74 Ta Cur Investors Executive Board Report : Qur Responsibility . Consclidated Financial Statements

Raview af Operations i
Cutlook tor 2006

high level of gas prices, power stations~especially those operated by UK utili-
ties —made extensive use of hard coal, which produces higher emissions than gas.
Therefore, market observers anticipate that CO; certificates will become mare
scarce in the first trading period (2065-2007).

Electricity price trend: no change in sight. Due to the aforementioned situation,
power production costs are expected to rise above last year's level, which was
already high. This is likely to be reflected in the development of prices on Euro-
pean wholesaie markets. Besides generation costs, weather-related effects could
also lead to a further increase in electricity prices. Last year was one of the warm-
est years in recent history. If temperatures return to normal levels, energy con-
sumption could rise compared with 2005, causing generation capacity to become
even more scarce. This type of weather change was already observed at the begin-

ning of 2006. -
We intend 1o strengthen Adding even more value to the company. In the last few years, we laid the ground-
cur earning pawer again in work for achieving continuous arganic growth. We intend %o increase the operating
Fiscat 2086 above al through H ically b fatl 5% Both in this financial year
organic growth, Our highly resutt organically by an average of at least per year. Both in this fin ye
campetitive German power and the next one, the key to this accomplishment will be the competitiveness of
generation operations will our German power generation business. In addition, a variety of regulated activi-

lay a central role. L. . . . :
piay ties in our core markets make stable contributions to our earnings. These include

the UK and Narth American water operations which we intend ta self by the end of
20Q7. However, even without these water activities, we generate abeut one third
of our consolidated operating result from regulated business above all in Germany
and the Czech Repubfic. Cost-cutting measures will provide mara positive stimuli.
We want to realize €230 million in savings this year. This will bring us to the end
of the programme underway since 2003 designed to reduce our annual cost posi-
tion by €630 million. Burdens on earnings will continue to stem from the price of
fuel purchased for our power plants. Morecver, we will be exposed to risks from
political intervention. We emphasized this peint repeatedly in both this and earlfer
publications. For instance, we anticipate negative effects will arise above all from
the regulation of Germany's electricity and gas grids. The European emissions
trading system centinues to pose a challenge. We gained our first experience with
it last year. However, we expect that risks will be manageable until the end of the
first three-year trading period in 2007. We will continue to address them thraugh
the flexible deployment of power stations and optimized electricity and fuel pro-

'

curement. In sum, we are optimistic about being able to achieve cur value target
for 2006: a return on capital employed [ROCE) of at [east 14 %. We already sur-
passed this goal in 2005. )




After the sale of cur water
activities, we will have more
finangial leeway for capital
expenditure in the enargy
business.

No major acquisitions are
pianned at present. The
sale of our water activities
has priority.

Substantial capital expenditure on pawer plants and grid facilities. Both the
German and UK power generation sectors are at the beginning of a lang-term
investment cycle. We started planning for the replacement of old power piants .
with mare efficient and environmentally friendly technolegies early on. At the end
of 2005 we commenced the constructian of a large-scale lignite-fired 2,100 MW
power plant in Germany. This year, we will initiate preparatory work for anoth
major project in Germany, involving a hard coal power station with an instal}ed
capacity of 1,500 MW, We are also investigating the possibility of modernizng out
power plant portfolio in the UK. These projects will make a substantiai contribution
to improving the Group’s emissions balance.

" Germany's power and gas grids also require extensive upgrades. However, we will
not be atle to implement any major measures until the details for German grid
regulation have materialized further. We expect this to happen no latér than next
year. Qur exit fraom the capital-intensive water business in the UK and Nerth Ameri-
ca will free up funds for our energy operations. Nevertheless, our investment
budget will be lower than it is at present, including the water activities. We expect
that RWE's capital expenditure on property, plant and equipmen::or 2006 tc 2010
in the energy business will average €3.5 billion per year, give or fake 15%.

Divestment of UK and North American water activities. Besidesconcentrating an
our operating targets, this year we have set gur sights on prepiring for the sale of
RWE Thames Water and American Water, A public offering is 1 iely as far as Ameri-
can Water is concerned. Qptions under consideration for RWE Thames Water
include a sale to long-term financial investars as well as a plartement on the stock
market. The run-up to the sale of American Water will be lencthy due to the exten-
sive approval process with water regulators in the US. In light of the favourable
environment on the capital market, we are confident that we: will be able to com-
plete our exit from both activities at am appropriate price by the end of next year.

