving credit facility replaced AE Supplys previous $400 million

revolving credit facility which was scheduled to mature in May 2011 Loans under the new facility bear interest

that is calculated based on the London Interbank Offered Rate plus margin based on AE Supplys senior

unsecured credit rating AE Supply capitalized $22.3 million in debt costs related to this facility

On October 2009 AE Supply issued $600 million aggregate principal amount of senior unsecured notes

consisting of $350 million of 5.75% Notes due 2019 and $250 million of 6.75% Notes due 2039 AE Supply used

portion of the net proceeds from the sale of these notes to repay in full its existing $447 million term loan on

October 2009 AE Supply capitalized $5.3 million in debt issuance costs associated with this new debt

issuance and expensed $0.6 million of unamortized debt costs associated with the extinguished term loan

On October 21 2009 AE Supply used the remaining proceeds of its senior unsecured note offering to

repurchase approximately $152 million aggregate principal amount of its 7.80% Medium Term Notes due 2011

pursuant to cash tender offer at an aggregate premium of $12.7 million AE Supply expensed the $12.7 million

premium $0.3 million in unamortized debt costs and $0.4 million in fees related to this tender offer

On December 18 2009 Monongahela entered into new $110 million senior unsecured revolving credit

facility with three-year maturity Loans under the new facility generally bear interest that is calculated based on

the London Interbank Offered Rate plus margin based on Monongahelas senior unsecured credit rating

Monongahela capitalized approximately $1.4 million in debt costs related to this facility

On December 23 2009 MP Environmental Funding LLC an indirect subsidiary of Monongahela and PE
Environmental Funding LLC an indirect subsidiary of Potomac Edison issued $64.4 million and $21.5 million

respectively of Senior Secured Ratepayer Obligation Charge Environmental Control Bonds Series These

bonds securitize the right to collect an environmental control surcharge that Monongahela and Potomac Edison

impose on their retail customers in West Virginia The bonds were issued with an interest rate of 5.1% and

mature in January 2031 Net proceeds from the sale of the bonds are restricted funds and are being used to fund

certain costs incurred in connection with the construction and installation of the Scrubbers at Fort Martin

Monongahela and Potomac Edison capitalized $1.9 million and $0.7 million respectively in debt issuance costs

associated with this transaction

On January 15 2010 Monongahela repaid all $110 million of its Medium-Term Notes on their due date

On January 25 2010 TrAIL Company issued $450 million
aggregate principal amount of 4.0% senior

unsecured notes due in 2015 and also entered into new $350 million senior unsecured revolving credit facility

with three-year maturity Borrowings under the new facility will bear interest that is calculated based on the

London Interbank Offered Rate plus margin based on TrAIL Companys senior unsecured credit rating TrAIL

Company used the net proceeds from the sale of the notes together with funds from its new credit facility to

repay all amounts outstanding under the $550 million senior unsecured credit facility that it had entered into

in 2008
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2008 Debt Activity

Issuances of indebtedness and repayments of principal on indebtedness during 2008 were as follows

In millions
Issuances Repayments

AE
AE Revolving Credit Facility

14.1 14.1

AE Supply

AE Supply Credit Facility-Term Loan 125.0

AE Supply Credit Facility-Revolving Loan 250.0 250.0

TrAIL Company
Short-Term Promissory Note 10.0

TrAIL Company Credit Facility-Term Loan 70.0

TrAIL Company Credit Facility-Revolving Loan 40.0 20.0

West Penn

Transition Bonds 2.8 78.3

Monongahela

First Mortgage Bonds 300.0

Environmental Control Bonds 14.9

Potomac Edison

Environmental Control Bonds 4.9

Consolidated Total $676.9 $517.2

The issuance amounts represent interest that was accrued and added to the principal amount of certain

bonds

Represents debt activity under AE Supplys previous credit facility which was replaced with new credit

facility during September 2009

On August 15 2008 TrAIL Company entered into $550 million senior secured credit facility with

seven-year maturity The facility included $530 million construction loan and $20 million revolving facility

both with an initial borrowing rate equal to the London Interbank Offered Rate plus 1.875 percent

On December 15 2008 Monongahela issued $300 million aggregate principal amount of 7.95% First

Mortgage Bonds that mature in 2013 Proceeds from the First Mortgage Bonds were used to repay short-term

intercompany debt to finance certain capital expenditures including portion of the costs to install Scrubbers at

Fort Martin and for working capital needs and other general corporate purposes
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NOTE EARNINGS PER SHARE

The reconciliation of the basic and diluted earnings per common share calculation was as follows

In millions except share and per share amounts 2009 2008 2007

Basic Income per Common Share

Numerator

Net income attributable to Allegheny Energy Inc 392.8 395.4 412.2

Redemption of preferred stock 1.1

Net income attributable to Allegheny Energy Inc available

forcommon shareholders 392.8 395.4 411.1

Denominator

Weighted average common shares outstanding 169537642 168458909 166021597

Basic income per common share 2.32 2.35 2.48

Diluted Income per Common Share

Numerator

Net income attributable to Allegheny Energy Inc 392.8 395.4 412.2

Redemption of preferred stock 1.1

Net income attributable to Allegheny Energy Inc available

for common shareholders 392.8 395.4 411.1

Denominator

Weighted average common shares outstanding 169537642 168458909 166021597
Effect of dilutive securities

Stock options 387444 1251445 2723934
Stock units 2697 209342 660877

Non-employee stock awards 57511 61330
Performance shares 34017 14056

___________

Total shares 169961800 169991263 169467738

Diluted income per common share 2.31 2.33 2.43

See Note Capitalization and Debt for information related to Monongahelas redemption of preferred

stock

The dilutive share calculations for 2009 2008 and 2007 exclude 1808960 shares 576101 shares and

48578 shares respectively under outstanding stock options because the inclusion of these stock options

would have been antidilutive under the treasury stock method
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NOTE 10 STOCK-BASED COMPENSATION

On May 15 2008 AE stockholders approved the Allegheny Energy Inc 2008 Long-Term Incentive Plan

the 2008 LTIP The 2008 LTIP authorized the grant
of equity-based compensation to AEs directors and to

its executives and other key employees in the form of performance awards stock options and stock appreciation

rights restricted shares and restricted stock units

Allegheny records compensation expense
for share-based payments to employees and non-employee

directors including grants of employee stock options performance shares restricted shares and stock units over

the requisite service period based on their estimated fair value on the date of grant

The following table summarizes stock-based compensation expense included in operations and maintenance

expense during 2009 2008 and 2007

In millions
2009 2008 2007

Stock options
7.4 9.3 7.3

Performance shares 7.3 2.9

Non-employee director shares 0.9 1.1 1.0

Restricted shares 0.1

Stock units 0.6 2.4

Total stock-based compensation expense
15.7 13.9 10.7

Income tax benefit 6.4 5.7 4.3

Total stock-based compensation expense net of tax $9.3 $8.2 $6.4

Stock-based compensation expense recognized in the Consolidated Statements of Income is based on

awards ultimately expected to vest using an estimated annual forfeiture rate of 5% No stock-based

compensation cost was capitalized in 2009 2008 or 2007

Stock Options

The exercise price terms and other conditions applicable to stock option awards are generally determined

by the Management Compensation and Development Committee of AE Board or the independent directors of

the Board The exercise price per share for each award is equal to or greater than the fair market value of share

of AE common stock on the grant date Stock options vest in annual tranches on pro-rata basis over the

vesting period which is typically two to five years and become fully vested and exercisable upon change in

control Stock options typically expire after 10 years Stock option awards are expensed using the straight-line

attribution method over the requisite service period of the last separately vesting tranche of the award

Allegheny records compensation expense for employee stock options based on the estimated fair value of

the options on the date of grant under the Black-Scholes option-pricing model using the following weighted-

average assumptions for stock options granted in 2009 2008 and 2007

2009 2008 2007

Annual risk-free interest rate 2.86% 3.18% 4.62%

Expected term of the option in years 6.00 6.06 5.62

Expected annual dividend yield
2.53% 1.13% 0.20%

Expected stock price volatility
36.4% 27.5% 24.8%

Grant date fair value per stock option $7.14 $15.18 $17.23
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The annual risk-free interest rate is based on the United States Treasury yield curve at the date of the grant
for period equal to the expected term of the options granted The expected term of the 2009 2008 and 2007

stock option grants was calculated in accordance with Staff Accounting Bulletin 107 using the simplified
method AE continues to use the simplified method for its calculation of expected term due to its lack of

sufficient historical exercise data to provide reasonable basis upon which to estimate expected term and

because AE has granted stock options in prior years with varying vesting terms which also makes it difficult to

evaluate historical exercise data The expected annual dividend yield assumption was based on AEs current

dividend rate at the time of each grant For stock options granted in 2009 2008 and 2007 the expected stock

price volatility was based on both historical stock volatility and the volatility levels implied on the grant date by

actively traded option contracts on AEs common stock

Stock option activity was as follows

Weighted-

Average
Stock Exercise

Options Price

Outstanding at December 31 2006 4670338 $16.50

Granted 31000 $52.36

Exercised 1445969 $18.29

Forfeited/Expired 63960 $13.38

Outstanding at December 31 2007 3191409 $16.11

Granted 628763 $52.36

Exercised 1849316 $13.71

Forfeited/Expired 100347 $45.62

Outstanding at December 31 2008 1870509 $29.08

Granted 1204965 $23.68

Exercised 163700 $14.20

Forfeited/Expired 58832 $30.55

Outstanding at December 31 2009 2852942 $27.62

The grant-date fair value of stock options granted the total pre-tax intrinsic value of stock options exercised

and exercisable and the cash received by AE from stock option exercises in 2009 2008 and 2007 are shown in

the table below

in millions 2009 2008 2007

Grant-date fair value of stock options granted $8.6 9.6 0.5

Total pre-tax intrinsic value of stock options exercised $2.1 $64.5 $56.6

Total pre-tax intrinsic value of stock options exercisable at December 31b $7.9 $14.9 $92.0

Cash received by AE from stock option exercises $2.3 $25.3 $26.4

Represents the total pre-tax intrinsic value based on the difference between the market value of AEs
common stock at exercise and the exercise price of the options

Represents the total pre-tax intrinsic value based on the difference between the exercise price of stock

options exercisable with an exercise price lower than AEs closing stock price and AEs closing stock

price of $23.48 $33.86 and $63.61 on December 31 2009 2008 and 2007 respectively

141



ALLEGHENY ENERGY INC AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTSContinued

Options Outstanding Options Exercisable

Allegheny issued new shares of its common stock to satisfy these stock option exercises No cash tax benefit

was realized from tax deductions on stock options exercised during 2009 2008 and 2007 because of existing net

operating loss canyforwards

The following table summarizes information about stock options outstanding and stock options exercisable

at December 31 2009

Weighted-Average

Outstanding as Remaining Aggregate Exercisable as Weighted Aggregate

Range of Exercise of December 31 Contractual Term Exercise Intrinsic Value of December 31 Average Intrinsic Value

Prices 2009 in Years Price in millions 2009 Exercise Price in millions

$l0.00-$14.99 750171 4.2 $13.53 $7.5 750171 $13.53 $7.5

$15.00 $19.99 83722 5.1 $18.91 0.4 65922 $18.87 0.3

$20.00 $24.99 1219558 8.9 $23.53 0.1 46057 $20.87 0.1

$25.00- $29.99 71243 7.2 $27.77 32764 $28.40

$30.00 $34.99 10200 2.0 $34.56 10200 $34.56

$35.00 $39.99 61800 6.2 $35.97 39400 $36.26

$40.00 $44.99 63557 3.8 $42.49 63186 $42.48

$45.00-$49.99 85570 7.6 $46.10 33191 $46.52

$50.00 $54.99 495121 8.1 $53.52 172752 $53.50

$55.00-$59.99 12000 7.5 $55.96 11334 $55.74

Total 2852942 7.2 $27.62 $8.0 1224977 $23.81 $7.9

Represents the total pre-tax intrinsic value based on stock options with an exercise price less than AEs

closing stock price of $23.48 as of December 31 2009

As of December 31 2009 Allegheny had approximately $7.8 million of unrecognized compensation cost

related to non-vested outstanding stock options which is expected to be recognized over weighted-average

period of approximately 1.4
years

Allegheny records excess tax benefits associated with share-based awards directly to equity only when

realized Accordingly deferred tax assets have not been recognized for net operating loss carryforwards resulting

from excess tax benefits subsequent to January 2006 The unrecorded excess tax benefits from share-based

awards were $66.0 million and $65.2 million at December 31 2009 and 2008 respectively

Performance Shares

AE has granted equity-based performance shares to key employees pursuant to which award recipients may

earn shares of AE common stock based on AE Total Shareholder Return TSR and AE performance with

respect to its Annual Incentive Plan AlP goals Performance shares vest at the end of the three-year

performance period and become fully vested and payable upon change in control
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For performance shares linked to TSR the TSR of AEs common stock is compared to the TSR of the

companies in the Dow Jones U.S Electric Utilities Index over three-year performance period Based upon AEs
percentile rank within the peer group shares earned can range from 0% to 250% of each participants target

award The grant date fair value will be recognized as compensation expense over the requisite service period on

straight-line basis for awards ultimately expected to vest using an estimated annual forfeiture rate of 5%
Activity in target performance shares linked to TSR was as follows

Number of

Shares

Performance shares outstanding at December 31 2007

Granted
83653

Forfeited 8098
Performance shares outstanding at December 31 2008 75555

Granted
172075

Forfeited 3898
Performance shares outstanding at December 31 2009 243732

The grant date fair value of performance shares linked to TSR granted during the twelve months ended

December 31 2009 was $4.6 million The fair value was determined using Monte Carlo simulation model
utilizing actual TSR information for the common shares of AE and its

peers for the period from January 2009

to the February 27 2009 grant date and estimated future stock volatility and dividends of AE and its
peers The

expected stock volatility assumptions for AE and its peer group was based on three-year historic stock volatility

and the annual dividend yield assumptions were based on current dividend yields at the grant date

As of December 31 2009 there was approximately $3.2 million of unrecognized compensation cost related

to non-vested outstanding performance shares linked to TSR which is expected to be recognized over weighted

average period of approximately one and half years

For performance shares linked to AEs AlP goals the number of AE common shares to be earned and
distributed is based on AE performance compared to annual performance targets for three-year period The

annual performance targets are established at the beginning of each individual year Compensation expense is

recognized over the remaining portion of the three-year performance period as if the awards were separate annual

awards using an estimated annual forfeiture rate of 5% The percentage of target shares earned can range from
0% to 200% Activity in target performance shares linked to the AlP was as follows

Number of

Shares

Performance shares outstanding at December 31 2007

Granted 83796
Forfeited 8103

Performance shares outstanding at December 31 2008 75693
Granted 172220

Forfeited 3903
Performance shares outstanding at December 31 2009 244010

As of December 31 2009 there was approximately $1.8 million of unrecognized compensation cost related

to non-vested outstanding performance shares linked to the AlP relating to performance goals which is expected
to be recognized over weighted average period of approximately one year
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Stock Units

Alleghenys Stock Unit Plan permitted the grant to Alleghenys key executives at the time of hire of stock

units representing up to 4.5 million shares of AE common stock Upon vesting an executive may convert each

stock unit into one share of AE common stock These stock units vest in annual tranches on pro-rata basis over

the vesting period which is typically three to five years
and become fully vested upon change in control Stock

unit awards granted prior to January 2006 are expensed using the graded-vesting method The fair value of

each stock unit is equivalent to the market price of Alleghenys stock on the date of grant No stock units were

granted since 2005

Stock unit activity for the last three years was as follows

Weighted-Average Aggregate

Number of Grant Date Intrinsic Value

Stock Units Fair Value in millions

Outstanding at December 31 2006 107220 units

convertible 1045966 $15.29 $48.0

Units converted into 373395 common shares 596078 $15.29

Dividends on unvested grants 1167 $60.66

Outstanding at December 31 2007 451055 $15.40 $28.7

Units converted into 270633 common shares 447640 $15.53

Dividends on unvested grants
1672 $47.69

Outstanding at December 31 2008 5087 $15.19 0.2

Units converted into 3573 common shares 5147 $15.31

Dividends on unvested grants
60 $25.47

Outstanding at December 31 2009

Represents the total pre-tax
intrinsic value based on stock units outstanding multiplied by AE closing

stock price on each respective date

The total pre-tax intrinsic value of stock units converted to shares of AE common stock during 2009 2008

and 2007 was $0.1 million $23.1 million and $29.7 million respectively Allegheny issued new shares of its

common stock in connection with the stock unit conversions The actual number of common shares issued upon

conversion of stock units was net of shares withheld to meet minimum income tax withholding requirements

Non-Employee Director Shares

Under the Non-Employee Director Stock Plan during 2009 2008 and 2007 each non-employee member of

AE Board of Directors received on quarterly basis subject to his or her election to defer his or her receipt

shares of AE common stock with value equivalent to the lesser of 1000 shares or $30000 of AE common

stock as determined based on the closing price of AE common stock on the last business day of each calendar

quarter for services performed maximum of 300000 shares of AE common stock subject to adjustments for

stock splits combinations recapitalizations
stock dividends or similar changes in stock may be issued under

this plan The 2009 2008 and 2007 compensation of each non-employee director was 4000 shares 2895 shares

and 2303 shares respectively of AEs common stock The amount of expense relating to this plan for 2009

2008 and 2007 was $0.9 million $1.1 million and $1.0 million respectively representing the closing price of

AEs common stock on the date of grant multiplied by the number of shares granted

144



ALLEGHENY ENERGY INC AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTSContjnued

Non-employee director share activity in the last three years was as follows

Number of

Shares

Shares earned but not issued at December 31 2006 64893
Granted

18424
Issued

18300
Dividends on earned but not issued shares

160

Shares earned but not issued at December 31 2007 65177
Granted

26055
Issued

20869
Dividends on earned but not issued shares 858

Shares earned but not issued at December 31 2008
71221

Granted
36000

Issued
22201

Dividends on earned but not issued shares 1669

Shares earned but not issued at December 31 2009 86689

Restricted Shares

In the first quarter of 2009 AE granted 17850 restricted shares with an aggregate fair value of $0.4 million
and three year vesting period

Number of

Shares

Restricted shares outstanding at December 31 2008

Granted
17850

Shares vested 5950
Restricted shares outstanding at December 31 2009

11900

As of December 31 2009 Allegheny had approximately $0.3 million of unrecognized compensation cost
related to non-vested restricted shares which is expected to be recognized over weighted average period of

approximately years

Change in Control

As described above stock options and other stock-based awards become fully vested and exercisable upon
change in control Approval by Alleghenys stockholders of Alleghenys proposed merger with FirstEnergy
Corp FirstEnergy would constitute change in control under the relevant stock-based compensation plan
provisions See also Note 27 Subsequent Event Merger Agreement