A measured acquisition strategy. Currently, we are not planing to make any major
acquisitions. The planned divestments in the water seci¢ have priority. Projects of
interest to us are predominantly in Eastern Europe. We epect that the consolida-
tion of the European electricity and gas sectors will berome mare intense in the
medium term. However, there are still enly a handful o investments available for
sale, since the deregulation and privatization processm tastern Europe is making
slow headwa)". Inlight of the large number of intereded potential buyers, prices
are at the upper end of the range. We join bidding pocesses only if our strict
profitability criteria are met. Acquired investments hust earn their cost of capital
no later than in the third full year following the dzt: of their conseclidation.
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Excluding divestments and Group revenue expected to be stable. Revenue is expected to roughly match last

currency elfects. revenue year's level. This and the following prognoses are based on assumed exchange

will grow by a single-thgit A

percentage fate. rates of US$1.20/ € and £0.70/ € in 2006, We assume that the planned sale of
RWE Thames Water and American Water will not impact our consolidated financial
statements before 2007. Minor divestments at RWE Energy and RWE Trading will
eliminate about €2 billion in revenue. Excluding consolidation and currency
effects, however, we expect revenue ta grow by a single-digit percentage rate.
The main drivers will be rising procurement costs, which will be passed onin
higher electricity and gas prices, and higher water tariffs, reflecting increasing
investment in infrastructure.

Outleok 2005 2006
£ million Forecast

External revenue 41,819 >
Operating result 6,201 A
RWE Powert 2,112 2
RWE Energy ST T Tz o
RWE-.;xpawer ’ o 4; i e d
RWE.Thames W;te_r- ) T T i,;lﬁ -»

1

Net incame 2,231

I Incluthng RWE Trading.

We expect our operating rsult Earnings expected to post further growth. We are confident that we will succeed in

to grow by 5% to 10%. N tmproving our key earnings figures. According to our forecast, EBITDA will rise by

income 15 expected to rise iy . L . . %

between 10 % and 20 %. a single-digit percentage and the operating result will grow between 5% and 10%.
Net income is expected to post a rise of between 10% and 20 %. This will princi-
paily stem from an improvement in the non-operating rasult, which was character-
ized by considerable negative one-off effects in 2005.

Earnings trend by division:

We expect RWE Power 10 close 2006 with a marked improvement in its operating
result. We anticipate that the growth will be in double-digit percentage territary.
The rise will be driven by the Power Generation Business Unit. Price increases on
the Cerman wholesale market wiil be the main contributing factor. We have
glready sold most of the 2006 electricity production. Moreover, we expect to see a
rise in the availability of generation capacity following the extensive maintenance
carried out in 2005. The higher cost of procuring COz emissiens certificates and
fuel wilt have a couhteracting effect. Furthermore, margins on the market for
balancing power to offset short-term fluctuations in supply and demand on the
power grid are likely to shrink. Moreover, we do not anticipate that RWE Trading
~ill be able ta reproduce the high leve! of earnings it achieved in 2005, The

WE Dea Business Unit -~ «pected to close the fiscal year up on the last one.
Gntrasting effects will be -elt as persistently high oil and gas prices will be coun-

teed by mounting praduction and exploration <osts.




We stand a good chance of
exceeding our 14 "% ROCE
target for 2006.

Oepending on the progress of
the sale of cur water activities,
we want to increase the
dividend for 2006 to between
70% and 80 % of racurrent

net incarre.

*

M
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RWE Energy will probably achieve an operating result that matches the 2005
level. With stable earnings in the Continental European sales business, we believe
earnings risks will arise especially from the new regulation of Germany's electricity
and gas grids. We intend to largely offset the resulting negative effects in 2006 by
taking additional measures to cut costs and enhance efficiency throughout the
RWE £nergy Group. Naturally, howeves, there is still some uncertainty as regards
the extent of the impact of reguiation,

We expect the operating result recarded by RWE npower to stabilize at the level
achieved in 2005, We will lift earnings from the UK generatian business by increas-
ingly benefiting from higher wholesale electricity prices. However, we will not fully
benefit from this rise for all of our pawer sales. This is because RWE npower had
already sold forward part of 2006's electricity production several years previgusly,
and we are therefore not able to entirely pass through the rise in fuel prices and
the cost of COz emissions certificates to customers. In addition, the failure of two
power plant blocks in Aberthaw will have adverse effects. Although our market
share in the supply business is developing positively, we anticipate that the UK sales
business will see moumting pressure on margins. This is due mainly to increased
costs for suppliers, resulting from rising wholesale gas prices. Another major driver
of costs will be the UK Government Energy Efficiency Commitment iritiatives to
reduce household carbon emissiens and atleviate fuel poverty. We anticipate that
RWE npower will succeed in posting a substantial improvement in its results in 2007,

The aperating result achieved by RWE Thames Water is expected to be roughly on
par with last year's, Our regulated UK and North American activities are anticipat-
ed to experience opposing effects from tariff increases and higher aperating costs.

Value management reflects good operating performance. Ourimproved earnings

situation will also be clearly mirrored im our return on capital employed. We

thus expect to exceed our ROCE target of 14 % once again. Most of the increase in
value will come fram the German energy business. According to our forecasts,
RWE npawer will be able to recover its cost of capital by 2007. The reasons for this
were explained earlier in this repart.

Dividend payment raise planned for fiscal 2006. In light of our solid earnings

outlook, we are confident that the dividend will also fare well. Qur dividend pro-
posal for fiscal 2006 will be linked to a payout ratio for the first time. In so doing,
we intend to show our shareholders that a certain percentage of earmings will be
reserved for the dividend every year. We generally aim for a payout ratic of 50%.
The basis for the calculation will be recurrent net income®, which is already adjust-
ed for one-off effects. This is how we want to link the dividend directly to the
development of our operating activities. Depending on the progress of the sale of
RWE Thames Water and American Water, we intend to increase the payout ratio to
between 70% and 80 % for the 2006 financial year.
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Capital expenditure on property, plant and equipment up year on year.
We will clearly step up capital expenditure on property, plant and eguipment
this year. The greatest rise is planned for RWE Power's German power plant busi-
ness. The construction of a dual lignite black in Neurath is the main activity.
Fusthermore, preparatory work on the 1,500 MW hard coal power plant in Hamm
will begin in 2006. More funds will be spent on our oil and gas production activities
as well. RWE Thames Water will considerably expand its investment budget in
order to meet the requirements of the five-year regulatory period that began in
2005. RWE Energy will maintain its sizeable capex budget. More than 80% of
RWE Energy's capex will be earmarked to upgrade and expand aur electricity and
gas grids. RWE npower will modernize and enlarge its power plant portfolio, which
will attract more spending than in 2005. In sum, we expect that capital expendi-
ture on property. plant and equipment, including the RWE Thames Water Division,
will be in the order of €4.5 billion,

We established 2 new capof - Net finandal debt remains low. Based on our estimates, our net financial debt will
between €10 billion and again be in the order of €11 billion to €12 billion in 2006. We want to keep deb? at
€12 hillian for net finangral

this level even once we have sold our water business. We have defined a new cap
ranging between €10 hillion and €12 billion, Prior to the annauncement of the
planned divestment, it was €17 billion. The new cap takes into account major
acquisitions which we would anly make in the medium term. Furthermore, we want
to maintain our current Al and A+ credit ratings. Thanks to the good repulation
we have as bond issuer, we always have access to shart- and long-term financing
sources. €£0.7 billion in bonds, which we do not intend to refinance, will mature in
2006.

debt.

Employee headcount: decrease due to the sale of companies. In fiscal 2006
aur workforce will continue to shrink principally due to the planned sale of
RWE Solutions and of peripheral activities of RWE Thames Water. Excluding
these effects, however, we expect the Group's labour force to increase.

Procurement: added cost owing to higher CO; prices. As mentioned earlier, we
sold forward nearly all of ocur 2006 electricity production. In principle, our
approach involves purchasing the fuel required to generate contracted amounts
when the supply agreements are signed, hedging fuel prices at the same time.
This also applies to the COz certificates needed to produce this power. The hard
coal and gas prices we will incur in 2006 will be high once again. We have no price
risk exposure from our lignite-based generation of electricity since we produce this
fuel in our own opencast mines. Uranium required to run our nuclear power sta-
tions has been secured under firm conditions via long-term purchasing agree-
ments. Conversely, purchases of emissions allowances will generate higher costs
than in 2005. This is due to the rise in the price of certificates. However, it is only
possible to make limited forecasts for our procurement costs since the actual
usage of fuel and demand for emissions certificates may deviate from our plans
considerably. Unscneduled power plant outages and Auctuations in spot prices
can lead to sudden adjustments in the capacity utilization of individual plants. We
believe that savings can be realized when purchasing materials and services in
2006 again. We will expand pool purchasing and thus achieve price advantages.
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Research and development: focus on reducing emissions. We stepped up our R&D
budget for the current fiscal year to €68 million. Once again, in 2006, measures will
centre on improving efficiency and reducing emissions in the power generation
business. Since we are one of Europe’s largest producers of CO; emissions, we
believe we shoulder a special responsibility in the development of climate-friendly
technologies. This year, we have set aside two thirds of our R & D budget for this
task. As mentioned before, we support projects exploring ways of sequestering CO:

.produced in power plants either before or after the combustion phase, Our medium-
term goal is to identify the most efficient technalogies and test them in pilot plants.
At the same time, we are loaking into ways to store carbon dioxide safely. We want
to take a proactive approach and establish the prerequisites for the construction of a
"COzfree power plant,” Since CO; sequestration reduces efficiency substantially, it is
important to continually improve the efficiency of power plants beforehand. This is
the ubjective behind the commissiening of a pilot plant with lignite drying methods
upstream of the combustion process scheduled for 2007, We are currently building it
in Niederaussem (Cermany). Furthermore, we will continue aur invalvement in
research far the "700 degree power station,” which—similarly 10 Wignite drying—ena-
bles efficiency enhancerments of up to four percentage points,

In addition, we will again dedicate some of our research spending to distributed
power generation in 2006. We also intend to make inroads in the usage of bio-
mass. Renewables-based energy is one of the pillars of RWE's climate-friendly
energy policy. Regardless of political requirements, we want to increase the share
af electricity accounted for by biomass in our generation portfolio.

-
Farward-looking statements. This annual report contains forward-looking statements
regarding the future development of the RWE Group and its companies as well
as economic and political developments, These statements are assessments that
we have made based on information available to us at the time this document
was prepared. In the event that the underlying assumptions da not materialize
or additional risks arise, actual performance can deviate from the perfosmance
expected at present. Therefore, we cannot assume responsibility for the accuracy

of these statements. |
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Dr. Thamas R. Fischer

P LT Y S P
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Supervisory Board Report

Dear Shareholders,
In fiscal 2005 the Supervisory Board ovarsaw and closely monitored the Executive
Board’s activities in line with the duties imposed on it by German law and the
company's articles of associatian. The Supervisory Board convened six meetings, -
two of which were extraordinary, during which it received reports from the Execu-
tive Board on business trends as weil as on issues relating to the RWE Group's
strategic and operational development. all of the Supervisory Board members
attended at least half of the meetings. The average participation rate per sessicn
exceeded 90 %, When in session, the Supervisory Board passed all required resolu-
tions on the basis of detailed information. Between meetings, the Supervisory
Board was infarmed of projects and transactions that were especially important
or urgent to the company in a timely manner. When necessary, it was asked for
approval by circular. The Chairman of the Supervisory Board was constantly in touch’
with the menthers of the Executive Board in arder to discuss as soon as possible
events of material importance to the company’s situation and development.

Focus on strategic issues. Our strategy of focus and constantly optimizing the
RWE Croup’s portfalio is a major pillar of the company’s past and future success.
The explaration of a new strategy for the water business presented by the Executive
Board in early November was a pivotal point. Another focal topic invalved budgets
for a far-reaching capital expenditure programme in RWE's power plant and grid
business. As in 2004, some of the Supervisory Board's sessions dealt in depth with
select aspects of RWE's strategy. Such discussions were held, e.q. regarding
RWE Energy’s sales operations and RWE Trading's strategy.




b

Change of strategy in the water business.* On November 4, the Supervisory Beoard
convened an extraordinary meeting to discuss the aforementioned plans to with-
draw frem the UK and North American water sectors. The Executive 8oard
explained to the Supervisery Board that this step would allow the Group to follow
its aim of focusing its core competencies above all on Europe’s convergent elec-
tricity and gas markets. The Executive Board presented further reasans for the
proposed move. The potential sale process was also explained. The Supervisory
Board reviewed the proposals submitted by the Executive Board intensively and
will continue to be kept informed on this topic.

Activities with €3.2 billion in revenue sold. In the period under review, the Super-
visory Board held in-depth consultation sessions on the divestment of operations
generating a combined €3.9 hillion in revenue. It repeatedly discussed the sale of
RWE Umwelt, which was initiated in 2004 and was largely completed in Qcto-
ber 2005. Furthermore, RWE shed several small water investments outside RWE's
core markets as well as some RWE Solutions subsidiaries.