NOTE 11 PENSION BENEFITS AND POSTRETIREMENT BENEFITS OTHER THAN PENSIONS

Substantially all of Alleghenys personnel including officers are employed by AESC and are covered by
noncontributory defined benefit pension plan Allegheny also maintains Supplemental Executive Retirement
Plan the SERP for executive officers and other senior executives

Allegheny also provides subsidies for medical and life insurance plans for eligible retirees and dependents
Medical benefits which make up the largest component of the postretirement benefits other than pensions have
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retiree premiums based upon an age
and years-of-service vesting schedule include other plan provisions that

limit future benefits and take into account certain collective bargaining arrangements Subsidized medical

coverage is not provided in retirement to employees hired on or after January 1993 with the exception of

certain union employees who were hired or became members before May 2006 The provisions of the

postretirement health care plans and certain collective bargaining arrangements limit Alleghenys costs for

eligible retirees and dependents

The components of the net periodic cost for pension benefits and for postretirement benefits other than

pensions principally health care and life insurance for employees and covered dependents by Allegheny were as

follows

Postretirement Benefits

Pension Benefits Other Than Pensions

In millions
2009 2008 2007 2009 2008 2007

Components of net periodic cost

Service cost $22.3 $21.2 $21.4 4.4 4.4 4.5

Interest cost
70.9 68.5 64.7 17.2 17.2 17.0

Expected return on plan assets 74.2 76.8 73.0 5.3 7.3 6.7

Amortization of unrecognized transition obligation
0.5 0.5 0.5 5.7 5.7 5.7

Amortization of prior service cost
3.2 3.2 3.2

Recognized actuarial loss
11.1 7.2 10.5 1.9 0.7 2.4

Net periodic cost
33.8 23.8 27.3 $23.9 $20.7 $22.9

For the years ended December 31 2009 2008 and 2007 Allegheny capitalized $17.7 million $13.2 million

and $14.1 million respectively of the above net periodic cost amounts to Construction work in progress

component of Property plant and equipment net

In 2008 as required by GAAP AE changed to December 31 measurement date for its pension plans

postretirement benefits other than pension plans and long-term disability plan Accordingly AE performed

measurement of plan assets and liabilities as of December 31 2008 AE prior measurement date for these plans

was September 30 2007 Twelve fifteenths of net periodic cost for the fifteen month period from September 30

2007 to December 31 2008 was recorded as current year benefit costs and three fifteenths of the total cost was

charged to retained earnings as of December 31 2008 net of tax The adjustment to retained earnings in the

amount of $6.8 million was comprised of $6.0 million of pension benefit costs less income tax effect of $2.4

million and $5.4 million of other benefit plan costs less income tax effect of $2.2 million

Allegheny uses the market-related value of pension assets to determine the expected return on pension plan

assets component of net periodic pension cost The market-related value recognizes changes in fair value on

straight line basis over five-year period Changes in fair value are measured as the difference between the

expected and actual plan asset returns including dividends interest and realized and unrealized investment gains

and losses Allegheny uses the fair value of assets to determine the expected return on postretirement benefits

other than pension assets
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The amounts in accumulated other comprehensive loss pre-tax and regulatory assets that are expected to be

recognized as components of net periodic cost during the next fiscal year are as follows

Postretirement

Pension Benefits Other
In millions

Benefits Than Pensions

Net actuarial loss
$18.3

Net prior service cost
3.2

Net transition obligation 0.5 5.7

Total to be recognized in net periodic cost $22.0 $5.7

The amounts accrued at December 31 using measurement date of December 31 included the following

components

Postretirement

Benefits Other
Pension Benefits Than Pensions

In millions 2009 2008 2009 2008

Change in benefit obligation

Benefit obligations at beginning of year $1124.9 $1103.7 269.8 278.1

Service cost 22.3 21.2 4.4 4.4

Interest cost 70.9 68.5 17.2 17.2

Plan participants contributions 4.4 4.5

Actuarial gain/loss 76.0 6.2 9.3 11.8
Benefits paid 67.7 84.7 22.3 28.0
Effects of changing the plans measurement date 22.4 5.4

Benefit obligation at end of
year 1226.4 1124.9 264.2 269.8

Change in plan assets

Fair value of plan assets at beginning of
year 750.1 964.1 66.2 89.9

Actual return on plan assets 95.1 164.6 18.3 17.7
Plan participants contributions 4.4 4.5

Employercontribution 38.0 35.3 7.3 13.1

Benefits paid 67.7 84.7 19.0 23.6

Fair value of plan assets at end of year 815.5 750.1 77.2 66.2

Funded status at December31 410.9 374.8 $187.0 $203.6

The SERP is non-qualified pension plan and Allegheny is therefore not obligated to fund the SERP
obligation The SERP obligation which is included as component of the pension benefit obligation shown in

the table above was $10.1 million and $8.0 million at December 31 2009 and 2008 respectively

Amounts recognized in the Consolidated Balance Sheets at December 31 were as follows

Postretirement

Benefits Other
Pension Benefits Than Pensions

In millions 2009 2008 2009 2008

Current liabilities 0.5
Noncurrent liabilities 410.4 374.8 187.0 203.6

Net amounts recognized at December31 $410.9 $374.8 $187.0 $203.6
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Amounts recognized in Accumulated other comprehensive loss pre-tax at December 31 that have not yet

been recognized as components of net periodic benefit cost were as follows

Postretirement

Benefits Other

Pension Benefits Than Pensions

In millions
2009 2008 2009 2008

Net actuarial loss 466.0 422.1 26.4 50.7

Net prior service cost 11.2 14.4

Net transition obligation
1.2 1.7 15.7 21.3

Accumulated other comprehensive loss pre-tax
478.4 438.2 42.1 72.0

Regulatory asset 362.9 332.6 33.6 57.8

Accumulated other comprehensive loss pre-tax recognized at

December31 $115.5 105.6 $8.5 14.2

Allegheny has determined that portion of the unfunded pension and postretirement benefit obligations

represents an incurred cost that qualifies for regulatory asset treatment under GAAP Because future recovery of

these incurred costs are probable for certain of its state and federal jurisdictions Allegheny has recorded

regulatory assets in the amounts of $362.9 million and $332.6 million for pension benefits and $33.6 million and

$57.8 million for postretirement
benefits other than pensions at December 31 2009 and 2008 respectively The

2009 increase in regulatory assets was related to increased unfunded pension obligations

The accumulated benefit obligation for all defined benefit pension plans was $1.12 billion and $1.04 billion

at December 31 2009 and 2008 respectively The portion of the total accumulated benefit obligation related to

the SERP was $9.0 million and $7.2 million at December 31 2009 and 2008 respectively

Information for pension plans with projected benefit obligation and an accumulated benefit obligation in

excess of plan assets was as follows

Pension Benefits

In millions
2009 2008

Projected benefit obligation $1226.4 $1124.9

Accumulated benefit obligation $1122.4 $1035.2

Fair value of plan assets
815.5 750.1

The assumptions used to determine net periodic benefit costs for the years ended December 31 2009 2008

and 2007 are shown in the table below

2009 2008 2007

Discount rate

Pension Qualified Plan 6.50% 6.40% 6.00%

SERP 6.40% 6.40% 6.00%

Postretirement benefits other than pension
6.60% 6.40% 6.00%

Expected long-term rate of return on plan assets net of administrative expenses
8.25% 8.25% 8.25%

Rate of compensation increase 3.60% 3.60% 3.60%

Weighted-average rate for age graded scale
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The assumptions used to determine benefit obligations at December 31 2009 and 2008 are shown in the

table below

2009 2008

Discount rate

Pension Qualified Plan 6.00% 6.50%

SERP 6.00% 6.40%

Postretirement benefits other than pension 5.80% 6.60%

Rate of compensation increase 3.60% 3.60%

Weighted-average rate for age graded scale

Allegheny determines its discount rate assumptions through the use of cash flow matching process in

which the timing and amount of estimated benefit cash flows for each benefit plan are matched with an interest

rate curve applicable to the returns of high quality corporate bonds over the expected benefit payment period to

determine an overall effective discount rate The interest rate curve used in this
process

is based primarily on the

Citigroup Pension Discount Curve and the Citigroup Above Median Pension Discount Curve

Allegheny determines its expected long-term rate of return on plan assets assumption based on historical

and expected future asset returns for each plan investment category as well as the current and expected future

allocation of plan assets by investment
category The expected long-term rate of return on plan assets used to

develop net periodic benefit costs for 2010 was 8.0%

Assumed health care cost trend rates at December31 were as follows

2009 2008

Health care cost trend rate assumed for next year 8.5% 9.0%

Rate to which the cost trend rate is assumed to decline the ultimate trend rate 5.0% 5.0%

Year that the rate reaches the ultimate trend rate 2017 2017

For measuring obligations related to postretirement benefits other than pensions Allegheny assumed

health care cost trend rate of 8.5% beginning in 2010 and decreasing by 0.5% each year thereafter to an ultimate

rate of 5.0% in 2017 and plan provisions that limit future medical and life insurance benefits Because of the

plan provisions that limit future benefits changes in the assumed health care cost trend rate would have limited

effect on the amounts displayed in the tables above one-percentage-point change in the assumed health care

cost trend rate would have the following effects

1-Percentage-Point 1-Percentage-Point

In millions Increase Decrease

Effect on total of service and interest cost components $0.7 $0.6
Effect on accumulated postretirement benefit obligation $5.2 $4.6

Under the Medicare Prescription Drug Improvement and Modernization Act of 2003 the Medicare Act
the federal government provides subsidies for certain drug costs to companies that provide coverage that is

actuarially equivalent to the drug coverage under Medicare Part The subsidy is 28% of eligible drug costs for

retirees who are over age 65 and covered under Alleghenys postretirement benefits other than pension plan

Allegheny determined that the prescription drug benefit offered under its postretirement benefits other than

pension plan is at least actuarially equivalent to Medicare Part and is expected to continue to be actuarially

equivalent through 2011 Allegheny received total subsidy of approximately $1.5 million for 2009 $1.6 million

for 2008 and $1.4 million for 2007
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Plan Assets

The long-term target asset allocation of the defined benefit pension plan is 50% equity securities and 50%

fixed income securities The long-term target for the assets associated with the postretirement benefits other than

pension plans vary
based on the particular structure of each plan and range from 55% to 75% equity securities

and from 25% to 45% fixed income securities Equity securities primarily include investments in large-cap and

mid-cap companies primarily located in the United States U.S and in international large-cap companies

Fixed income securities include corporate bonds of companies from diversified industries Under the plans

investment policies the actual allocations may vary from the long-term objective within specified ranges Market

shifts changes in the plan dynamics or changes in economic conditions may cause the asset mix to fall outside of

the long-term policy range in given period

The following table disaggregates by level within the fair value hierarchy described in Note 13 Fair Value

Measurements Derivative Instruments and Hedging Activities the fair value of the pension plans investments

by asset class as of December 31 2009

In millions

Cash equivalents

Equity securities

U.S large-cap

U.S mid-cap growth

International large-cap

Domestic real estate

Fixed income securities

Corporate bonds

Government securities

Group annuity contract

Total

Fair Value Hierarchy Level

Level Level Level Total

3.3 3.3

227.7 227.7

42.4 42.4

114.9 114.9

18.0 18.0

24.9 24.9

53.6 53.6

330.7 330.7

$815.5 $815.5

This class seeks to generate reasonable rate of return by investing in securities that are eilher issued or

guaranteed by the U.S Treasury and/or U.S Government Agencies

This class seeks to match the returns of the SP 500 Index and the Russell 1000 Index Approximately 76%

of these assets are invested to match the Russell 1000 index and 24% are invested to match the SP 500

Index

This class seeks to match the return of the Russell 2000 Index

This class seeks to match the performance of the Morgan Stanley Capital International EAFE Index while

providing low cost broadly diversified non-U.S exposure

This class seeks to match the return of the Dow Jones U.S Select REIT Index

This class seeks to match the return of the High Yield $200 Million Very Liquid Index customized

Barclays Capital Index

This class seeks to match the return of the Barclays Capital U.S Long Government/Credit Bond Index

An unallocated group annuity contract with Metropolitan Life Insurance Company Valued at price per

unit that is based upon the underlying value of the domestic fixed income securities
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The following table disaggregates by level within the fair value hierarchy the fair value of the postretirement

benefits other than pensions plans investments by asset class as of December 31 2009

Fair Value Hierarchy Level

In millions Level Level Level Total

Cash equivalents 1.4 1.4

Equity securities

U.S.large-capb 21.7 21.7

Trust owned life insurance TOLl 38.2 38.2

Fixed income securities 15.9 15.9

Total $Th2 $2

This class seeks to generate reasonable rate of return by investing in high grade money market

instruments

This class seeks to match the return of the SP 500 Index

The TOLl is an unallocated insurance contract that is valued based upon the underlying mutual funds and

pooled investments and at the value of investments made at London Interbank Offered Rate LIBOR
which approximates the policys net cash surrender value The underlying investments are comprised of

approximately 60% equities and 40% U.S fixed income bonds

This class seeks to match as closely as possible the performance of the Barclays Capital U.S Aggregate

Bond Index by investing primarily in collateralized mortgage obligations corporate bonds and U.S

Treasury obligations

At December 31 2009 and 2008 portion of the pension plans assets were invested in collective trust

funds that participate in securities lending program These funds have modified their withdrawal procedures as

result of liquidity issues affecting the funds ability to liquidate their securities lending collateral investment

pools At December 31 2009 and 2008 Alleghenys pension plan participation in the collateral investment pool

was approximately $56 million and $97 million at cost respectively with market value of approximately $55

million and $91 million respectively Allegheny does not currently anticipate that its pension plan will

experience any significant loss as result of securities lending by funds in which it participates

Contributions

Allegheny makes cash contributions to its qualified pension plan to meet the minimum funding

requirements of employee benefit and tax laws and may include additional discretionary contributions to increase

the funded level of the plan Allegheny has not yet determined the amount of future contributions but expects to

contribute approximately $80 million to its pension plan for the year 2010 The amount of future contributions to

the plan will depend on the funded status of the plan asset performance and other factors Allegheny currently

anticipates that it will contribute $12 million to $14 million during 2010 to fund postretirement benefits other

than pensions

The Pension Protection Act of 2006 the Pension Protection Act may affect the manner in which many

companies including Allegheny administer their pension plans Effective January 2008 the Pension

Protection Act will require many companies to more fully fund their pension plans according to new funding

targets potentially resulting in greater annual contributions Allegheny is currently assessing the impact that the

Pension Protection Act will have on its pension funding in future years
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Estimated Future Benefit Payments

The following table shows estimated benefit payments to be made by Allegheny and the estimated federal

subsidy payments to be received by Allegheny

Postretirement Benefits Other

Than Pensions

Pension Benefit Expected Federal

In millions Benefits Payments Subsidy

2010 67.7 19.8 1.6

2011 68.6 19.7 $1.3

2012 69.9 19.6

2013 71.5 19.6

2014 73.4 19.8

20152019 $414.0 $103.7

ESOSP 401k Savings Plan

The Allegheny Energy Employee Stock Ownership and Savings Plan ESOSP was established as

non-contributory stock ownership plan for all eligible employees effective January 1976 and was amended in

1984 to include savings program All of Alleghenys employees subject to meeting eligibility requirements

may elect to participate in the ESOSP Under the ESOSP each eligible employee may elect to have from 2% to

25% of his or her compensation contributed to the ESOSP on pre-tax basis Starting July 2007 participants

may elect to make all or portion of their respective contributions to Roth 401k An additional 1% to 6% of

compensation may be contributed on post-tax
basis Allegheny matches 50% of an employees first 6% of

pre-tax salary deferrals and Roth 40 1k contributions into the ESOSP Participants direct the investment of all

contributions to specified muWal funds or AE common stock

In 2009 2008 and 2007 AE made ESOSP matching contributions in cash in the amount of $9.0 million

$8.6 million and $8.1 million respectively These contributions less amounts capitalized in Construction work

in progress were expensed The capitalized portions of these costs were $2.9 million $2.5 million and $2.2

million in 2009 2008 and 2007 respectively

Disability Benefits

Allegheny provides benefits to eligible employees who are unable to perform their work duties due to an

injury or illness These benefits include income replacement under the Allegheny Energy Long-Term Disability

Plan and medical and life insurance benefits under Alleghenys medical and life insurance plans The benefits are

paid in accordance with Alleghenys established benefit practices and policies The liability related to these

disability benefits was $8.9 million at December 31 2009 and 2008

NOTE 12 SEGMENT INFORMATION

Allegheny changed the composition of its reportable segments during the fourth quarter of 2009 consistent

with changes made to its management structure and the internal financial reporting used by its chief operating

decision maker to regularly assess the performance of the business and allocate resources

Prior to the change in composition of segments the Generation and Marketing segment included the

regulated generation operations of Monongahela and the unregulated generation operations of AE Supply and

the Delivery and Services segment included the regulated operations of Alleghenys Distribution Companies

excluding Monongahela generation operations TrAIL Company and PATH LLC
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The changes in Alleghenys reportable segments during 2009 consisted primarily of the following

Monongahela regulated generation operations were moved from the Generation and Marketing

segment to the Delivery and Services segment

The Generation and Marketing segment was renamed the Merchant Generation segment

The Delivery and Services segment was renamed the Regulated Operations segment

Segment information for 2008 and 2007 has been reclassified to conform to the 2009 presentation included

below

Represents elimination of transactions between reportable segments

Merchant Regulated

In millions Generation Operations Eliminations Total

2009

Operating revenues

External operating revenues 383.1 $3043.7 $3426.8

Internal operating revenues 1225.5 7.5 1233.0

Total operating revenues 1608.6 3051.2 1233.0 3426.8

Operating expenses

Fuel 675.5 211.1 886.6

Purchased power and transmission 26.4 1702.8 1227.2 502.0

Deferred
energy costs net 64.4 64.4

Operations and maintenance 247.0 445.9 5.8 687.1

Depreciation and amortization 106.8 177.1 1.8 282.1

Taxes other than income taxes 47.2 166.4 213.6

Total operating expenses 1102.9 2638.9 1234.8 2507.0

Operating income 505.7 412.3 1.8 919.8

Other income expense net 1.0 17.1 11.1 7.0

Interestexpense 134.9 157.4 1.2 291.1

Income before income taxes 371.8 272.0 8.1 635.7

Incometaxexpense 128.8 112.8 241.6

Net income 243.0 159.2 8.1 394.1

Net income attributable to noncontrolling interests 9.0 1.3 9.0 1.3

Net income attributable to Allegheny Energy Inc 234.0 157.9 0.9 392.8
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Merchant Regulated