Far-reaching investments in power plants and grids. Both the German and UK
powes generation sectars are at the beginning of a long-term investment cydle.
The Executive Board involved the Supervisory Beard early on in its plans to replace
old power stations with mare efficient and environmentally friendly technology.
In its September 16 session, the board inspected the development area in Neurath
in the vicinity of Cologne (Germany) where a second lignite power plant with
optimized plant technology is being built, In its extraordinary meeting on Novem-
ber 4, the Supervisory Board approved the acquisition of a gas-fired power plant in
Great Yarmouth, UK.

Following the blackouts caused by the natural disaster on November 25,2005 in
Greater Osnabrick and the Minsterland (both in Germany). the Executive Board
infoermed the Supervisory Board at its December B session on all of the measures
necessary to restore power and support people in the affected areas. The ongoing
programme for pverhauling old pylons was zalso discussed in this context. This
programme was launched as far back as 2000. Measures mainly aim at ensuring

grid safety. Required resources are at our disposal.

Other main topics of deliberation. Discussions regularly considered reports received
an the Group's revenue and result trends as well as on measures to reduce costs.
In addition, the Executive Board furnished informatian on the develapment of
energy prices. The Supervisary Board also regularly discussed the Group’s financial
situation. In its December 8 session, the Supervisory Board dealt in detail with the
medium-term budget for 2006 to 2008 submitted by the Executive Beard. The
Executive Board explained deviations fiom previous budgets and goals in detail.

2l
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Mareover, the plenum dealt repeatedly with the change in political conditions on
the energy markets in which the company is active as well as the impact they could
have on the develapment of the company’s business. The main issues discussed in
this context were the initial experience gained from the European CO; emissians
trading scheme, the new German regulator’s plans ta regulate domestic electricity
and gas grids, and the new federal government's concepts as regards energy
policy.

Furthermore, during the reporting period, the Supervisory Board often addressed
issues of corporate governance. Topics discussed in this context include the review
of the Supervisory Board’s efficiency set forth in the German Corporate Govern-
ance Code as well as the Code of Conduct for RWE employees.

Committees. The Supervisory Board formed four committees. Their members-are listed
>y in the chapter an "Boards and Committees.*” During the Supervisory Board meet-
180 ings, committee chairmen delivered in-depth reports on the committees’ work.

The Executive Comunittee convened three times in the 2005 financial year. Its
activity primarily consisted of preparatory work for the Supervisory Board debates.
Twa of the main subjects of the committee’s deliberations were the corporate
budget and the Group’s strategy.

The Audit Committee convened four times in the same periad. It discussed the
interim reports and financial statements of the parent company (RWE AG) and the
Group at great length and prepared the award of the audit contract to the inde-
pendent auditor. The independent auditor was present at some of the meetings.
Debates also centred on the impact of major divestments on the company's bal-
ance sheet and tax position, risk management, impairment test methods. the
treatment of nuclear and mining provisions as well as internal audits,

The Human Resources Committee held five sessions. Debates primarily addressed
the compensation system for members of the Executive Board including the long-
term incentive plan (LTIP). Furthermore, it passed necessary resolutions regarding
the employment contracts of Executive Board members.

Once again, in fiscal 2005, there was no reason to convene the Mediation Com-
mittez, which complies with Sec, 27, Para. 3 of the German Co-Determination Act.

Financigl statements far fiscal 2005, The financial statements of the parent com-
pany, which were prepared by the Executive Board in compliance with the German
Commercial Cade: the financial statements of the Group, which were prepared in
compliance with Internatienal Financial Reparting Standards (IFRSs); the combined
review of operations for RWE Aktiengesellschaft and the Group: and the accounts
were scrutinized by PricewaterhouseCoopers Aktiengesellschaft Wirtschaftspri-
fungsgesellschaft and were issued an unqualified auditor's opinion. The auditors
were elected by the AGM on Aprif 14, 2005, and commissioned by the Supervisory
Board to audit the financial statements of RWE AG and the Group. Docurtents
supporting the annual financial statements, the annual report and the auditor's




audit report were submitted to all the members of the Supervisory Board in good
time. The Executive Board also commented orally on the documents in the Supervi-
sory Board’s balance sheet meeting of February 21, 2006. The auditars, who signed
the audit report, attended the meeting, presented the material results of their
audit, and were available to answer questions. In the run-up to the balance sheet
meeting, during its session on February 20, 2006, the Audit Committee concerned
itself in depth with the financial statements and audit repotts and recommended
that the Supervisary Board apprave the financial statements as well as the appro-
priation of profits proposed by the Executive Board.

The Supervisory Board thoroughly reviewed the financial statements of RWE AG
and the Group, the combined review of operations for RWE Aktiengesellschaft and
the Group, and the proposed appropriation of distributable profit. No abjections
were raised as a result of this review. As recommended by the Audit Committee,
the Supervisory Board approved the auditor’s results of the audit of both financial
statements, and they adopted the financial statements of RWE Aktiengesellschaft
and the Group for the period ended December 31, 2005. The annual financial
statements are thus adopted. Furthermaore, the Supervisory Board concurs with the
appropriation of profits proposed by the Executive Board, which envisions a divi-
dend payment of €£1.75 per share.

Changes in personnel on the Supervisory and Executive Boards. Me. Ralf Hiltenkamp
retired from the Supervisory Board effective April 10, 2005. Pursuant to a resolution
adopted by the Essen District Court on April 11,2005, Ms. Simone Haupt was
appointed to succeed him as member of the Supervisory Board. Mr. Erwin Winkel
vacated his seat on the Supervisory Board as of the end of the day on July 31, 2005.
Mr. Dieter Faust was appointed Mr. Winkel's successor as of August 1,2005. The
Supervisory Board extends its appreciation to Messrs. Hiltenkamp and Winkel for
their commitment and successful perfqrmance for the benefit of the company.

Mr. Alwin Fitting was appointed to the Executive Board of RWE Aktiengesellschaft
as of August 1,2005. He fulfils the duties of a labour director in accordance with
Sec.33 af the German Co-Determination Act.

The Supervisory Board thanks the Executive Board and the RWE Group's entire staff
far their successful wark. With their commitment and expertise, they Jaid the
cornerstone for success in fiscal 2005.

Essen, February 21,2006
The Supervisory Board

hkgtss &-QM--“ |

Dr. Thomas R. Fischer
~Chairman -
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Corporate Governance

We continue to fully camply
wilh the German Corporate

Cavernance Code’s
recammendations.

sy

Steady pragress determines our corporate governance practices. This often keeps
us a step ahead of adjustments made to the German Code. The ambitious stan-
dards that we impose on the transparency of corporate gevernance and the
behaviour of our employees is set forth in the new RWE Code of Conduct.

Ungualified statement of campliance. Several amendments to the Code passed by
the German Government Corporate Governance Code Commission entered into
farce on July 20, 2005. They are primarily designed to strengthen the independ-
ence of supervisory board members, RWE fully complies with all of the recommen-
dations of the new versian of the Code. As in prior years, we can thus issue an
unqualified declaration of compliance for 2005. In addition, RWE complies with
the suggestions for voluntary action included in the Code with one exception.

We do not envision elacting or re-etecting supervisory board members at different
dates or for varying periods of tenure. Qur current and past statements of compli-
ance as well as past corporate gavernance reports can be found on the RWE web-
site*. Information on the activities of RWE's Executive Board, Supervisory Board
and other RWE AG commifttess as well as on the RWE Annual General Meeting are
also included on this site.

Other aspects of Code compliance. During our constant monitoring of corporate
governance practices, we paid special attention to the relations between the
Supervisory Board, the Executive Board and the company, even before the Code
was amended. The following is a list of noteworthy issues in 2005:

» Inthe period under review, no material tfransactions were concluded between
RWE AG or a Group company and an Executive Board member or related party.
Furthermare, no contracts were concluded between the company and members
of the Supervisary Board, Executive Board and Supervisory Board members had
no conflicts of interest.

= In the year under review, the Supervisory Board of RWE AG debated the
structure of the Executive Board compensation system in accordance with Item
4.2.2 of the Code.

= In 2005 the Supervisory Board performed another efficiency check pursuant to
Itemn 5.6 of the Cade. This examination loaks, among aother things, into the
caoperation between the Executive Board and the Supervisory Board commit-
tees as well as the Supervisary Board itself and s¢rutinizes the work done during
their meetings.

» Al listed companies affiliated with the Group which are obliged to issue a state-

~ ment of compliance again fulfiled this obligation in 2005, Details of the compa-
nies’ affiliation with the Group and company size were taken into account.