In millions Generation Operations Eliminations Total

2008

Operating revenues

External operating revenues 554.9 $2831.0 $3385.9

Internal operating revenues 1238.0 24.3 1262.3

Total operating revenues 1792.9 2855.3 1262.3 3385.9

Operating expenses

Fuel 793.4 287.5 1080.9

Purchased power and transmission 30.3 1622.3 1257.0 395.6

Deferred energy costs net 63.7 63.7

Operations and maintenance 222.1 458.0 5.3 674.8

Depreciation and amortization 94.1 181.9 2.1 273.9

Taxes other than income taxes 47.6 167.3 214.9

Total operating expenses 1187.5 2653.3 1264.4 2576.4

Operating income 605.4 202.0 2.1 809.5

Other income expense net 7.8 28.6 14.1 22.3

Interest
expense

99.7 135.6 3.4 231.9

Income before income taxes 513.5 95.0 8.6 599.9

Income tax expense 179.7 24.4 204.1

Net income 333.8 70.6 8.6 395.8

Net income attributable to noncontrolling interests 9.5 0.4 9.5 0.4

Net income attributable to Allegheny Energy Inc 324.3 70.2 0.9 395.4

2007

Operating revenues

External operating revenues 474.2 $2832.8 $3307.0

Internal operating revenues 1151.7 22.5 1174.2
_______

Total operating revenues 1625.9 2855.3 1174.2 3307.0

Operating expenses

Fuel 661.7 269.1 930.8

Purchased power and transmission 33.5 1527.8 1168.1 393.2

Deferred energy costs net 10.1 10.1

Operations and maintenance 243.9 449.2 6.1 687.0

Depreciation and amortization 89.7 189.6 2.3 277.0

Taxesotherthanincometaxes 49.8 162.0 211.8

Total operating expenses 1078.6 2587.6 1176.5 2489.7

Operating income 547.3 267.7 2.3 817.3

Other income expense net 24.0 31.4 18.6 36.8

Interest expense 86.9 107.7 7.3 187.3

Income before income taxes 484.4 191.4 9.0 666.8

Income tax expense 177.3 73.5 250.8

Netincome 307.1 117.9 9.0 416.0

Net income attributable to noncontrolling interests 13.1 0.7 I0 3.8

Net income attributable to Allegheny Energy Inc 294.0 117.2 412.2

Represents elimination of transactions between reportable segments
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Capital expenditures and identifiable assets by segment were as follows

Merchant Regulated

In millions Generation Operations Other Eliminations Total

2009

Capital expenditures 233.4 932.8 1166.2

Identifiable assets $4284.6 $7286.7 $74.7 56.9 $11589.1

2008

Capital expenditures 347.2 646.9 994.1

Identifiable assets $4268.8 $6567.0 $91.3 $116.l $10811.0

2007

Capital expenditures 406.8 441.6 848.4

Identifiable assets $4177.5 $5882.2 $48.3 $201.4 9906.6

Represents elimination transactions between reportable segments

Represents identifiable assets not directly attributable to segments

NOTE 13 FAIR VALUE MEASUREMENTS DERIVATIVE INSTRUMENTS AND HEDGING
ACTIVITIES

Allegheny determines the fair value of assets and liabilities based on the exchange price that would be

received for an asset or paid to transfer liability an exit price in the principal or most advantageous market for

the asset or liability in an orderly transaction between market participants and based on assumptions that market

participants would use when pricing an asset or liability including assumptions about risk and the risks inherent

in valuation techniques and the inputs to valuations This includes not only the credit standing of counterparties

and the impact of credit enhancements but also the impact of Alleghenys own nonperformance risk on its

liabilities Allegheny uses fair value hierarchy based on whether the inputs to valuation techniques are

observable or unobservable Observable inputs reflect market data obtained from independent sources while

unobservable inputs reflect the Companys own assumptions about the assumptions that market participants

would use The fair value hierarchy includes three levels of inputs that may be used to measure fair value as

described below

Level 1Quoted prices for identical instruments in active markets

Level 2Quoted prices for similar instruments in active markets quoted prices for identical or similar

instruments in markets that are not active and model-derived valuations for which all significant inputs

are observable market data

Level 3Unobservable inputs significant to the fair value measurement supported by little or no market activity

In some cases the inputs used to measure fair value may meet the definition of more than one level of fair

value hierarchy The lowest level input that is significant to the fair value measurement in its totality determines

the applicable level in the fair value hierarchy
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Alleghenys assets and liabilities measured at fair value on recurring basis at December 31 2009 and 2008

consisted of the following

December 31 2009 December 31 2008

In millions Assets Liabilities Assets Liabilities

Cash equivalents $194.2 $333.8

Derivative instruments

Current 128.3 24.5 302.9 22.4

Non-current 9.7 9.8 11.9

Total derivative instruments 128.3 34.2 312.7 34.3

Total recurring fair value measurements $322.5 $34.2 $646.5 $34.3

Cash equivalents represent amounts invested in money market mutual funds and are valued using Level

inputs

Before netting of cash collateral and FTR obligations

See Note 11 Pension Benefits and Postretirement Benefits Other Than Pensions for information related

to fair value measurements of pension and other postretirement benefit plan assets

All derivatives except those for which an exception applies are recorded in Alleghenys Consolidated

Balance Sheets at fair value Derivative contracts that have been designated as normal purchases or normal sales

are not subject to mark to market accounting treatment and their effects are included in earnings at the time of

contract performance

Certain derivative contracts that hedge an exposure to variability in expected future cash flows attributable

to particular risk or transaction have been designated as cash flow hedges Alleghenys hedge strategies include

the use of derivative contracts to manage the variable price risk related to forecasted sales and forecasted

purchases of electricity These contracts held at December 31 2009 expire at various dates through May 2012

For cash flow hedges changes in the fair value of the derivative contract are reported in accumulated other

comprehensive income loss to the extent they are effective at offsetting changes in the hedged item until

earnings are affected by the hedged item Changes in any ineffective portion of the hedge are immediately

recognized in earnings

For derivative contracts that have not been designated as normal purchase or normal sales or designated as

part of hedging relationship unrealized and realized gains and losses are included in revenues or expenses on

the Consolidated Statements of Income depending on relevant facts and circumstances

The following table disaggregates the net fair values of derivative assets and liabilities before netting of

cash collateral and FTR obligation based on their level within the fair value hierarchy This table excludes

derivatives that have been designated as normal purchases or normal sales

December 31 2009 December 31 2008

Derivative Derivative Net Derivative Derivative Derivative Net Derivative

In millions Assets Liabilities Assets Liabilities Assets Liabilities Assets

Level 31.9 4.7 27.2 10.5 10.5

Level 0.2 29.5 29.3 112.4 34.3 78.1

Level 96.2 96.2 189.8 189.8

Total $128.3 $34.2 94.1 $312.7 $34.3 $278.4
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Derivative assets and liabilities included in Level primarily consist of exchange-traded futures and other

exchange-traded transactions that are valued using closing prices for identical instruments in active markets

Derivative assets and liabilities included in Level primarily consist of commodity forward contracts and

interest rate swaps Derivatives included in Level are valued using pricing model with inputs that are

observable in the market such as quoted forward prices of commodities or that can be derived from or

corroborated by observable market data Derivative assets included in Level consist of FTRs and are valued

using an internal model based on data from PJM annual and monthly FTR auctions

The following table shows the expected settlement year for derivative assets and liabilities outstanding

before netting of cash collateral and the FTR obligation at December 31 2009

In millions 2010 2011 2012 2013 Total

Level 31.8 $l.0 $3.6 27.2

Level 24.2 4.1 1.0 29.3
Level 96.2 96.2

Net derivative assets liabilities $103.8 $5.l $4.6 94.1

The following table shows the expected settlement year for derivative assets and liabilities outstanding

before netting of cash collateral and FTR obligation at December 31 2008

In millions 2009 2010 2011 2012 Total

Level 0.7 $10.6 $0.8 10.5

Level2 90.0 9.3 2.6 78.1

Level3 189.8 189.8

Net derivative assets liabilities $280.5 $1.3 $3.4 $278.4

The following tables provide reconciliation of the beginning and ending balance of FTR derivative assets

measured at fair value Level

In millions 2009 2008

Balance at January $189.8 $150.0

Total realized and unrealized gains losses
Included in earnings in operating revenues 164.2 9.4
Included in regulatory assets or liabilities 82.9 5.1

Purchases issuances and settlements 153.5 54.3

Transfers in out of Level

Balance at December31 96.2 $189.8

Amount of total gains losses included in earnings attributable to the change in unrealized

gains losses related to Level assets held at December 31 3.6 36.8
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The following table shows the volume of derivative contracts held by Allegheny at December 31 2009 and

their respective contract expiration dates excluding contracts designated as normal purchase or normal sale

In millions 2010 2011 2012 TotaJ

Forward sales of electricity MWh
Designated as cash flow hedges 3.2 4.5 7.7

Not designated as cash flow hedges 0.3 0.3

Forward purchases of electricity MWh
Designated as cash flow hedges 0.2 0.1 0.6 0.9

Not designated as cash flow hedges 0.3 0.3

FTRs MWh 26.0 26.0

Gas contractsKern River decatherms

Forward sales of gas
20.5 20.5

Forward purchases of gas
21.4 21.4

Interest rate swaps notional dollars

Interest rate swap agreements fixed rate to floating rate $143.0 $200.0 $343.0

Interest rate swap agreements floating rate to fixed rate $143.0 $200.0 $343.0

At December 31 2009 Allegheny held derivative contracts for the sale or purchase of power that were

entered into to hedge the variable price risk related to forecasted sales and purchases of power and were

designated as cash flow hedging instruments for accounting purposes Changes in the fair value of these hedging

instruments representing the effective portion of the hedge are reported in accumulated other comprehensive

income loss and subsequently reclassified into earnings when the forecasted transaction is settled and impacts

earnings Allegheny also held derivative contracts at December 31 2009 that were not designated as part of

cash flow hedge relationship or as normal purchase normal sale Changes in the fair value of these contracts are

reported in revenues on mark-to-market basis These derivatives include contracts for the forward purchase and

sale of
gas

that settle in 2010 and that were entered into to hedge portion of the value of capacity contract

related to the Kern River Pipeline but that do not qualify for cash flow hedge accounting Interest rate swaps

include three interest rate swap agreements
with an aggregate notional value of $343 million that were entered

into during 2003 to substantially offset three existing interest rate swaps with the same counterparty The 2003

agreements effectively locked in net liability and substantially eliminated future income volatility from the

interest rate swap positions

Allegheny also holds FTRs that generally represent an economic hedge of future congestion charges that

will be incurred in connection with Alleghenys load obligations These future obligations are not reflected on

Alleghenys Consolidated Balance Sheets and the FTRs are not designated for cash flow hedge accounting As

result the timing of recognition of gains or losses on FTRs will differ from the timing of power purchases

including incurred congestion charges Allegheny acquires its FTRs in an annual auction through self-

scheduling process involving the use of auction revenue rights ARRs allocated to members of PJM that have

load serving obligations Allegheny initially records FTRs and an FTR obligation payable to PJM at the annual

FTR auction price and subsequently adjusts the carrying value of remaining FTRs to their estimated fair value at

the end of each accounting period prior to settlement Changes in the fair value of FTRs held by Alleghenys

unregulated subsidiaries are included in operating revenues as unrealized gains or losses Unrealized gains or

losses on FTRs held by Alleghenys regulated subsidiaries are recorded as regulatory assets or liabilities
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In millions
________________________

Derivatives designated as hedging instruments

Derivative assets

Current 0.3

Long-term 0.6

Total derivative

assets 0.9

Derivative liabilities

Current 12.1 4.8 16.9 1.4

Long-term 1.5 5.9 7.4 0.3
______

Total derivative

liabilities 13.6 10.7

Total designated 12.7 10.7
______

Derivatives not designated as hedging instruments

Derivative assets

Current 0.9 44.4

Long-term

Total derivative

assets 0.9 44.4

Derivative liabilities

Current 0.9 1.7 12.4

Long-term 0.9

Total derivative

liabilities 0.9 2.6 12.4
_______ _______

Total not

The FTR obligation at December 31 2009 is $127.9 million and is payable to PJM in approximately equal weekly amounts through the

PJM planning year ending May 31 2010 Of this obligation $96.2 million has been netted against the FTR derivative asset balance and

the remaining $31.7 million is included in non-derivative current liabilities on the consolidated balance sheet Prior to June 2009

FTR obligations were payable to PJM in monthly installments
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The recorded fair values of derivatives at December 31 2009 were as follows

Gas

Contracts Interest Balance
Power Contracts

-Kern Rate Gross Net FTR Sheet

Sales Purchases River Swaps FTRs Derivatives Netting Derivatives Obligation Collateral Derivatives

0.3 0.3

0.6 0.6

0.9 0.9

0.1 18.2

3.0 4.7

18.3

7.7

24.3 1.7 26.0

23.4 2.6 26.0

96.2 141.5 13.2 128.3

96.2 141.5 13.2 128.3

3.1

3.1

22.9

22.9

6.1

2.0

21.1

2.9

96.2 27.5 4.6

96.2 27.5 4.6

6.2

2.0

14.9 6.2

0.9 2.0

8.1 24.0 15.8

designated 2.6 32.0 8.1 96.2 117.5 2.6 120.1 96.2 27.5 3.6

Total derivatives $12.7 $13.3 32.0 $8.l $96.2 94.1 94.1 $96.2 $24.4 $26.5

8.2 8.2
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The recorded fair values of derivatives at December 31 2008 were as follows

Gas Coal

Contracts Purchase Interest Balance

Power Contracts
-Kern Contracts Rate Gross Net FIR Sheet

In millions Sales Purchases River PRB Swaps FTRs Derivatives Netting Derivatives Obligation Collateral Derivatives

Derivatives designated as hedging instruments

Derivative assets

Current 73.8 0.3 74.1 22.6 96.7 96.7

Total derivative

assets 73.8 0.3 74.1 22.6 96.7 96.7

Derivative liabilities

Cunent 21.6 21.6 13.4 8.2 8.2

Long-term 3.4 3.4 0.5 3.9 3.9

Total derivative

liabilities 25.0 25.0 12.9 12.1 12.1

Total

designated 73.8 24.7 49.1 35.5 84.6 84.6

Derivatives not designated as hedging instruments

Derivative assets

Current 53.4 0.2 18.0 15.5 189.8 276.9 70.7 206.2 189.8 16.4

Long-term 10.6 10.6 0.8 9.8 9.8

Total derivative

assets 53.4 0.2 28.6 15.5 189.8 287.5 71.5 216.0 189.8 26.2

Derivative liabilities

Current 2.3 40.5 6.1 48.9 34.7 14.2 0.2 14.0

Long-term 1.3 8.0 9.3 1.3 8.0 8.0

Total derivative

liabilities 2.3 41.8 14.1 58.2 36.0 22.2 0.2 22.0

Total not

designated 51.1 41.6 28.6 15.5 14.1 189.8 229.3 35.5 193.8 189.8 0.2 4.2

Total derivatives $124.9 $66.3 $28.6 $15.5 $l4.1 $189.8 $278.4 $278.4 $189.8 $0.2 88.8

The FTR obligation at December 31 2008 was $300.6 million and was payable to PJM in monthly installments through the PJM planning year ending

May 31 2009 Of this obligation $189.8 million was netted against the FTR derivative asset balance and the remaining $110.8 million was included in

non-derivative current liabilities on the consolidated balance sheet

The following table provides details on the changes in accumulated other comprehensive income OCI relating to

derivative assets and liabilities that qualified for cash flow hedge accounting

In millions
2009 2008 2007

Accumulated OCI derivative gain loss at January before tax effect of $17.8 million $2.7

million and $0.2 million respectively
45.8 7.0 0.4

Effective portion of changes in fair value before tax effect of $13.3 million $14.7 million and

$0.5 million respectively
34.4 37.8 1.3

Reclassifications from accumulated OCT derivative loss to earnings before tax effect of $41.8

million $5.8 million and $2.4 million respectively 107.8 15.0 6.1

Accumulated OCT derivative gain loss at December 31 before tax effect of $lO.7 million $17.8

million and $2.7 million respectively $27.6 $45.8 $7.0
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Derivative losses included in accumulated OCI in the amount of $16.6 million before tax are expected to

be reclassified to earnings over the next twelve months

The following table shows the location and amounts of gains losses on derivatives designated as cash flow

hedges

In millions 2009 2008 2007

Gain loss recognized in OCT effective portion 34.4 37.8 $l.3

Gains losses reclassified from accumulated OCI into operating revenues effective

portion $107.8 $15.0 $6.1

Gain or loss recognized in operating revenues ineffective portion 1.1 3.2 $0.4

Unrealized gains losses on derivative instruments not designated or qualifying as cash flow hedge

instruments were as follows

In millions 2009 2008 2007

Recorded in operating revenues

Interest rate swaps 6.0 5.1 $4.7

Mark-to-market power contracts 12.1 10.5 1.2
Gas contractsKern River 3.5 28.5

FTRs 33.2 36.8
Recorded in fuel expense

Coal purchase contractsPRB 8.2 8.2

Recorded in regulatory liabilities assets

FTRs 15.9 17.8
Coal purchase contractsPRB 7.2 7.2

Total $31.1 4.9 $3.5

Credit Related Contingent Features

Certain of Alleghenys derivative contracts contain collateral posting requirements tied to its credit ratings

that would require posting of additional collateral in the event of credit rating downgrade The aggregate fair

value of these derivative contracts that were in liability position disregarding any contractual netting

arrangements at December 31 2009 was $21.4 million for which Allegheny had posted collateral of $5.2

million one level downgrade in AE Supplys senior unsecured credit rating at December 31 2009 would have

required the posting of $12.1 million of collateral in addition to the $5.2 million of posted collateral for such

derivative contracts in liability position downgrade in AE Supplys senior unsecured credit rating at

December 31 2009 to below Standard Poors BB- or Moodys Ba3 would have required the posting of $15.5

million of collateral in addition to the $5.2 million of posted collateral for such derivative contracts in liability

position

The aggregate fair value of these derivative contracts that were in liability position disregarding any

contractual netting arrangements at December 31 2008 was $46.9 million for which Allegheny had posted

collateral of $17.2 million one level downgrade in AE Supplys senior unsecured credit rating at