»  Securities dealin

gs by Executive Board members reportable under Sec. 15a of

the CGerman Securities Trading Act were reported in an orderly fashion and
*(\jlh‘-"! published on RWE's website*, Obligatory stock purchases within the scope of

RLE the new BEAT lo
toltowing table:

ng-term incentive plan introduced in 2005 are shown in the

Transaction date Marne Pasition Finendial 151N Purchase} Price per Number

fnstrument Sale  sharein€  of shares
05/27/2005 Roels, Harry {ED RWE cotnmon share DE 0007037129 Purchase 47 .26 12,415
hélZUZéGS ) Bnneka'mp. Berthaid A, EVP' - RWE c;m?nnns—haTe7 DE_UBDT[);TH;— T’urc_ha_se 4?.2; 4138
05/2772008 Dr. Sturany, Klaus Ev RWE commonshare  DE 0007037129 Purchase  47.26 4,211
85/27/2005 Zilius, Jan CEvP AWEcommonshwe  DE0OO03TIZY  Purchase | 47.26 4138
07/26/2005 Roels, Haryy © (0 RWEcommonshare  DEQOO703TIZS  Puchase 5558 4,600
07/26/2005 Bonekamp, Bertnald A, EVP RWE commonshare  DEQOO7037129 ° Puxchase  S5.58 475
07/26/2005 O Sturany, Klaus  EVP RWEcommenshare  DE 0007037129 Purchase 5558 2,150
07/26/2005 ritus, Jan EVP RWEcommonshawe  DE0007037129  Purchase 5558 1,200

None of the board members held securities with a combined value high enough
to fall under mandatory disclosure pursuant to Item 6.6 of the Cade as of the

balance-sheet date.

Service for aur shareholders. Our capital market communications abide by the
principle of infarming investors as comprehensively and punctually as possible of
the Group’s developments at any given time. We have published our annual report
in February for the third straight year, and thus continue to rank among the “fastest™

DAX campanies. Mo

reovet, we have a long-standing practice of providing live

wehcasts of our analyst conferences, keeping them posted as recardings for three
manths after the event. By.pubhshing our financial calendar in our financial reports

and on the Internet
reaching content on
stay abreast of all m
also of importance t

early an, placing financial advertisements and posting far-
our website, we afford our shareholders the epportunity to
ajor evants and news relating to RWE. Good AGM turnouts are
o us. In 2005, 56.52 % of the company’s voting stock and

voting rights was represented, For several years, we have been providing our |
sharehalders the option of vating by proxy in order to increase AGM turncut even
more. Anyone who issues instructions via the Internet using our online proxy
systern can make changes until the end of the debate, As set forth in the new law
on corporate integrity and madernization of the right of contestation (UMAG), we
adapted and simplified the registration and verification process for the Annual

General Meeting by

passing an amendment to the company's articles of associa-

tion at last year's AGM. This should encaurage sharehalders—especially fareign

investors—to partici

pate in the AGM and exercise their voting rights.

Breakdown of Supervisory Board compensation. RWE has already cogmplied with
the German corporate governance requirement to publish Executive Board remu-

neration by member

for three years. The same applies to the compensation of the

Supervisory Board. Pursuant to Sec.12 of the bylaws, Sunervisory Board members
receive a fixed compensation of €40,000 for their services after the end of each

BS
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fiscal year. The compensation increases by €225 for every €0.01 by which the
dividend exceeds €£0.10 per common share. Anyone who takes additional office on
= the Supervisary Board ar any of its committees* receives ane-and-a-half to three
L8 times the aforementioned sums, in accordance with the recommendations includ-
ed in the Code. The following table shows how this affects the total compensation

of each member,

Supervisery Board compensation in 2005 Fixed Variabite Total
€000 campangnt  camponeni
Dr. Themas R. Fischer, Chairrnan 120 111 231
Frank Bsnske Deputy(haxrman - T 807 S ?4- T .“1_54'
Dr_Paul Achleitner E e S S+
CarlLudwig von Boehm-Bering Y S VR )
Wilfried Donisch T o 7 o 4OA o 3:'1' S T;
Oietes Faust (as of August L2005} 23 21 a5
S|mone Haupt(as of Apn] 11 2005) T o 29 .2';"__.—“77;6—_
Raif Hiltenkamp (unnl Aprib 18,2005) B 716 o ]-I.S- B Bi-
'i-leinz-Eberhald Hol} o 7 ”60 7 56 o --llé
-Berthold Huber - N o —40 3?” - 7 T
Dr Dlelmar Kuhnt S ST _60 T Sﬁ ) -_m_l:.L—G_
Dr, Gerhard Langemeyer 7 . . T 60 - 56 1:167
Dagmar Muh]enfe!d (—a_s-o-f_l-a-!-\uary 1 2005) T 46 o ) 3(: B ——7—"67
Dr.wulfgang Reiniger R -5; o 53 —4]:16
Ganter Reppien 7 S . SD N 56 7 71‘-1‘6
aernhard van Rolhku(h 7 ‘ o o 760 - Sé T 1:1.6
Dr Manfred Schne1der - S .6—0 o Sﬁ _i—lﬂsr
KlausDIeter Sl;.dhufer ST R -—_-;D-—— h ‘.ng_h -711«6
Uwe Trgges o o ST !S-D“. Sé 711.6.
prof KorelVanMiet a0 s 11
]urgen Wef;—s_ T o T —46“ S —;7"“-“__ m;f_
Erwin Winkel (unti} July 31.2005) o T3 :2 er
Total 1,180 1,095 2.275
i Executive Board compensation components.” The remuneration of RWE Executive
164 Board members largely consists of a fixed and variable components. The fixed