December 31 2008 would have required the posting of $15.6 million of collateral in addition to the $17.2

million of posted collateral for such derivative contracts in liability position downgrade in AE Supplys
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senior unsecured credit rating at December 31 2008 to below Standard Poors BB- or Moodys Ba3 would

have required the posting of $21.3 million of collateral in addition to the $17.2 million of posted collateral for

such derivative contracts in liability position

Credit Exposure

Allegheny and its subsidiaries have credit exposure to energy trading counterparties The majority of these

exposures are the fair value of multi-year contracts for energy sales and purchases If these counterparties fail to

perform their obligations under such contracts Allegheny and its subsidiaries would experience lower revenues

or higher costs to the extent that replacement sales or purchases could not be made at the same prices as those

under the defaulted contracts

Alleghenys wholesale credit risk is the replacement cost for outstanding contracts and amounts owed to or

due from counterparties for completed transactions The replacement cost of open positions represents unrealized

gains net of any
unrealized losses in circumstances in which Allegheny has legally enforceable right of setoff

Allegheny and its subsidiaries have credit policies to manage credit risk including the use of an established

credit approval process daily monitoring of counterparty positions and the use of master netting agreements

These agreements include credit mitigation provisions such as margin prepayment or other form of collateral

acceptable to the counterparty Allegheny may request additional credit assurance in the event that

counterpartys credit ratings fall below investment grade or its exposures exceed an established credit limit

NOTE 14 PURCHASE OF HYDROELECTRIC GENERATION FACILITIES

In December 2009 Allegheny purchased two hydroelectric generation facilities located at Allegheny Lock

and Dam and in Freeport PA with nominal maximum generation capacity of 13 MW This purchase

effectively settled existing power purchase agreements under which Allegheny purchased the power generated by

these facilities through 2034 Accordingly at the transaction closing date Allegheny recorded credit to

purchased power expense in the amount of $10.6 million representing the fair value of the power agreements at

that date The purchase of the facilities was accounted for as business combination for which the total

consideration was $12.6 million consisting of cash payment of approximately $2.0 million plus the fair value of

the power purchase agreements The fair value of the net assets acquired exceeded the total consideration paid by

$6.7 million representing bargain purchase that was credited to operations and maintenance expense

NOTE 15 DIVIDEND RESTRICTIONS

Under the terms of the AE Revolving Credit Facility AE may pay quarterly cash dividends in an amount

not to exceed 6.25% or 10% of Alleghenys net income for the four quarters ended with the quarter immediately

preceding the quarter in which the dividend is paid depending on Alleghenys leverage ratio on the last day of

the preceding quarter Under this restriction AEs dividends during the first quarter 2010 may not exceed

approximately $39.0 million Additionally under terms of its proposed merger with FirstEnergy AE is

prohibited from increasing its quarterly cash dividend
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NOTE 16 JOINTLY OWNED BATH COUNTY GENERATION FACILITY

AGCs sole asset is 40% undivided interest in the Bath County Virginia pumped-storage hydroelectric

generation facility and its connecting transmission facilities All of AGCs revenues are derived from sales of its

1109 MW share of generation capacity from the Bath County generation facility to AE Supply and

Monongahela AGC records prorated share of all expenditures related to its interest in the Bath County

generation facility AGC is consolidated by Allegheny through its subsidiary AE Supply AGCs investment and

accumulated depreciation in its 40% interest in the Bath County generation facility at December 31 were as

follows

In millions 2009 2008

Property plant and equipment $833.3 $830.0

Accumulated depreciation $346.4 $329.3

NOTE 17 FINANCIAL INSTRUMENTS

As of December 31 2009 and 2008 the carrying amounts of accounts receivable and accounts payable are

representative of fair value because of their short-term nature The carrying amounts and estimated fair values of

long-term debt including long-term debt due within one year at December 31 were as follows

2009 2008

Carrying Fair Carrying Fair

In millions Amount Value Amount Value

Long-term debt $4557.8 $4729.1 $4209.8 $3951.7

The fair value of long-term debt was estimated based on actual market prices or market prices of similar

debt issues

Allegheny also has certain assets and liabilities that are recorded at fair value relating to pension plan assets

and derivative instruments See Note 11 Pension Benefits and Postretirement Benefits Other Than Pensions

and Note 13 Fair Value Measurements Derivative Instruments and Hedging Activities for additional

information

NOTE 18 GOODWILL AND INTANGIBLE ASSETS

Alleghenys recorded goodwill was $367.3 million at December 31 2009 and 2008 There were no changes

in recorded goodwill during 2009 2008 or 2007 The recorded goodwill is attributable to the unregulated

generation operations of AE Supply reporting unit that substantially comprised Alleghenys Merchant

Generation segment at December 31 2009

Allegheny tests goodwill for possible impairment on an annual basis as of August 31 of each year and at any

other time if an event occurs or circumstances change that would indicate that the fair value of the reporting unit

is likely to have decreased below its carrying amount

The first step of the goodwill impairment test consists of comparing the reporting units fair value to its

carrying value including the goodwill allocated to the reporting unit If the estimated fair value of the reporting

unit exceeds its carrying amount the reporting units goodwill is not considered to be impaired and second

step of the impairment test is unnecessary If required the second step of the test compares the implied fair value

of the reporting units goodwill determined in the same manner as the amount of goodwill recognized in

business combination to the carrying amount of such goodwill
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Allegheny performed its annual goodwill impairment test as of August 31 2009 and management

concluded that the estimated fair value of the reporting unit exceeded its carrying value and therefore no

impairment existed at that date The fair value was estimated using both discounted cash flow income approach

and market based approach Both approaches involve management judgment and estimated values are subject

to change in relation to evolving market conditions and the business environment

Intangible assets included in Property plant and equipment net on the Consolidated Balance Sheets were

as follows

December 31 2009 December 312008

Gross Gross

Carrying Accumulated Carrying Accumulated

In millions Amount Amortization Amount Amortization

Land easements amortized $108.6 $32.1 $101.3 $30.8

Land easements unamortized 32.3 32.2

Software 70.3 31.1 74.9 23.2

Total $211.2 $63.2 $208.4 $54.0

Amortization expense
for intangible assets was $12.6 million in 2009 $12.2 million in 2008 and $14.9

million in 2007

Future amortization expense
for intangible assets at December 31 2009 is estimated as follows

In millions 2010 2011 2012 2013 2014

Annual amortization expense
$12.1 $11.6 $10.5 $8.9 $2.6

NOTE 19 ASSET RETIREMENT OBLIGATIONS ARO
Allegheny has AROs primarily related to ash landfills underground and aboveground storage tanks

asbestos contained in its generation facilities wastewater treatment lagoons and transformers containing

polychlorinated biphenyls PCBs

The following table provides reconciliation of the beginning and ending ARO liability for 2009 and 2008

In millions
2009 2008

Balance at January $48.9 61.0

Accretion of ARO liability
4.8 6.1

Liabilities incurred in the current period

Ash landfill 3.5

Revisions in estimated cash flows

Ash landfills 13.9

Wastewater treatment lagoons 2.4

Asbestos 1.2

Liabilities settled

Ash disposal site 0.1 0.1

Asbestos removal 1.8 0.5

Other 0.1

Liability associated with assets held for sale

Balance at December 31 $55.2 48.9
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Allegheny believes it is probable that it will recover the ARO costs incurred by its regulated companies in

rates Therefore it records costs currently incurred for AROs as reduction to the recorded regulatory liability or

it establishes regulatory asset depending on the rate recovery mechanism of the specific jurisdiction See Note

Regulatory Assets and Liabilities for discussion of the regulatory assets and liabilities associated with asset

retirement and removal costs

NOTE 20 ADVERSE POWER PURCHASE COMMITMENT LIABILITY

In May 1998 the Pennsylvania PUC issued an order approving transition plan for West Penn This order

was amended by a.settlement agreement approved by the Pennsylvania PUC in November 1998 West Penn

recorded an extraordinary charge in 1998 to reflect the disallowances of certain costs in the order This charge

included an estimated amount for an adverse power purchase commitment reflecting the commitment to purchase

power at above-market prices The adverse power purchase commitment liability is being amortized over the life

of the commitment based on schedule of estimated electricity purchases used to determine the amount of the

charge

As of December 31 2009 Alleghenys reserve for adverse power purchase commitments was $132.3

million including current liability of $17.9 million Alleghenys liability for adverse power purchase

commitments decreased as follows

In millions 2009 2008 2007

Amortization of liability for adverse power purchase commitments $17.5 $17.1 $17.3

These decreases in the reserve for adverse power purchase commitments are recorded as expense reductions

in Purchased power and transmission on the Consolidated Statements of Income

NOTE 21 OTHER INCOME EXPENSE NET

Other income expense net consisted of the following

In millions 2009 2008 2007

Interest and dividend income 1.8 7.3 $15.2

Equity component of AFUDC 5.0 3.7 2.7

Cash received from former trading executives forfeited assets 1.6

Income from equity investment 1.3

Other 0.2 8.4 l9

Total other income expense net $7.0 $22.3 $36.8
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NOTE 22 GUARANTEES AND LETTERS OF CREDIT

In connection with certain sales acquisitions and financings and in the normal course of business AE and

its subsidiaries enter into various agreements that may include guarantees or require the issuance of letters of

credit AE has $376 million revolving credit facility any unutilized portion of which is available to AE for the

issuance of letters of credit Additionally subject to certain conditions AE Supply is permitted to request letters

of credit of up to $50 million in the aggregate and AE is permitted to request on behalf of AE Supply and its

subsidiaries letters of credit of up to $125 million in the aggregate under AEs revolving credit facility

December 31 2009 December 31 2008

Amounts Total Amounts Total

Recorded on Guarantees Recorded on Guarantees

the Consolidated and Letters the Consolidated and Letters

In millions Balance Sheet of Credit Balance Sheet of Credit

Guarantees

Purchase sale exchange or transportation of

wholesale natural gas electric power and

related services 95.2 $69.7

Loans and other financing-related matters 6.4 6.8

Lease agreement 5.0 5.0

Other 0.2 0.2 0.2 ft2

Total Guarantees $0.2 $106.8 $0.2 $81.7

Letters of Credit

Under AEs Revolving Facility 3.2 3.3

Other 30

Total Letters of Credit 3.2 $6.3

Total Guarantees and Letters of Credit $0.2 $110.0 $0.2 $88.0

Includes AE guarantees on behalf of its subsidiaries of $95.2 million and $69.7 million at 1ecember 31

2009 and 2008 respectively

Amounts represent AE guarantees on behalf of its subsidiaries

These amounts were comprised of letter of credit issued in connection with contractual obligation of

Allegheny Ventures that will expire in July 2010

These amounts were not issued under either AEs credit facility or AE Supplys credit facility

NOTE 23 VARIABLE INTEREST ENTITIES

GAAP requires the primary beneficiary of Variable Interest Entity VIE to consolidate the entity and

also requires majority and significant variable interest investors to provide certain disclosures VIE is an entity

in which the equity investors do not have controlling interest or in which the equity investment at risk is

insufficient to finance the entitys activities without receiving financial support from the other parties

Independent Power Producer IPP contracts Potomac Edison and West Penn each have long-term

electricity purchase contract with unrelated independent power producers IPP Allegheny periodically

requests from these IPPs the information necessary to determine whether they are VIEs and whether Allegheny is

the primary beneficiary Allegheny has been unable to obtain the requested information which was determined

by the IPPs to be proprietary
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Potomac Edison and West Penn purchased power from these two IPPs in the amount of $96.4 million and

$42.5 million respectively in 2009 $113.3 million and $40.8 million respectively in 2008 $104.6 million and

$52.5 million respectively in 2007 Neither Potomac Edison nor West Penn is subject to any risk of loss

associated with the applicable potential VIE because neither VIE has any obligation to the applicable IPP other

than to purchase the power that the IPP produces according to the terms of the applicable electricity purchase

contract

APS Constellation LLC APS Constellation Allegheny Ventures Inc non-utility subsidiary of AE
formed partnership in 1995 with an unregulated business of Constellation Energy in joint venture energy

services company named APS Constellation The business purpose of APS Constellation is the marketing

development and implementation of energy conservation projects APS Constellation working under an

Engineer/Procure/Construct agreement as subcontractor for Potomac Edison completed multiple energy

conservation projects for Potomac Edisons government customers at Ft Detrick Maryland The projects

resulted in performance payments and other fees remitted to APS Constellation APS Constellation securitized

the future revenue streams from the projects through several financings and made partnership distribution of the

proceeds Some of the project financings required Potomac Edison to provide ongoing guarantees

In 2005 the joint venture operating agreement was amended to limit Alleghenys obligations and

participation in APS Constellation

The accounts of APS Constellation are not included in Alleghenys Consolidated Financial Statements

because Allegheny does not expect to absorb majority of the expected losses and/or residual returns based on

an analysis of the services being provided under the joint venture operating agreement

At December 31 2009 Alleghenys maximum exposure to loss related to APS Constellation consisted of

$0.7 million equity investment in APS Constellation letter of credit guarantee of $3.2 million and recourse

guarantees of $6.4 million At December 31 2008 Alleghenys maximum exposure to loss related to APS

Constellation consisted of $0.7 million equity investment in APS Constellation letter of credit guarantee of

$3.3 million and recourse guarantees of $6.8 million These guarantees are not recorded on Alleghenys

Consolidated Balance Sheet

PATH LLC As discussed at Note Transmission Expansion in September 2007 Allegheny and AEP
formed PATH LLC to construct and operate PATH The accounts of PATH LLC and its operating subsidiaries

including PATH-WV the jointly owned series of PATH LLC are included in Alleghenys consolidated

financial statements for the years ended 2009 2008 and 2007

Although Allegheny has not yet completed its analysis regarding the application of new accounting

pronouncement related to variable interest entities Allegheny expects to deconsolidate PATH-WV from its

financial statements effective January 2010 At December 31 2009 and 2008 Alleghenys Balance Sheet

primarily reflected property plant and equipment associated with the construction of PATH-WV of

approximately $35.8 million and $7.4 million respectively cash and cash equivalents of $3.4 million and $3.6

million respectively and noncontrolling interest related to AEPs ownership of approximately $14.9 million and

$4.9 million respectively For the years ended 2009 2008 and 2007 PATH-WV had total revenues of $10.8

million $6.4 million and $0 respectively total operating income of $4.4 million $1.6 million and $0

respectively net income of $2.6 million $0.9 million and $0 respectively and net income attributable to AEP
noncontrolling interest of $1.3 million $0.4 million and $0 respectively The possible deconsolidation of

PATH-WV is not expected to impact net income attributable to Allegheny Energy Inc
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Energy Insurance Services Inc Allegheny has entered into an insurance arrangement with Energy

Insurance Services Inc EIS whereby EIS writes policies for Allegheny in segregated cell referred to as

Mutual Business Program No the Program The Program is governed by Participation Agreement that

limits claims paid on policies that are not reinsured to premium payments made by Allegheny contributions to

surplus and
any

investment returns on those premiums less expenses The accounts of EIS are included in

Alleghenys Consolidated Financial Statements because Allegheny is the sole beneficiary of the Program At

December 31 2009 total assets were $1 8.5 million consisting primarily of investments and total liabilities were

$13.7 million consisting primarily of claim reserves At December 31 2009 Alleghenys maximum exposure to

loss related to EIS consisted of $4.8 million equity investment in EIS recorded on its Consolidated Balance

Sheet At December 31 2008 total assets were $15.3 million consisting primarily of investments and total

liabilities were $12.1 million consisting primarily of claim reserves At December 31 2008 Alleghenys

maximum exposure to loss related to EIS consisted of $3.2 million equity investment in EIS recorded on its

Consolidated Balance Sheet

NOTE 24 ACQUISITION OF NONCONTROLLING INTEREST IN AE SUPPLY

On January 25 2008 Allegheny and Merrill Lynch entered into settlement agreement that resolved

litigation between the two parties related to dispute regarding Alleghenys purchase of Merrill Lynchs energy

marketing and trading business in 2001 As result of this settlement Allegheny reversed its previously recorded

accrued interest liability of $54.7 million through credit to interest expense during the fourth quarter of 2007

On March 31 2008 in accordance with the settlement agreement Allegheny made cash payment to

Merrill Lynch in the amount of $50 million and Merrill Lynch conveyed to Allegheny its approximately 1.5%

equity interest in AE Supply Allegheny recorded the acquisition of Merrill Lynchs noncontrolling interest in

AE Supply using the purchase method of accounting Under the purchase method of accounting the purchase

price was allocated to individual assets acquired and liabilities assumed based on the fair values of such assets

and liabilities The purchase accounting adjustments will be amortized against income over the estimated lives of

the individual assets and liabilities ranging from years to 30 years
No goodwill was recorded The effects of

the purchase accounting adjustments are not expected to materially impact Alleghenys financial results for any

period Allegheny ceased recording expense relating to the noncontrolling interest in AE Supply as of January

2008

NOTE 25 COMMITMENTS AND CONTINGENCIES

Allegheny is involved in number of significant legal proceedings In certain cases plaintiffs seek to

recover large and sometimes unspecified damages and some matters may be unresolved for several years

Allegheny cannot currently determine the outcome of the proceedings described below or the ultimate amount of

potential losses Management provides for estimated losses to the extent that information becomes available

indicating that losses are probable and that the amounts are reasonably estimable Additional losses may have an

adverse effect on Alleghenys results of operations cash flows and financial condition

Environmental Matters and Litigation

The operations of Alleghenys owned facilities including its generation facilities are subject to various

federal state and local laws rules and regulations as to air and water quality hazardous and solid waste disposal

and other environmental matters some of which may be uncertain Compliance may require Allegheny to incur

substantial additional costs to modify or replace existing and proposed equipment and facilities
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Global Climate Change The United States relies on coal-fired power plants for more than 48% of its

energy However coal-fired power plants have come under scrutiny due to their emission of gases implicated in

climate change primarily carbon dioxide or CO2

Allegheny produces approximately 95% of its electricity at coal-fired facilities and currently produces

approximately 45 million tons of CO2 annually through its
energy production While there are many unknowns

concerning the final regulation of greenhouse gases in the United States federal and/or state legislation and

implementing regulations addressing climate change including limits on emissions of CO2 likely will be

adopted some time in the future Thus CO2 legislation and regulation if not reasonably designed could have

significant impact on Alleghenys operations On June 26 2009 the U.S House of Representatives passed the

American Clean Energy and Security Act The U.S Senate released its draft of the bill the Clean Energy Jobs

and American Power Act on September 30 2009 Additionally on December 2009 the U.S Environmental

Protection Agency the EPA announced its Greenhouse Gas Endangerment Finding stating that greenhouse

gas emissions from cars and light trucks when mixed in the atmosphere endanger public health The finding

provides the EPA with basis on which to regulate greenhouse gas emissions from vehicle tailpipes under the

provisions of the Clean Air Act of 1970 the Clean Air Act Once pollutant is regulated under the Clean Air

Act for one source category the EPA has authority to apply similar regulations to other source categories and

the EPA has announced its intention to do so Hence with the Endangerment Finding finalized the EPA will

have the authority to regulate greenhouse gas emissions from stationary sources such as electric generating units

Allegheny can provide no assurance that limits on CO2 emissions if imposed by legislation or otherwise will be

set at levels that can accommodate its generation facilities absent the installation of controls

Moreover there is gap between desired reduction levels in the current proposed legislation and the current

capabilities of technology no current commercial-scale technology exists to enable many of the reduction levels

in national regional and state proposals Such technology may not become available within timeframe

consistent with the implementation of any future climate control legislation or at all To the extent that such

technology does become available Allegheny can provide no assurance that it will be suitable for installation at

Alleghenys generation facilities on cost effective basis or at all Based on estimates from 2007 U.S
Department of Energy National Electric Technology Laboratory report and announced projects by other entities

it could cost as much as $5500 per kW to replace existing coal-based power generation with fossil fuel stations

capable of capturing and sequestering CO2 emissions However exact estimates are difficult because of the

variance in the legislative proposals and the current lack of deployable technology

Allegheny supports federal legislation and believes that the United States must commit to response to

climate change that both encourages the development of technology and creates workable control system

Regardless of the eventual mechanism for limiting C02 emissions however compliance will be major and

costly challenge for Allegheny its customers and the region in which it operates Most notable will be the

potential impact on customer bills and disproportionate increases in
energy cost in areas that have built their

energy and industrial infrastructure over the past century based on coal-fired electric generation

Because the legislative process and applicable technology each is in its infancy it is difficult for Allegheny

to aggressively implement greenhouse gas emission expenditures until the exact nature and requirements of any

regulation are known and the capabilities of control or reduction technologies are more fully understood

Alleghenys current strategy in response to climate change initiatives focuses on six tasks

maintaining an accurate CO2 emissions data base

improving the efficiency of its existing coal-burning generation facilities

following developing technologies for clean-coal energy and for CO2 emission controls at coal-fired

power plants including carbon sequestration
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participating in CO2 sequestration efforts e.g reforestation projects both domestically and abroad

analyzing options for future energy investment e.g renewables clean-coal etc and

improving demand-side efficiency programs as evidenced by customer conservation outreach plans and

Alleghenys Watt Watchers initiatives

Alleghenys energy portfolio also includes approximately 1180 MWs of renewable hydroelectric and

pumped storage power generation Allegheny obtained permit to allow for limited use of bio-mass wood

chips and saw dust at one of its coal-fired power stations in West Virginia and currently has approval to use

waste-tire derived fuel at another of its coal-based power stations in West Virginia

Allegheny intends to engage in the dialogue that will shape the regulatory landscape surrounding CO2

emissions Additionally Allegheny intends to pursue proven and cost-effective measures to manage its emissions

while maintaining an affordable and reliable supply of electricity for its customers

Clean AirAct Compliance Allegheny currently meets applicable standards for particulate matter emissions

at its generation facilities through the use of high-efficiency electrostatic precipitators cleaned coal flue-gas

conditioning optimization software fuel combustion modifications and at times through other means From

time to time minor excursions of stack emission opacity that are normal to fossil fuel operations are experienced

and are accommodated by the regulatory process

Alleghenys compliance with the Clean Air Act has required and may require in the future that Allegheny

install control technologies on many of its generation facilities at significant cost The Clean Air Interstate Rule

CAIR promulgated by the EPA on March 10 2005 may accelerate the need to install this equipment by

phasing out portion of the currently available allowances The EPA is revising certain portions of CAIR that

were invalidated by the U.S Court of Appeals for the District of Columbia Circuit The EPA has cautioned that it

is reviewing whether or not to have an annual NO trading program non-Ozone Season beyond 2010

On March 15 2005 the EPA issued the Clean Air Mercury Rule CAMR establishing cap
and trade

system designed to reduce mercury emissions from coal-fired power plants On February 2008 the U.S Court

of Appeals for the District of Columbia Circuit vacated the rule in its entirety The State of West Virginia

subsequently suspended its rule for implementing CAMR Pennsylvania and Maryland however took the

position that their mercury rules which are discussed below survived this ruling In addition the EPA has

announced plans to propose new maximum achievable control technology rule for hazardous air pollutant

emissions from electric utility steam generating units The EPA is expected to finalize the new rule by November

2011 Accordingly Allegheny is monitoring the EPAs efforts to promulgate hazardous air pollutant rules that

will include but will not be limited to mercury limits To establish these standards with respect to mercury the

EPA must identify the best performing 12% of sources in each source category and to that end has issued an

information request to members of the fossil fuel-fired generating industry that includes requirement to conduct

extensive stack emissions testing on selected generating units Allegheny is required to conduct stack testing for

nine of its generating units Depending on the final hazardous air pollution limits set by the EPA Allegheny

could incur significant costs for additional control equipment

The Pennsylvania Department of Environmental Protection the PA DEP promulgated more aggressive

mercury control rule on February 17 2007 Pennsylvanias proposed shortened compliance schedule and more

aggressive emissions limits might result in the installation of additional emission controls at any of Alleghenys

three Pennsylvania coal-fired facilities or in change in fuel specifications
Controls might include additional

Scrubbers activated carbon injection selective catalytic reduction or other currently emerging technologies On
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September 15 2008 PPL Corporation filed challenge to the PA DEPs mercury rule in Pennsylvania

Commonwealth Court The Commonwealth Court overturned the Pennsylvania mercury rule on January 30
2009 On December 23 2009 the Pennsylvania Supreme Court affirmed the Commonwealth Courts holding
that the rule is invalid

Additionally Maryland passed the Healthy Air Act in early 2006 This legislation imposes state-wide

emission caps on SO2 and NON requires greater reductions in mercury emissions more quickly than required by
CAMR and mandates that Maryland join the Regional Greenhouse Gas Initiative RGGI and participate in

that coalitions regional efforts to reduce CO2 emissions On April 20 2007 Marylands governor signed on to

RGGI as result of which Maryland became the 10th state to join the Northeast regional climate change and

energy efficiency program The Healthy Air Act provides conditional exemption for the Paul Smith power
station for NO SO2 and mercury based on PJM declaration that the station is vital to reliability in the

Baltimore/Washington DC metropolitan area which PJM determined in 2006 Pursuant to the legislation the

Maryland Department of the Environment the MDE passed alternate NO and SO2 limits for Paul Smith

which became effective in April 2009 The MDE still expects Paul Smith to meet the Healthy Air Act mercury
reductions of 80% beginning in 2010 The statutory exemption does not extend to Paul Smiths CO2
emissions Maryland issued final regulations to implement RGGI requirements in February 2008 Among other

things under RGGI the MDE now auctions 100% of CO2 allowances associated with Marylands power plants

and Allegheny is participating in RGGI auctions

AE Supply and Monongahela comply with current SO2 emission standards through system-wide plan

combining the use of emission controls low sulfur fuel and emission allowances Allegheny continues to

evaluate and implement options for compliance It completed the elimination of partial bypass of Scrubbers at

its Pleasants generating facility in December 2007 and the construction of Scrubbers at its Hatfields Ferry and

Fort Martin generating facilities in 2009 Allegheny now has Scrubbers installed on all 10 of the units at its four

supercritical generating facilities and at Mitchell Unit

Alleghenys NO compliance plan functions on system-wide basis similar to its SO2 compliance plan AE
Supply and Monongahela also have the option in some cases to purchase alternate fuels or NO allowances if

needed to supplement their compliance strategies

On January 2010 the West Virginia Department of Environmental Protection the WVDEP issued

Notice of Violation for opacity emissions at Alleghenys Pleasants generating facility Allegheny is evaluating

certain control system operations for opacity reduction Although system has not yet been selected the cost to

install any such system would be significant

Clean Air Act Litigation In August 2000 AE received letter from the EPA requesting that it provide

information and documentation relevant to the operation and maintenance of the following ten electric generation

facilities which collectively include 22 generation units Albright Armstrong Fort Martin Harrison Hatfields

Ferry Mitchell Pleasants Rivesville Paul Smith and Willow Island AE Supply and/or Monongahela own
these generation facilities The letter requested information under Section 114 of the Clean Air Act to determine

compliance with the Clean Air Act and related requirements including potential application of the New Source

Review NSR standards of the Clean Air Act which can require the installation of additional air emission

control equipment when the major modification of an existing facility results in an increase in emissions AE has

provided responsive information to this and subsequent request

If NSR requirements are imposed on Alleghenys generation facilities in addition to the possible imposition

of fines compliance would entail significant capital investments in emission control technology
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On May 20 2004 AE AE Supply Monongahela and West Penn received Notice of Intent to Sue Pursuant to

Clean Air Act 7604 the Notice from the Attorneys General of New York New Jersey and Connecticut and

from the PA DEP The Notice alleged that Allegheny made major modifications to some of its West Virginia

facilities in violation of the Prevention of Significant Deterioration PSD provisions of the Clean Air Act at the

following coal-fired facilities Albright Unit No Fort Martin Units No and Harrison Units No and

Pleasants Units No and and Willow Island Unit No The Notice also alleged PSD violations at the

Armstrong Hatfields Ferry and Mitchell generation facilities in Pennsylvania and identifies PA DEP as the lead

agency regarding those facilities On September 2004 AE AE Supply Monongahela and West Penn received

separate
Notice of Intent to Sue from the Maryland Attorney General that essentially mirrored the previous Notice

On January 2005 AE Supply and Monongahela filed declaratory judgment action against the Attorneys

General of New York Connecticut and New Jersey in federal District Court in West Virginia West Virginia DJ

Action This action requests that the court declare that AE Supplys and Monongahela coal-fired generation

facilities in Pennsylvania and West Virginia comply with the Clean Air Act The Attorneys General filed

motion to dismiss the West Virginia DJ Action

On June 28 2005 the PA DEP and the Attorneys General of New York New Jersey Connecticut and

Maryland filed suit against AE AE Supply and the Distribution Companies in the United States District Court

for the Western District of Pennsylvania the PA Enforcement Action This action alleges NSR violations

under the federal Clean Air Act and the Pennsylvania Air Pollution Control Act at the Hatfields Ferry

Armstrong and Mitchell facilities in Pennsylvania The PA Enforcement Action appears to raise the same issues

regarding Alleghenys Pennsylvania generation facilities that are before the federal District Court in the West

Virginia DJ Action except that the PA Enforcement Action also includes the PA DEP and the Maryland

Attorney General On January 17 2006 the PA DEP and the Attorneys General filed an amended complaint On

May 30 2006 the District Court denied Alleghenys motion to dismiss the amended complaint On July 26

2006 at status conference the Court determined that discovery would proceed regarding liability issues but

not remedies Discovery on the liability phase closed on December 31 2007 and summary judgment briefing

was completed during the first quarter of 2008 On November 18 2008 the District Court issued Memorandum

Order denying all motions for summary judgment and establishing certain legal standards to govern
at trial In

December 2009 new trial judge was assigned to the case and has since entered an order granting motion to

reconsider the rulings in the November 2008 Memorandum Order ruling on those issues is expected within the

first quarter of 2010 Trial has been tentatively scheduled to begin on September 13 2010

In addition to this lawsuit on September 21 2007 Allegheny received Notice of Violation NOV from

the EPA alleging NSR and PSD violations under the federal Clean Air Act as well as Pennsylvania and West

Virginia state laws The NOV was directed to AE Monongahela and West Penn and alleges violations at the

Hatfields Ferry and Armstrong generation facilities in Pennsylvania and the Fort Martin and Willow Island

generation facilities in West Virginia The projects identified in the NOV are essentially the same as the projects

at issue for these four facilities in the May 20 2004 Notice the West Virginia DJ Action and the PA

Enforcement Action

Allegheny intends to vigorously pursue and defend against the Clean Air Act matters described above but

cannot predict their outcomes

Clean Water Act Compliance In 2004 the EPA issued final rule requiring all existing power plants with

once-through cooling water systems withdrawing more than 50 million gallons of water per day to meet certain

standards to reduce mortality of aquatic organisms pinned against the water intake screens or in some cases

drawn through the cooling water system The standards varied based on the type and size of the water bodies

from which the plants draw their cooling water
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In January 2007 the Second Circuit Court of Appeals issued decision on appeal that remanded

significant portion of the rule to the EPA As result the EPA suspended the rule except for requirement
which existed prior to the EPA adoption of the 2004 rule that permitting agencies use best professional

judgment BPJ to determine the best technology available for minimizing adverse environmental impacts for

existing facility cooling water intakes Pending re-issuance of the 2004 rule by the EPA pennitting agencies thus

will rely on BPJ determinations during permit renewal at existing facilities

On April 2009 the U.S Supreme Court reversed the appeals court decision and upheld authority

to use costibenefit analysis The EPA has indicated that it plans to issue proposed rule addressing the issues

remanded by the Court by mid-2010 and to issue final rule in 2012 Depending on the standards set by the EPA
when it reissues this rule Allegheny could incur significant costs for additional control equipment

Monongahela River Water Quality In late 2008 the PA DEP imposed water quality criteria for certain

effluents including total dissolved solid and sulfate concentrations in the Monongahela River on new and

modified sources including the Scrubber project at the Hatfields Ferry generation facility These criteria are

reflected in the current PA DEP water discharge permit for that project AE Supply has appealed the PA DEPs

permitting decision which would require it to incur significant costs or negatively impact its ability to operate

the Scrubbers Preliminary studies indicate an initial capital investment of approximately $62 million in order to

install technology to meet the total dissolved solid and sulfate limits in the permit The permit has been

independently appealed by Environmental Integrity Project and Citizens Coal Council who seek to impose more

stringent technology-based effluent limitations Those same parties have intervened in the appeal filed by AE
Supply and both appeals have been consolidated for discovery purposes An order has been entered that stays the

permit limits that AE Supply has challenged while the appeal is pending No hearing date has been set AE
Supply intends to vigorously pursue these issues but cannot predict the outcome of these appeals On
November 2009 the PA DEP published proposed amendments to the PA Chapter 95 rules that include an

end-of-pipe limit for total dissolved solids for new and modified sources The PA DEPs proposed rule was open
for public comment until February 12 2010

In October 2009 the WVDEP issued the water discharge permit for the Fort Martin generation facility

Similar to the Hatfields Ferry water discharge permit issued for the Scrubber project the Fort Martin permit

imposes effluent limitations for total dissolved solid and sulfate concentrations The permit also imposes

temperature limitations and other effluent limits for heavy metals that are not contained in the Hatfields Ferry

water permit Concurrent with the issuance of the Fort Martin permit WVDEP also issued an administrative

order that sets deadlines for Monongahela to meet certain of the effluent limits that are effective immediately

under the terms of the permit Monongahela has appealed the Fort Martin permit and the administrative order

The appeal includes request to stay certain of the conditions of the permit and order while the appeal is

pending The request to stay has been granted pending final decision on appeal and subject to WVDEP moving

to dissolve the stay The appeals have been consolidated and hearing is likely to be scheduled for May 2010

The current terms of the Fort Martin permit would require Monongahela to incur significant costs or negatively

impact operations at Fort Martin Preliminary information indicates an initial capital investment in excess of the

capital investment that may be needed at Hatfields Ferry in order to install technology to meet the total dissolved

solid and sulfate limits in the Fort Martin permit which technology may also meet certain of the other effluent

limits in the permit Additional technology may be needed to meet certain other limits in the permit

Monongahela intends to vigorously pursue these issues but cannot predict the outcome of these appeals

Solid Waste The EPA is reviewing its waste regulations relating to coal combustion byproducts CCB
partly in

response to Tennessee Valley Authority ash spill in Kingston Tennessee on December 22 2008 CCB
includes bottom ash boiler slag fly ash and Scrubber byproducts including gypsum CCB has historically been
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designated and managed as non-hazardous waste and the EPA has twice determined it is not appropriate to

regulate it as hazardous waste under the Resource Conservation and Recovery Act RCRA The EPA is

reconsidering those earlier determinations and intends to issue new regulations for the management and disposal

of CCB The EPA has not yet reached final decision on whether to regulate CCB as hazardous RCRA Title

or non-hazardous RCRA Title or as hybrid but hopes to reach that decision during the first quarter of 2010

Should the EPA elect to designate CCB as hazardous at any point in its generation storage transportation or

disposal cycle it could significantly increase Alleghenys cost of managing CCB materials In addition to

potential additional management costs CCB generators could expect to see reduction in options for beneficial

reuse of CCB in applications such as mine reclamation cement manufacture and agriculture further increasing

costs as such materials will then enter landfills rather than beneficial reuse The EPA might also designate CCB

as hazardous only when it is destined for wet storage impoundments which would reduce Alleghenys potential

waste management exposure

Global Warming Class Action On April 2006 AE along with numerous other companies with coal-

fired generation facilities and companies in other industries was named as defendant in class action lawsuit in

the United States District Court for the Southern District of Mississippi On behalf of purported class of

residents and property owners in Mississippi who were harmed by Hurricane Katrina the named plaintiffs allege

that the emission of greenhouse gases by the defendants contributed to global warming thereby causing

Hurricane Katrina and plaintiffs damages The plaintiffs seek unspecified damages On December 2006 AE

filed motion to dismiss plaintiffs complaint on jurisdictional grounds and then joined motion filed by other

defendants to dismiss the complaint for failure to state claim At hearing on August 30 2007 the Court

granted the motion to dismiss that AE had joined and dismissed all of the plaintiffs claims against all

defendants Plaintiffs appealed that ruling to the United States Court of Appeals for the Fifth Circuit On

October 2009 the assigned panel of the appellate court issued written opinion that reversed the judgment

entered by the District Court in favor of the defendants with respect to certain of the plaintiffs claims and

remanded the case to the District Court for further proceedings On November 25 2009 AE and others filed

petition to have all of the judges of the Fifth Circuit rehear the issues addressed in the panels October 2009

opinion There has been no ruling on that petition AE intends to vigorously defend against this action but cannot

predict its outcome

Other Litigation and Contingencies

Nevada Power Contracts On December 2001 Nevada Power Company NPC filed complaint with

the FERC against AE Supply seeking action by the FERC to modify prices payable to AE Supply under three

trade confirmations between Merrill Lynch and NPC NPCs claim was based in part on the assertion that

dysfunctional California spot markets had an adverse effect on the prices NPC was able to negotiate with Merrill

Lynch under the contracts NPC filed substantially identical complaints against number of other energy

suppliers On December 19 2002 the Administrative Law Judge AU issued findings that no contract

modification was warranted The AU determined in favor of NPC that AE Supply rather than Merrill Lynch

was proper subject of NPCs complaint On June 26 2003 the FERC affirmed the AUs decision upholding

the long-term contracts negotiated between NPC and Merrill Lynch among others The FERC did not decide

whether AE Supply rather than Merrill Lynch was the real party in interest On November 10 2003 the FERC

issued an order on rehearing affirming its conclusion that the long-term contracts should not be modified

Snohomish County NPC and other parties filed petitions for review of the FERCs June 26 2003 order with the

United States Court of Appeals for the Ninth Circuit the NPC Petitions The NPC Petitions were consolidated

in the Ninth Circuit On December 19 2006 the Ninth Circuit issued an opinion remanding the case to the FERC

to determine in accordance with the guidance set forth in the Ninth Circuits opinion whether the FERC utilized

the appropriate standard of review in deciding various claims including NPCs complaint On May 2007 AE

Supply and others filed petition to appeal the Ninth Circuits ruling to the United States Supreme Court On
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June 26 2008 the United States Supreme Court issued an opinion that rejected the Ninth Circuits reasoning

with instructions that the case be remanded to the FERC for amplification or clarification of its findings on two

issues set forth in the opinion The case has been remanded to the FERC and the FERC issued an order on

December 18 2008 that provides for
paper hearing on the two issues identified by the United States Supreme

Court with initial filings due within 90 days and reply submissions within 90 days thereafter However the order

holds those deadlines in abeyance contingent upon settlement discussions between the parties and subsequent
order lifting that stay has not been entered

Allegheny intends to vigorously defend against this action but cannot predict its outcome

Claims by California Parties On October 2006 several California governmental and utility parties

presented AE Supply with settlement proposal to resolve alleged overcharges for power sales by AE Supply to

the California Energy Resource Scheduling division of the California Department of Water Resources

CDWR during 2001 The settlement proposal claims that CDWR is owed approximately $190 million for

these alleged overcharges This proposal was made in the context of mediation efforts by the FERC and the

United States Court of Appeals for the Ninth Circuit in pending proceedings to resolve all outstanding refund and

other claims including claims of alleged price manipulation in the California
energy markets during 2000 and

2001 The Ninth Circuit has since remanded one of those proceedings to the FERC which arises out of claims

previously filed with the FERC by the California Attorney General on behalf of certain California parties against

various sellers in the California wholesale power market including AE Supply the Lockyer case judge has

been assigned to the Lockyer case and hearing is now set for April 20 2010 with an initial decision date of

September 2010 AE Supply and several other sellers have filed motions to dismiss the Lockyer case that are

now pending before the assigned judge On June 2009 the California Attorney General on behalf of certain

California parties filed second lawsuit with FERC against various sellers including AE Supply the Brown

case again seeking refunds for trades in the California
energy markets during 2000 and 2001 The above-noted

trades with CDWR are the basis for the joining of AE Supply in this new lawsuit AE Supply has filed motion

to dismiss the Brown case that is pending before FERC No scheduling order has been entered in the Brown case

Allegheny intends to vigorously defend against these claims but cannot predict their outcome

Claims Related to Alleged Asbestos Exposure The Distribution Companies have been named as

defendants along with multiple other defendants in pending asbestos cases alleging bodily injury involving

multiple plaintiffs and multiple sites These suits have been brought mostly by seasonal contractors employees
and do not involve allegations of the manufacture sale or distribution of asbestos-containing products by

Allegheny These asbestos suits arise out of historical operations and are related to the installation and removal of

asbestos-containing materials at Alleghenys generation facilities Alleghenys historical operations were insured

by various foreign and domestic insurers including Lloyds of London Asbestos-related litigation expenses have

to date been reimbursed in full by recoveries from these historical insurers and Allegheny believes that it has

sufficient insurance to respond fully to the asbestos suits Certain insurers however have contested their

obligations to pay for the future defense and settlement costs relating to the asbestos suits Allegheny is currently

involved in two asbestos and/or environmental insurance-related actions Certain Underwriters at Lloyds
London et al Allegheny Energy Inc et al Case No 2l-C-03-16733 Washington County Md and

Monongahela Power Company et al Certain Underwriters at Lloyds London and London Market Companies

et al Civil Action No 03-C-28 Monongalia County W.Va. Allegheny and Liberty Mutual Insurance

Company resolved their dispute and therefore Civil Action No 07-3168-BLS was voluntarily dismissed The

parties are seeking declaration of
coverage under the policies for asbestos-related and environmental claims

Allegheny does not believe that the existence or pendency of either the asbestos suits or the actions

involving its insurance will have material impact on its consolidated financial position results of operations or
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cash flows As of December 31 2009 Alleghenys total number of claims alleging exposure
to asbestos was 861

in West Virginia and four in Pennsylvania Allegheny intends to vigorously pursue
these matters but cannot

predict their outcomes

PJM Calculation Error In September 2009 PJM reported that it had discovered modeling error in the

market-to-market power flow calculations between PJM and the Midwest Independent Transmission System

Operator MISO The error which dates back to April 2005 was result of the incorrect modeling of certain

generation resources that have an impact on power flows across the PJMIMISO border Allegheny currently is

participating in FERC settlement discussions on this issue Although the amount of the error is subject to dispute

PJM estimated in September 2009 the magnitude of the error to be approximately $77 million Should payment

by PJM to MISO relating to this modeling error be required the method by which PJM would allocate any such

payment to PJM participants including Allegheny is uncertain at this time

Shareholder Actions Purported AE shareholders have filed derivative and class action lawsuits in state

courts in Pennsylvania and Maryland against AE and each of the members of AE Board of Directors that seek

to enjoin Alleghenys proposed merger with FirstEnergy and in some cases damages in the event that the

merger is completed Allegheny intends to vigorously defend against these claims but cannot predict their

outcome

Ordinary Course of Business AE and its subsidiaries are from time to time involved in litigation and other

legal disputes in the ordinary course of business

Leases

Allegheny has capital and operating lease agreements with various terms and expiration dates primarily for

vehicles computer equipment communication lines and buildings

Total capital and operating lease rent payments of $18.6 million $19.1 million and $18.5 million were

recorded as rent expense in 2009 2008 and 2007 respectively Alleghenys estimated future minimum lease

payments for capital and operating leases with annual payments exceeding $100000 and initial or remaining

lease terms in excess of one year are

Present

Less value of net

amount minimum

representing capital lease

In millions 2010 2011 2012 2013 2014 Thereafter Total interest and fees payments

Capital Leases $10.7 $8.7 $6.3 $4.7 $4.0 $2.7 $37.1 9.1 $28.0

Operating Leases 6.6 $6.0 $5.4 $5.5 $5.4 $8.6 $37.5

The carrying amount of assets recorded under capitalized lease agreements included in Property plant and

equipment net at December 31 consisted of the following

In millions
2009 2008

Equipment
$40.6 $48.6

Building
02

Property held under capital leases $40.8 $48.7

PURPA

The Energy Policy Act of 2005 the Energy Policy Act amended PURPA significantly Most notably as

of the effective date of the Energy Policy Act on August 2005 electric utilities are no longer required to enter

into any new contractual obligation to purchase energy from qualifying facility if FERC finds that the facility
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has non-discriminatory access to functioning wholesale market and open access transmission This amendment

has no impact on Alleghenys current long-term power purchase agreements under PURPA

Alleghenys regulated utilities are committed to purchasing the electrical output from 466 MWs of

qualifying PURPA capacity PURPA expense pursuant to these contracts in 2009 2008 and 2007 was $213.2

million $222.2 million and $224.5 million respectively The average cost of these power purchases was

approximately 6.8 6.3 and 5.9 cents per kilowatt-hour kwh in 2009 2008 and 2007 respectively

The table below reflects Alleghenys estimated commitments for
energy and capacity purchases under

PURPA contracts as of December 31 2009 The commitments were calculated based on expected PURPA

purchased power prices at December 31 2009 without giving effect to possible price changes that could occur as

result of any future CO2 emissions regulation or legislation Actual values can vary substantially depending

upon future conditions

In millions kWhs Amount

2010 3741.4 274.3

2011 3740.5 277.6

2012 3759.1 278.4

2013 3749.2 284.1

2014 3804.5 293.8

Thereafter 48817.7 3926.8

Total 67612.4 $5335.0

Fuel Purchase and Transportation Commitments

Allegheny has entered into various long-term commitments for the procurement and transportation of fuel

primarily coal and lime to supply its generation facilities In most cases these contracts contain provisions for

price escalations minimum purchase levels and other financial commitments Alleghenys fuel expense was

$886.6 million $1080.9 million and $930.8 million in 2009 2008 and 2007 respectively of which $823.1

million $1000.2 million and $831.5 million respectively related to coal and lime expense In 2009 Allegheny

purchased approximately 25.0% of its coal from one vendor Total estimated long-term fuel purchase and

transportation commitments at December 31 2009 were as follows

In millions Total

2010 941.8

2011 1065.5

2012 739.3

2013 709.2

2014 717.5

Thereafter 1815.6

Total $5988.9

Other Purchase Obligations

Electronic Data Systems Corporation and EDS Information Services LLC perform certain technology

functions for Allegheny under contract that expires on December 31 2012 Expected cash payments under this

contract are as follows

In millions 2010 2011 2012 2013 2014 Thereafter Total

Other purchase obligations $25.6 $23.8 $23.0 $72.4
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NOTE 26 QUARTERLY FINANCIAL INFORMATION Unaudited

In millions except per share
2009 Quarter Ended 2008 Quarter Ended

amounts March 31 June 30 September30 December31 March 31 June30 September30 December 31

Operating revenues $957.2 $814.7 $793.7 $861.1 $875.0 $953.5 $849.6 $707.8

Operating income $289.8 $179.1 $205.9 $245.0 $246.8 $298.3 $186.9 77.4

Net income attributable to

Allegheny Energy Inc $133.9 72.6 77.0 $109.3 $136.1 $154.1 89.0 16.2

Basic income per common

share 0.79 0.43 0.45 0.64 0.81 0.92 0.53 0.10

Diluted income per common

share 0.79 0.43 0.45 0.64 0.80 0.91 0.52 0.10

Quarterly amounts may not total to full-year results due to rounding

NOTE 27 SUBSEQUENT EVENTMERGER AGREEMENT

On February 10 2010 AE FirstEnergy and Element Merger Sub Inc direct wholly-owned subsidiary of

FirstEnergy Merger Sub entered into an Agreement and Plan of Merger the Merger Agreement

Upon the terms and subject to the conditions set forth in the Merger Agreement which has been

unanimously approved by the boards of directors of AE and FirstEnergy Merger Sub will merge with and into

AE the Merger with AE continuing as the surviving corporation and wholly-owned subsidiary of

FirstEnergy The Merger is intended to qualify as tax-free reorganization under the Internal Revenue Code of

1986 as amended and be tax-free to AE stockholders

Pursuant to the Merger Agreement upon the closing of the Merger each issued and outstanding share of AE

common stock including grants of restricted common stock will automatically be converted into the right to

receive 0.667 of share of common stock of FirstEnergy the Exchange Ratio

All options to purchase shares of AE common stock under AEs stock plans whether vested or unvested

will automatically be converted into options to acquire number of shares of FirstEnergy common stock as

adjusted for the Exchange Ratio at an equitably adjusted option price and otherwise on the same terms and

conditions All awards of AE restricted stock that have not already vested in accordance with their terms as of

immediately prior to the closing of the Merger will automatically be converted into the right to receive similarly

restricted shares of FirstEnergy common stock based on the Exchange Ratio Likewise any performance shares

and restricted stock units that have not already vested in accordance with their terms as of immediately prior to

the closing of the Merger will automatically be converted into performance shares or stock units in respect of

FirstEnergy common stock based on the Exchange Ratio as equitably adjusted as appropriate to reflect resulting

changes in their underlying terms

Upon the closing of the Merger FirstEnergys Board of Directors will be increased from 11 to 13 members

and two of AEs current Board members will be appointed to FirstEnergys Board Paul Evanson currently

Chairman President and Chief Executive Officer of AE will become the Executive Vice Chairman of

FirstEnergy upon the closing

Completion of the Merger is subject to various customary conditions including among others requisite

approvals of AE and FirstEnergy stockholders ii effectiveness of the registration statement for the FirstEnergy

common stock to be issued in the Merger iii expiration or termination of the applicable Hart-Scott-Rodino Act
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waiting period iv receipt of all required regulatory approvals from among others the Federal Energy

Regulatory Commission and certain state public service and utility commissions the absence of
any

governmental action challenging or seeking to prohibit the Merger and vi the absence of
any

material adverse

effect with respect to either AE or FirstEnergy

The Merger Agreement contains customary representations warranties and covenants of AE and

FirstEnergy including among others covenants to conduct their respective businesses in the ordinary course

during the interim period between the execution of the Merger Agreement and completion of the Merger ii not

to engage in certain kinds of transactions during this interim period iii to hold stockholder meeting to put

these matters before their stockholders for their consideration and iv to use their reasonable best efforts to take

all actions necessary to obtain all governmental and regulatory approvals subject to certain limitations Each of

AE and FirstEnergy is also subject to no shop restriction on its ability to solicit alternative acquisition

proposals provide information and engage in discussion with third parties except under limited circumstances to

permit AE or FirstEnergy board of directors to comply with its fiduciary duties

The Merger Agreement contains certain termination rights for both AE and FirstEnergy and further provides

that upon termination of the Merger Agreement under specified circumstances AE may be required to pay

FirstEnergy termination fee of $150 million and FirstEnergy may be required to pay AE termination fee of

$350 million and in each case reimburse the other party for up to $45 million of its reasonable out-of-pocket

transaction expenses The Merger Agreement also provides that under specified circumstances where

termination fee is not otherwise payable AE or FirstEnergy may be required to reimburse the non-terminating

party for up to $45 million of its reasonable out-of-pocket transaction expenses
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Stockholders of

Allegheny Energy Inc

Greensburg PA

We have audited the accompanying consolidated balance sheets of Allegheny Energy Inc and subsidiaries

the Company as of December 31 2009 and 2008 and the related consolidated statements of income equity

and comprehensive income and cash flows for each of the two years
in the period ended December 31 2009

Our audits also included the financial statement schedules as of and for the years ended December 31 2009 and

2008 listed in the Index at Item These consolidated financial statements and financial statement schedules are

the responsibility of the Companys management Our responsibility is to express an opinion on the consolidated

financial statements and financial statement schedules based on our audits The consolidated financial statements

and financial statement schedules of the Company for the
year

ended December 31 2007 were audited by other

auditors whose report dated February 27 2008 except for the effects of changing the manner in which the

Company presents noncontrolling interests as discussed in Note and the change in composition of reportable

segments as discussed in Note 12 to which the date is March 2010 expressed an unqualified opinion and

included an explanatory paragraph concerning change in the manner in which the Company accounts for

uncertain tax positions as of January 2007 as discussed in Note

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight

Board United States Those standards require that we plan and perform the audit to obtain reasonable assurance

about whether the financial statements are free of material misstatement An audit includes examining on test

basis evidence supporting the amounts and disclosures in the financial statements An audit also includes

assessing the accounting principles used and significant estimates made by management as well as evaluating

the overall financial statement presentation We believe that our audits provide reasonable basis for our

opinion

In our opinion such 2009 and 2008 consolidated financial statements present fairly in all material respects

the financial position of Allegheny Energy Inc and subsidiaries as of December 31 2009 and 2008 and the

results of their operations and their cash flows for each of the two years
in the period ended December 31 2009

in conformity with accounting principles generally accepted in the United States of America Also in our

opinion such financial statement schedules as of and for the years
ended December 31 2009 and 2008 when

considered in relation to basic consolidated financial statements taken as whole present fairly in all material

respects
the information set forth therein

We have also audited in accordance with the standards of the Public Company Accounting Oversight Board

United States the Companys internal control over financial reporting as of December 31 2009 based on the

criteria established in Internal ControlIntegrated Framework issued by the Committee of Sponsoring

Organizations of the Treadway Commission and our report dated March 2010 expressed an unqualified

opinion on the Companys internal control over financial reporting

Deloitte Touche LLP

Pittsburgh PA

March 12010

180



Report of Independent Registered Public Accounting Firm

To the Board of Directors and Stockholders of

Allegheny Energy Inc

Greensburg PA

We have audited the internal control over financial reporting of Allegheny Energy Inc and subsidiaries the

Company as of December 31 2009 based on criteria established in Internal Control Integrated Framework

issued by the Committee of Sponsoring Organizations of the Treadway Commission The Companys

management is responsible for maintaining effective internal control over financial reporting and for its

assessment of the effectiveness of internal control over financial reporting included in the accompanying

Managements Report on Internal Control Over Financial Reporting Our responsibility is to express an opinion

on the Companys internal control over financial reporting based on our audit

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight

Board United States Those standards require that we plan and perform the audit to obtain reasonable assurance

about whether effective internal control over financial reporting was maintained in all material respects Our

audit included obtaining an understanding of internal control over financial reporting assessing the risk that

material weakness exists testing and evaluating the design and operating effectiveness of internal control based

on the assessed risk and performing such other procedures as we considered necessary in the circumstances We

believe that our audit provides reasonable basis for our opinion

companys internal control over financial reporting is process designed by or under the supervision of

the companys principal executive and principal financial officers or persons performing similar functions and

effected by the companys board of directors management and other personnel to provide reasonable assurance

regarding the reliability of financial reporting and the preparation of financial statements for external
purposes

in

accordance with generally accepted accounting principles companys internal control over financial reporting

includes those policies and procedures that pertain to the maintenance of records that in reasonable detail

accurately and fairly reflect the transactions and dispositions of the assets of the company provide reasonable

assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance

with generally accepted accounting principles and that receipts and expenditures of the company are being made

only in accordance with authorizations of management and directors of the company and provide reasonable

assurance regarding prevention or timely detection of unauthorized acquisition use or disposition of the

companys assets that could have material effect on the financial statements

Because of the inherent limitations of internal control over financial reporting including the possibility of

collusion or improper management override of controls material misstatements due to error or fraud may not be

prevented or detected on timely basis Also projections of any
evaluation of the effectiveness of the internal

control over financial reporting to future periods are subject to the risk that the controls may become inadequate

because of changes in conditions or that the degree of compliance with the policies or procedures may deteriorate

In our opinion the Company maintained in all material respects effective internal control over financial

reporting as of December 31 2009 based on the criteria established in Internal Control Integrated

Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission

We have also audited in accordance with the standards of the Public Company Accounting Oversight Board

United States the consolidated financial statements and financial statement schedules as of and for the year

ended December 31 2009 of the Company and our report dated March 2010 expressed an unqualified opinion

on those consolidated financial statements and financial statement schedules

Deloitte Touche LLP

Pittsburgh PA

March 12010
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Stockholders

of Allegheny Energy Inc

In our opinion the consolidated statement of income equity and comprehensive income and cash flows for

the year ended December 31 2007 present fairly in all material respects the results of operations and cash flows

of Allegheny Energy Inc and its subsidiaries for the year ended December 31 2007 in conformity with

accounting principles generally accepted in the United States of America In addition in our opinion the

financial statement schedules for the year ended December 31 2007 present fairly in all material respects the

information set forth therein when read in conjunction with the related consolidated financial statements These

financial statements and financial statement schedules are the responsibility of the Companys management Our

responsibility is to express an opinion on these financial statements and financial statement schedules based on

our audit We conducted our audit of these statements in accordance with the standards of the Public Company

Accounting Oversight Board United States Those standards require that we plan and perform the audit to

obtain reasonable assurance about whether the financial statements are free of material misstatement An audit

includes examining on test basis evidence supporting the amounts and disclosures in the financial statements

assessing the accounting principles used and significant estimates made by management and evaluating the

overall financial statement presentation We believe that our audit provides reasonable basis for our opinion

As discussed in Note the Company changed the manner in which it accounts for uncertain tax positions as

of January 2007

PricewaterhouseCoopers LLP

Pittsburgh Pennsylvania

February 27 2008 except for the effects of changing the manner in which the Company presents

noncontrolling interests as discussed in Note and the change in the composition of reportable

segments discussed in Note 12 to which the date is March 2010
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Statements of Income

S-i

SCHEDULE
ALLEGHENY ENERGY INC Parent Company

Condensed Financial Statements

In millions

Operating revenues

Operating expenses

Operating loss

Equity in earnings of subsidiaries

Other income expenses net

Interest expense benefit

Income before income taxes

Income tax expense benefit

Net income

Statements of Cash Flows

Year ended December 31

2009 2008 2007

5.8 6.1 5.8

5.8 6.1 5.8

402.8 399.1 384.9

0.8 2.9 4.4

2.2 3.1 48.6

395.6 392.8 432.1

2.8 2.6 19.9

392.8 395.4 $412.2

In millions

Net cash provided by operating activities

Cash flows from investing activities

Notes receivable from subsidiaries

Contributions to subsidiaries

Other investments

Net cash used in investing activities

Cash flows from financing activities

Notes payable to subsidiaries

Issuance of long term debt

Repayment of long term debt

Return of parent company contribution

Stock units

Stock options

Exercise of stock options

Cash dividends paid on common stock

Net cash provided by used in financing activities

Net increase decrease in cash and cash equivalents

Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

Cash dividends received from subsidiaries

Balance Sheets

Year ended December 31

2009 2008 2007

117.9 197.9 97.1

76.6 81.1 72.3
25.0 123.8 17.1

50.0

101.6 92.7 89.4

50.0

120.0

120.0
6.0

0.1 7.4
14.6 12.2

2.3 25.3 26.4

101.7 101.1 25.0

34.7 65.0 1.4

18.4 40.2 9.1

59.0 18.8 9.7

40.6 59.0 18.8

94.9 205.3 $67.6

As of Iecember 31

2009 2008

Current assets 174.1 102.3

Investment in subsidiaries 3149.6 2862.7
Other noncurrent assets 2.1 3.3

Total assets $3325.8 $2968.3

LIABILITIES AND STOCKHOLDERS EQUITY
Current liabilities 220.0 126.0

Deferred credits and other liabilities 7.4 8.5
Stockholders equity 3113.2 2850.8

Total liabilities and stockholders equity $3325.8 $2968.3

See accompanying Note to Condensed Financial Statements
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ALLEGHENY ENERGY INC Parent Company
NOTES TO CONDENSED FINANCIAL STATEMENTS

NOTE BASIS OF PRESENTATION

Pursuant to rules and regulations of the Securities and Exchange Commission SEC the unconsolidated

condensed financial statements of Allegheny Energy Inc AE do not reflect all of the information and notes

normally included with financial statements prepared in accordance with accounting principles generally

accepted in the United States of America Therefore these condensed financial statements should be read in

conjunction with the consolidated financial statements and related notes included in this Form 10-K

AE has accounted for the earnings of its subsidiaries under the equity method in these unconsolidated

condensed financial statements Stocltholders equity reflects accumulated other comprehensive loss of $89.9

million and $43.3 million at December31 2009 and 2008 respectively
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SCHEDULE II

ALLEGHENY ENERGY INC AND SUBSIDIARIES

Valuation and Qualifying Accounts

For Years Ended December 31 2909 2008 and 2007

Charged to Charged to

Costs and Other Balance at

Description
____________

Expenses Accounts Deductions End of Period

Allowance for uncollectible accounts

Year Ended December 31 2009 $13279774 $15663668 $3870943 $18773715 $14040670
Year Ended December31 2008 $14252059 $16770586 $3744337 $21487208 $13279774
Year Ended December 31 2007 $14590972 $17324986 $3571084 $21234983 $14252059

Amount charged to bad debt expense

Collection of accounts previously written off

Uncollectible accounts written off during the year

Balance at

Beginning

of Period

Additions
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ITEM CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

None

ITEM 9A CONTROLS AND PROCEDURES

Disclosure Controls and Procedures AE maintains disclosure controls and procedures that are designed to

provide reasonable assurance that information required to be disclosed in reports filed under the Exchange Act is

recorded processed summarized and reported within the time periods specified in the SECs rules and forms

and that such information is accumulated and communicated to the chief executive officer CEO and chief

financial officer CFO as appropriate to allow timely decisions regarding required disclosures

As of the end of the period covered by this report our management with the participation of our CEO and

CFO evaluated the effectiveness of our disclosure controls and procedures as defined in Rules 13a-15e and

15d-15e of the Exchange Act This evaluation included consideration of the various processes carried out

under the direction of our disclosure committee Based on this evaluation our CEO and CFO concluded that

AE disclosure controls and procedures were effective at the reasonable assurance level to ensure that material

information relating to AE is accumulated and made known to its management including our CEO and CFO
to allow timely decisions regarding required disclosure and recorded processed summarized and reported

within the time periods specified in the SECs rules and forms

As an accelerated filer AE is required to meet the requirements under Section 404 of the Sarbanes-Oxley

Act of 2002 See Managements Report on Internal Control Over Financial Reporting below

Changes in Internal Control over Financial Reporting During the quarter ended December 31 2009 there

have been no changes in AEs internal control over financial reporting as such term is defined in Rule 13a-l5f

and 5d- 5fj under the Exchange Act that have materially affected or are reasonably likely to materially affect

our internal control over financial reporting

Managements Report on Internal Control Over Financial Reporting AE management is responsible for

establishing and maintaining adequate internal control over financial reporting as defined in Rules 13a-15f and

15d-l5f of the Exchange Act AEs internal control over financial reporting is designed to provide reasonable

assurance regarding the reliability of financial reporting and the preparation of financial statements for external

purposes in accordance with GAAP AEs internal control over financial reporting includes those policies and

procedures that

pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the

transactions and dispositions of AEs assets

provide reasonable assurance that transactions are recorded as necessary to permit preparation of

financial statements in accordance with GAAP and that AE receipts and expenditures are being made only in

accordance with authorizations of its management and directors and

provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition use

or disposition of the AEs assets that could have material effect on the financial statements

Because of its inherent limitations internal control over financial reporting may not prevent or detect

misstatements Also projections of any evaluation of effectiveness to future periods are subject to the risk that

controls may become inadequate because of changes in conditions or that the degree of compliance with the

policies or procedures may deteriorate
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AEs management assessed the effectiveness of AEs internal control over financial reporting as of

December 31 2009 In making this assessment AEs management used the criteria set forth by the Committee of

Sponsoring Organizations of the Treadway Commission in Internal Control-Integrated Framework

Based on this assessment management concluded that as of December 31 2009 AEs internal control over

financial reporting is effective based on those criteria

The effectiveness of AE internal control over financial reporting as of December 31 2009 has been

audited by Deloitte Touche LLP an independent registered public accounting firm as stated in their report

which appears herein

ITEM 9B OTHER INFORMATION

Not Applicable
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PART III

ITEM 10 DIRECTORS
Director

of the

Company

Director Principal Occupation Other Directorship and Other Business Experience Age since

FURLONG BALDWIN 78 2003

Mr Baldwin is the Chair of the Management Compensation and Development Committee and member of the Executive Committee He

is the non-executive Chairman and director of the Board of The NASDAQ OMX Group and director of W.R Grace Co and

Platinum Underwriters Holdings Ltd

Mr Baldwin is also an honorary member emeritus and former Chairman of the Johns Hopkins Medicine Board of Trustees and

member emeritus of the Johns Hopkins University Board of Trustees

Previously Mr Baldwin was the Chairman President and CEO of the Mercantile Bankshares Corp and the Mercantile Safe Deposit

Trust Co director of Constellation Energy Group CSX Corp and The St Paul Companies Inc and Governor of the National

Association of Securities Dealers Inc

The Governance Committee and your Board believe that Mr Baldwins executive and board experience provide him with key skills in

working with directors understanding board processes and functions and overseeing management Further the diversity of

Mr Baldwins experience from The NASDAQ OMX Group to the Johns Hopkins boards provides him with collection of practices

and strategies to assist your Board in its decision-making and analyses regarding executive compensation and other matters The

Governance Committee and your Board believe that Mr Baldwins executive and Board experience qualifies him to serve as member of

your Board and the committees on which he serves

ELEANOR BAUM 70 1988

Dr Baum is member of the Management Compensation and Development and Nominating and Governance Committees Dr Baum is

the Dean of the Albert Nerken School of Engineering of The Cooper Union for the Advancement of Science and Art 1987-Present She

is director of Avnet Inc and fonrier director of United States Trust Company 1989-2007

Dr Baum is also trustee of Embry Riddle University member of the Board of the New York Building Congress and Fellow of the

Institute of Electrical and Electronic Engineers

Previously Dr Baum was Chair of the Engineering Workforce Commission Chair of the Board of Governors New York Academy of

Sciences President of Accreditation Board for Engineering and Technology President of the American Society for Engineering

Education and former Trustee of the Webb Institute

The Governance Committee and your Board believe that Dr Baums experience in engineering particularly electrical engineering

provides her with unique and valuable perspective on the operations of an electric utility Additionally Dr Baums extended service on

your Board has allowed her the opportunity to gain institutional knowledge about the Company and its operations The Governance

Committee and your Board believe that Dr Baums insights her Board experience and related knowledge qualifies her to serve as

member of your Board and the committees on which she serves

PAUL EVANSON 68 2003

Mr Evanson has been Chairman of your Board and President and Chief Executive Officer of the Company since June 2003 He is the

Chair of the Executive Committee He has also been Chairman Chief Executive Officer and director of the Companys principal

subsidiaries since June 2003 He is an attorney and former director of Lynch Interactive Corporation 1999-2006

Mr Evanson is director of the Edison Electric Institute and member of the Board of Trustees at St Johns University and the

Westmoreland Museum of American Art in Pennsylvania

Prior to joining the Company in 2003 Mr Evanson was President of Florida Power Light Company the principal subsidiary of FPL

Group Inc and director of FPL Group Inc I-Ic is also former President of Lynch Interactive Corporation

The Governance Committee and your Board believe that Mr Evansons extensive executive and board experience in the electric industry

provides him with great insight into the operations and management of the Company As President and Chief Executive Officer

Mr Evanson also brings valuable insight to your Board concerning the opportunities and challenges facing the Company The

Governance Committee and your Board believe that Mr Evansons legal background executive and board experience demonstrated past

performance and position at the Company qualifies him to serve as Chairman of your Board and as member of the Executive

Committee
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Director

of the

Company
Director Principal Occupation Other Directorship and Other Business Experience Age since

CYRUS FREIDHEIM JR 74 2003
Mr Freidheim is the Chair of the Nominating and Governance Committee and member of the Executive Committee He is former

Chief Executive Officer of the Sun-Times Media Group Inc newspaper publisher 2006-2009 On March 31 2009 the Sun-Times
Media Group Inc and its domestic subsidiaries filed voluntary petitions under Chapter 11 of the United States Bankruptcy Code in the

U.S Bankruptcy Court for the District of Delaware Mr Freidheim is also director of Virgin America privately-held domestic airline

and former director of Hollinger International Inc 2005-2009 HSBC Finance Corporation 1991-2008 and Sitel Corp 2005-2007

Mr Freidheim is also an honorary trustee of the Brookings Institution trustee of the Rush University Medical Center and life trustee

of both the Chicago Council on Global Affairs and the Chicago Symphony Orchestra Association

Previously Mr Freidheim was Chairman and Chief Executive Officer of Chiquita Brands International Inc Vice Chairman of Booz
Allen Hamilton Inc and director of Household International Inc Security Capital Group and MicroAge Inc Elger Industries and
five other non-public corporations

The Governance Committee and your Board believe that Mr Freidheims service as chief executive officer at various companies
provides him with experience in strategically responding to operational and financial challenges and overseeing complex organizations

Mr Freidheims extensive board experience also provides him with knowledge of board
processes and functions and the oversight of

management The Governance Committee and your Board believe that Mr Freidheirns executive and Board experience qualifies him to

serve as member of your Board and the committees on which he serves

JULIA JOHNSON 47 2003
Ms Johnson is member of the Audit and Nominating and Governance Committees She is an attorney and the President of

NetCommunications LLC strategic consulting firm 2000-Present She is director of American Water Works Company Inc
MasTec Inc and NorthWestern Corporation

Ms Johnson is also member of the Department of Energy/National Association of Regulatory Utility Commissioners Energy Market
Access Board She is also the chairperson of both the Emerging Issues Policy Forum and the Florida African American Educational

Alliance

Previously Ms Johnson was the Senior Vice President of Communications and Marketing Milcom Technologies the Chairman and

Commissioner of the Florida Public Service Commission and Member of the Florida State Board of Education

The Governance Committee and your Board believe that Ms Johnsons legal background and other experiences have provided her with

key skills in implementing corporate strategies and evaluating the electric industry As President of NetCommunications LLC
Ms Johnson develops strategies for achieving objectives through advocacy directed at critical decision makers including the Federal

Energy Regulatory Commission and Ms Johnson brings that expertise to your Board as well Additionally Ms Johnsons service as

chairman and commissioner of public utility commission provides her with valuable insight into an electric utility The Governance

Committee and your Board believe that Ms Johnsons background and Board experience qualifies her to serve as member of your

Board and the committees on which she serves

TED KLEISNER 65 2001
Mr Kleisner is member of the Executive and Management Compensation and Development Committees Mr Kleisner is the

President and Chief Executive Officer of Hershey Entertainment and Resorts Company an entertainment and hospitality company
2007-Present He is also director of Hershey Entertainment and Resorts Company Mr Kleisner is former President of CSX
Hotels Inc 1987-2006 and former President of The Greenbrier Resort and Club Management Company resort management
company 1989-2006

Mr Kleisner is director of the Keystone Area Council Boy Scouts of America WITF Inc Central Pennsylvania Public

Broadcasting and Pennsylvania Chamber of Business Industry He is member of the Executive Advisory Board for the Daniels

College of Business at the University of Denver and of the Board of Trustees of the Culinary Institute of America

Previously Mr Kleisner was also director of the following organizations American Hotel and Lodging Association Discover the

Real West Virginia Foundation Forward Southern West Virginia Greenbrier Valley Economic Development Authority West

Virginia Chamber of Commerce West Virginia Foundation for Independent Colleges and the West Virginia Roundtable He is also

former member of the Board of Trustees for the Virginia Episcopal School

The Governance Committee and your Board believe that Mr Kleisners senior executive positions provide him with experience in

developing and implementing corporate strategy and setting executive compensation and benefits Further Mr Kleisners

executive and board experience has prepared him to respond to financial and operational challenges and his extended service on

your Board has allowed him the opportunity to gain institutional knowledge about the Company and its operations The
Governance Committee and your Board believe that Mr Kleisners executive and Board experience qualifies him to serve as

member of your Board and the committees on which he serves
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Director

of the

Company

Director Principal Occupation Other Directorship and Other Business Experience Age since

CHRISTOPHER PAPPAS 54 2008

Mr Pappas is member of the Management Compensation and Development Committee He is former President and Chief

Executive Officer of NOVA Chemicals Corporation Nova Chemicals commodity chemicals company 2009 Prior to this

position he was the President and Chief Operating Officer 2008-2009 Chief Operating Officer 2006-2008 and Senior Vice

President President Styrenics 2000-2006 for Nova Chemicals He was member of the Board of Directors of Nova Chemicals

2007-2009 and INEOS NOVA 2005-2009

Mr Pappas is also trustee at Sewickley Academy

Previously Mr Pappas served in various leadership capacities at Dow Chemical and Dupont Dow Elastomers and was director

of Methanex Corporation

The Governance Committee and your Board believe that Mr Pappass executive and board experience has equipped him with

leadership skills and the knowledge of board processes and functions Additionally Mr Pappass general corporate decision-

making and senior executive experience with commodity-based business provides useful background for understanding the

operations of the Company The Governance Committee and your Board believe that Mr Pappass executive and Board experience

qualifies him to serve as member of your Board and the committee on which he serves

STEVEN RICE 66 1986

Mr Rice is member of the Audit and Executive Committees and currently serves as our Presiding Director Mr Rice is an

attorney and is senior advisor to private equity funds and national and regional banking institutions He is former Managing

Director-New York of Gibraltar Private Bank Trust 2006-2007 and senior advisor to banking institutions 2004-2006

Mr Rice serves as director of the National Association of Corporate Directors-New York Chapter and is member of the New

York Bar

Previously Mr Rice was the former President Chief Executive Officer and director of the Stamford CT Federal Savings Bank

former President and director of the Seamens Bank for Savings in New York City and fonner director of the Royal Insurance

Group Inc in the United States Also he previously served in New York State government first as Assistant Counsel to Governor

Nelson Rockefeller and later as Deputy Superintendent and Special Counsel of the New York State Banking Department

The Governance Committee and your
Board believe that Mr Rices banking finance and legal experience provides him unique

and valuable perspective on the operations of the Company Additionally Mr Rices extensive service on your Board has allowed

him the opportunity to gain institutional knowledge about the Company and its operations The Governance Committee and your

Board believe that Mr Rices financial legal and Board experience qualifies him to serve as member of your Board and the

committees on which he serves

GUNNAR SARSTEN 73 1992

Mr Sarsten is member of the Audit and Nominating and Governance Committees He is consulting professional engineer and

court recognized expert in matters of engineering construction and project management related to the execution of large industrial

projects He is former Chairman and Chief Executive Officer of MK International 1994-1997

Mr Sarsten is also registered as Professional Engineer in various states and maintains membership in numerous engineering

societies including the American Nuclear Society and the American Society of Mechanical Engineers

Previously Mr Sarsten was the President and Chief Operating Officer of Morrison Knudsen Corporation director of the Morrison

Knudsen Corporation President and Chief Executive Officer of United Engineers Constructors International Inc and Deputy

Chairman of the Third District Federal Reserve Bank in Philadelphia

The Governance Committee and your Board believe that Mr Sarstens experience in engineering and project management brings

valuable perspective on the operations of the Company to your Board Mr Sarstens executive experience and service on the Third

District Federal Reserve Bank also provides him with the skills to oversee management and review the Companys financial plans

Additionally Mr Sarstens extended service on your Board has allowed him the opportunity to gain institutional knowledge about the

Company and its operations The Governance Committee and your
Board believe that Mr Sarstens engineering project management

and Board experience qualifies him for continued service as member of your Board and the committees on which he serves

MICHAEL SUTTON 69 2004

Mr Sutton is the Chair of the Audit Committee Mr Sutton is an independent consultant on accounting and auditing regulation He

is director of Krispy Kreme Doughnuts Inc

Previously Mr Sutton was Chief Accountant for the United States Securities and Exchange Commission senior partner and

National Director of Accounting and Auditing Professional Practice for Deloitte Touche LLP and director of American

International Group Inc 2005-2009

The Governance Committee and your
Board believe that Mr Suttons accounting and auditing expertise with both the Secunties

and Exchange Commission and national accounting firm provides valuable insight with respect to financial reporting Further

Mr Suttons service on the boards of large public corporations provides him with experience in board processes
and function the

oversight of management and general corporate decision-making The Governance Committee and your Board believe that

Mr Suttons accounting auditing and Board experience qualifies him as an audit committee financial expert and for continued

service as member of your Board and as member of the Audit Committee
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Executive Officers

The information required by this Item with
respect to the registrants executive officers is contained in

Item of Part of this Form 10-K under the section Executive Officers

Code of Business Conduct and Ethics

Allegheny maintains Code of Business Conduct and Ethics for its directors officers and employees in

order to promote honest and ethical conduct and compliance with the laws and regulations to which Allegheny is

subject All directors officers and employees of Allegheny are expected to be familiar with the Code of Business

Conduct and Ethics and to adhere to its principles and procedures The Code of Business Conduct and Ethics is

available free of charge on Alleghenys website at http.//www.alleghenyenergy.com Allegheny intends to satisfy

the disclosure requirements of the SEC regarding amendments to or waivers from the Code of Conduct and
Business Ethics by posting such information on the website listed above

ITEM 11 EXECUTIVE COMPENSATION

The information required by this Item is contained in AEs Proxy Statement for the 2010 Annual Meeting of

Shareholders under the captions Board of Directors and Election of Directors and Executive Compensation
and is incorporated herein by reference

ITEM 12 SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS

The information required by this Item is contained in AEs Proxy Statement for the 2010 Annual Meeting of

Shareholders under the captions Board of Directors and Election of Directors and Executive Compensation
and is incorporated herein by reference

ITEM 13 CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information required by this Item is contained in AEs Proxy Statement for the 2010 Annual Meeting of

Shareholders under the captions Board of Directors and Election of Directors and Executive Compensation
and is incorporated herein by reference

ITEM 14 PRINCIPAL ACCOUNTANT FEES AND SERVICES

The information required by this Item is contained in AEs Proxy Statement for the 2010 Annual Meeting of

Shareholders under the captions Board of Directors and Election of Directors and Executive Compensation
and is incorporated herein by reference

PART IV

ITEM 15 EXHIBITS AND FINANCIAL STATEMENT SCHEDULES

The financial statements and financial statement schedules filed as part of this Report are set forth

under Item
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SIGNATURES

Pursuant to the requirements of Section 13 of 15d of the Securities Exchange Act of 1934 the registrant

has duly caused this report to be signed on its behalf by the undersigned thereunto duly authorized

ALLEGHENY ENERGY INC

By Is Paul Evanson

Paul Evanson Chairman President

and Chief Executive Officer

Date March 12010

Pursuant to the requirements of the Securities Exchange Act of 1934 this report has been signed below by

the following persons on behalf of the registrant in the capacities and on the date indicated

Signature Title Date

Principal Executive Officer

Is Paul Evanson Chairman and President Chief Executive March 2010

Paul Evanson Officer

ii Principal Financial Officer

Is Kirk Oliver Senior Vice President and Chief March 2010

Kirk Oliver Financial Officer

iii Principal Accounting Officer

Is William Wahl III Vice President Controller and Chief March 2010

William WahI III Accounting Officer

iv Directors

Is Furlong Baldwin Is Ted Kleisner

Furlong Baldwin Ted Kleisner

Is Eleanor Baum Is Christopher Pappas

Eleanor Baum Christopher Pappas

Is Paul Evanson Is Steven Rice March 2010

Paul Evanson Steven Rice

Is Cyrus Freidheim Jr Is Gunnar Sarsten

Cyrus Freidheim Jr Gunnar Sarsten

Is Julia Johnson Is Michael Sutton

Julia Johnson Michael Sutton
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CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference in Registration Statement No 333-160988 on Form S-3 and

Registration Statement Nos 333-65657 333-31610 33-40432 333-113660 333-117117 333-151647 and 333-

119397 on Form S-8 of our reports dated March 2010 relating to the consolidated financial statements and

financial statement schedules of Allegheny Energy Inc and subsidiaries and the effectiveness of Allegheny

Energy Inc and subsidiaries internal control over financial reporting appearing in the Annual Report on Form

10-K of Allegheny Energy Inc for the year ended December 31 2009

Deloitte Touche LLP

Pittsburgh Pennsylvania

March 12010
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CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We hereby consent to the incorporation by reference in Registration Statements on Form S-8 Nos
333-65657 333-31610 33-40432 333-113660 333-117117 333-151647 and 333-119397 of Allegheny

Energy Inc of our report dated February 27 2008 except for the effects of changing the manner in which the

Company presents noncontrolling interests as discussed in Note and the change in the composition of

reportable segments discussed in Note 12 to which the date is March 2010 relating to the financial statements

and financial statement schedules which appear in this Form 10-K

PricewaterhouseCoopers LLP

Pittsburgh Pennsylvania

March 2010
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POWER OF ATTORNEY

KNOW ALL MEN BY THESE PRESENTS THAT the undersigned directors of Allegheny Energy Inc

Maryland corporation do hereby constitute and appoint PAUL EVANSON and KIRK OLIVER and each

of them true and lawful attorney in his or her name place and stead in any and all capacities to sign his or her

name to the annual report on Form 10-K for the year ended December 31 2009 under the Securities Exchange

Act of 1934 as amended and to any and all amendments of said company and to cause the same to be filed

with the SEC granting unto said attorneys and each of them full power and authority to do and perform any act

and thing necessary and proper to be done in the premises as fully and to all intents and purposes as the

undersigned could do if personally present and the undersigned hereby ratifies and confirms all that said

attorneys or any one of them shall lawfully do or cause to be done by virtue hereof

Dated March 2010

/s Furlong Baldwin Is Ted Kleisner

Furlong Baldwin Ted Kleisner

Is Eleanor Baum Is Christopher Pappas

Eleanor Baum Christopher Pappas

Is Paul Evanson Is Steven Rice

Paul Evanson Steven Rice

Is Cyrus Freidheim Jr Is Gunnar Sarsten

Cyrus Freidheim Jr Gunnar Sarsten

Is Julia Johnson Is Michael Sutton

Julia Johnson Michael Sutton
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Exhibit 31.1 to the current year Form 10-K

CERTIFICATION

PAUL EVANSON certify that

have reviewed this annual report on Form 10-K of ALLEGHENY ENERGY INC

Based on my knowledge this report does not contain any untrue statement of material fact or omit to

state material fact necessary to make the statements made in light of the circumstances under which such

statements were made not misleading with respect to the period covered by this report

Based on my knowledge the financial statements and other financial information included in this report

fairly present in all material respects the financial condition results of operations and cash flows of the registrant

as of and for the periods presented in this report

The registrants other certifying officers and are responsible for establishing and maintaining

disclosure controls and procedures as defined in Exchange Act Rules 13a-15e and 15d-15e and internal

control over financial reporting as defined in Exchange Act Rules 13a-15f and 15d-15f for the registrant and

have

Designed such disclosure controls and procedures or caused such disclosure controls and procedures

to be designed under our supervision to ensure that material information relating to the registrant including

its consolidated subsidiaries is made known to us by others within those entities particularly during the

period in which this report is being prepared

Designed such internal control over financial reporting or caused such internal control over

financial reporting to be designed under our supervision to provide reasonable assurance regarding the

reliability of financial reporting and the preparation of financial statements for external purposes
in

accordance with generally accepted accounting principles

Evaluated the effectiveness of the registrants disclosure controls and procedures and presented in

this report our conclusions about the effectiveness of the disclosure controls and procedures as of the end of

the period covered by this report based on such evaluation and

Disclosed in this report any change in the registrants internal control over financial reporting that

occurred during the registrants most recent fiscal quarter the registrants fourth fiscal quarter in the case of

an annual report that has materially affected or is reasonably likely to materially affect the registrants

internal control over financial reporting and

The registrants other certifying officers and have disclosed based on our most recent evaluation of

internal control over financial reporting to the registrants auditors and the audit committee of the registrants

board of directors or persons performing the equivalent functions

All significant deficiencies and material weaknesses in the design or operation of internal control

over financial reporting which are reasonably likely to adversely affect the registrants ability to record

process summarize and report
financial information and

Any fraud whether or not material that involves management or other employees who have

significant role in the registrants internal control over financial reporting

Date March 12010

Is Paul Evanson

Paul Evanson

Principal Executive Officer
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Exhibit 31.2 to the current year Form 10-K

CERTIFICATION

KIRK OLIVER certify that

have reviewed this annual report on Form 10-K of ALLEGHENY ENERGY INC

Based on my knowledge this report does not contain
any untrue statement of material fact or omit to

state material fact
necessary to make the statements made in light of the circumstances under which such

statements were made not misleading with respect to the period covered by this report

Based on my knowledge the financial statements and other financial information included in this
report

fairly present in all material respects the financial condition results of operations and cash flows of the registrant

as of and for the periods presented in this report

The registrants other certifying officers and are responsible for establishing and maintaining

disclosure controls and procedures as defined in Exchange Act Rules 13a-15e and 15d-15e and internal

control over financial reporting as defined in Exchange Act Rules l3a-15f and 15d-15f for the registrant and

have

Designed such disclosure controls and procedures or caused such disclosure controls and procedures

to be designed under our supervision to ensure that material information relating to the registrant including

its consolidated subsidiaries is made known to us by others within those entities particularly during the

period in which this report is being prepared

Designed such internal control over financial reporting or caused such internal control over

financial reporting to be designed under our supervision to provide reasonable assurance regarding the

reliability of financial reporting and the preparation of financial statements for external purposes in

accordance with generally accepted accounting principles

Evaluated the effectiveness of the registrants disclosure controls and procedures and presented in

this report our conclusions about the effectiveness of the disclosure controls and procedures as ol the end of

the period covered by this report based on such evaluation and

Disclosed in this report any change in the registrants internal control over financial reporting that

occurred during the registrants most recent fiscal quarter the registrants fourth fiscal quarter in the case of

an annual report that has materially affected or is reasonably likely to materially affect the registrants

internal control over financial reporting and

The registrants other certifying officers and have disclosed based on our most recent evaluation of

internal control over financial reporting to the registrants auditors and the audit committee of the registrants

board of directors or persons performing the equivalent functions

All significant deficiencies and material weaknesses in the design or operation of internal control

over financial reporting which are reasonably likely to adversely affect the registrants ability to record

process
summarize and report financial information and

Any fraud whether or not material that involves management or other employees who have

significant role in the registrants internal control over financial reporting

Date March 2010

Is Kirk Oliver

Kirk Oliver

Principal Financial Officer
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Exhibit 32.1 to the current year Form 10-K

CERTIFICATION

Pursuant to 18 U.S.C 1350 the undersigned officer of ALLEGHENY ENERGY INC the Company
hereby certifies to such officers knowledge that the Companys Annual Report on Form 10-K for the fiscal

year ended December 31 2009 the Report fully complies with the requirements of Section 13a of the

Securities Exchange Act of 1934 and that the information contained in the Report fairly presents in all material

respects the financial condition and results of operations of the Company

March 2010

Is Paul Evanson

Paul Evanson

Principal Executive Officer
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Exhibit 32.2 to the current year Form 10-K

CERTIFICATION

Pursuant to 18 U.S.C 1350 the undersigned officer of ALLEGHENY ENERGY INC the Company
hereby certifies to such officers knowledge that the Companys Annual Report on Form 10-K for the fiscal

year ended December 31 2009 the Report fully complies with the requirements of Section 13a of the

Securities Exchange Act of 1934 and that the information contained in the Report fairly presents in all material

respects the financial condition and results of operations of the Company

March 2010

Is Kirk Oliver

Kirk Oliver

Principal Financial Officer
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RECONCILIATION OF NON-GAAP FINANCIAL MEASURES
millions except per share data

unaudited

Adjustments

Net unrealized gain associated with economic hedges

Expenses associated with Allegheny Energy Supplys purchase of

outstanding notes2

Adjusted income

YEAR ENDED DECEMBER 31 2008

IncomeGAAP basis

Adjustments

Net unrealized gain associated with economic hedges

Adjusted income

Financial transmission rights

Power hedges

Hedging strategy relating to natural gas transportation

contract

Total Adjustments

OM expenseGAAP basis

INCOME BEFORE
INCOME TAXES

YEAR ENDED
DEC 31 2009

$687.1

NET INCOME
ATTRIBUTABLE
TO ALLEGHENY

ENERGY INC

YEAR ENDED
DEC 312008

$674.9

DILUTED
INCOME

PER SHARE

YEAR ENDED
DEC 312007

$687.0

Adjustments

Formulaically recovered

Adjusted OM expense

19.4 9.7 4.5

$667.7 $665.2 $682.5

The Financial Highlights and graphs in this annual report include non-GAAP financial measures as defined in the

Securities and Exchange Commissions Regulation Where noted we present adjusted net income adjusted net income
per

share and adjusted operating and maintenance expense excluding the effect of certain items as adjusted herein By presenting

adjusted results management intends to provide investors with better understanding of the core results and the underlying

trends from which to consider
past performance and prospects for the future Pursuant to the requirements of Regulation the

table above reconciles the non-GAAP financial measures to the most directly comparable GAAP measures

Users of this financial information should consider the types of events and transactions for which adjustments have been

made The adjusted information should not be considered in isolation or viewed as substitute for or superior to net income

and other data prepared in accordance with GAAP as measures of the companys operating perforniance or liquidity In

addition the adjusted information is not necessarily comparable to similarly titled measures provided by other companies

YEAR ENDED DECEMBER 31 2009

IncomeGAAP basis $635.7 $392.8 $2.31

26.6 16.3

32.7 20.1

$641.8 $396.6 $2.33

$599.9 $395.4 $2.33

7.0 4.3

$592.9 $391.1 $2.30

Adjustments relating to certain unrealized gains/losses included in GAAP operating revenues

YEAR ENDED
DEC 312009

__________

33.2

10.1

3.5

26.6

In September 2009 Allegheny Energy Supply purchased its outstanding 7.80% Notes due 2011 and its 8.25% Notes due

2012 in the aggregate principal amount of $244.3 million pursuant to cash tender offer The costs associated with this

purchase in the amount of $19.3 million were charged to interest expense in the GAAP basis consolidated statement of

income In October 2009 Allegheny Energy Supply purchased its outstanding 7.80% Medium Term Notes due 2011 in the

aggregate principal amount of $152.0 million pursuant to cash tender offer The costs associated with this purchase in the

amount of $13.4 million were charged to interest expense in the GAAP basis consolidated statement of income

Operations and Maintenance Expense

YEAR ENDED
DEC 31 2008

$41.2
19.7

28.5

7.0
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INVESTOR INFORMATION

SHAREHOLDER INQUIRIES

Heres how to get information on your Allegheny

Energy stock account inquire about stock certificates

change your address and obtain tax information

Access your account online at

www.melloninvestor.com/isd

Contact the Stock Registrar and Transfer Agent

BNY Mellon Shareowner Services

800 648-8389

P.O Box 358015

Pittsburgh PA 15252-8015

Direct other shareholder communications to

Allegheny Energy

Shareholder Services

724 838-6196

800 Cabin Hill Drive

Greensburg PA 15601-1650

Investor/n fo@alleghenyenergy.com

ANALYST INQUIRIES

724 838-6196

Investor/n fo@alleghenyenergy.com
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STOCK LISTING

New York Stock Exchange

Symbol AYE

ANNUAL MEETING

New York Marriott Marquis

1535 Broadway

New York NY 10036

May 20 2010 930 a.m

This publication includes substantially all of the

companys Annual Report on Form 10-K as filed with

the Securities and Exchange Commission on

March 12010

We will provide at no charge complete copy of

Form 10-K for 2009 to any beneficial holder of the

companys common stock who submits written

request to Allegheny Energy Shareholder Services

Our Form 10-K is available at

www.alleghenyenergy.com We have filed with the

New York Stock Exchange the most recent Annual

CEO Certification as required by Section 303A of the

New York Stock Exchange Listed Company Manual

www.alleghenyenergy.com

On the back cover Allegheny Power crews work to restore service to customers in southwestern

Pennsylvania following February 2010 snowstorm
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