portien accounts for about 40% of total cash compensation, with the perform-
ancelinked variable companent accounting for the remaining 60%. The variable
portian consists of a company bopus (70%) and an individual bonus {30 %). The
amount of the company bonus depends on the development of value added and
free cash flow. The amount of the individual bonus depends on the degree to
which the goals agreed by the Chairman of the Supervisory Board and the Execu-
tive Board member at the beginning of the financial year have been met. In
addition, in common with 1,000 other manaqgers in the RWE Group, Executive
Board members participate in a long-term incentive plan that rewards them based
on performance over extended periods of time. In the fiscal year, we created a
new programme called BEAT 2005, harmonized it throughout the Group, and
adapted it to the more stringent corporate governance requirements, Exercise
hurdles were raised once again. The waiting period was extended to three yeafs
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and the redempticn of the 2005 tranche was limited to three times the original
value thegretically realizable at grant. For the 2006 tranche, the limit is double the
original allacation value theoretically achievable on the capital market, Moreover,
the BEAT Programme, which is based on virtual shares, requires Executive Board
members to invest their own money in RWE shares to cover one third of the past-
tax value at grant. These shares must be held for the entire waiting period of each
respective BEAT tranche. The predecessor programmes had also adhered to the
principle of rewarding sustained success in comparison to competitors in the com-
pany’s peer group, The following provides an overview of the older programmes,

= 2002 LTIP: This plan was initiated in 2002 pursuant to a Supervisory Board

resclution for Executive Board members and about 1,050 additional managers
* through the issuance of stock appreciation rights* (SARs). The SARs issued in
185 three tranches between September 20,2002, and May 25, 2004, have a waiting

periad cf two years and a total term to maturity of five years.

= 1999 AQOP-F: The Executive Board of RWE AG was autharized to issue non-
transferable subscription rights to members of the Executive Board and other
managers in the RWE Group within the scope of AOP-F until March 8,2004. A
total of four tranches were initially issued. They have since been exercised by
members of RWE AC's Executive Board or have been forfeited.

Our new Code of Canduct Code of conduct for RWE employees. The Code of Conduct adopted in the autumn of

lays down the rules of behav- 2005 establishes rules of behaviour in compliance with the principles of corporate

lour for internal cocperation .

and external dealings. governance for RWE staff throughout the Group. This set of rules ensures that
employees behave within 2 pre-defined framework both when cooperating within
the arganization as well as in dealing with customers, shareholders, suppliers and
consultants. Inlight of the public debate on the consulting activities of profes-
sional politicians, we decided to lay down some clear rules in this area as well.
RWE welcemes its employees” occupying honerary political positions and becom-
ing involved in social volunteering, However, anyone who holds a public office
full-time or exercises a political mandate, is not eligible for employment with RWE

as a staff member or consultant.

Statement of compliance in accordance with Sec. 161 of the German Stock
Carparation Act. Following an orderly audit, the Executive and Supervisory
Boards of RWE AG issued the following declaration of compliance; )
RWE Aktiengesellschaft complies with all of the recommendations of the German
Government Corporate Covernance Cade Commissian issued in the July 20,2005,
version of the Code. Likewise, from the last statement of compliance on Febru-
ary 22,2005, to July 20,2005, RWE Aktiengesellschaft has complied with all of the
recommendations of the version of the Code issued on July 4, 2003, and has
complied with all of the recommendations of the July 20, 2005, version of the
Code since July 21, 2005,

Essen, February 21, 2006
RWE Aktiengeseilschaft

©n behalf of the Supervisory Board QOn behalf of the Executive Board
Dr. Thomas R. Fischer Harry Roels Alwin Fitting
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Securing talent for the long term

Both today and tomaorraw, our employees are the most important asset our
company has. We utilize and cultivate their potential through an ambitious
personnel and executive development programme. Providing the next generation
of professionals with certified training plays a central role. Only by making this
investment can we secure talent in the face of demographic change.

Abeut 1,000 young aduits More than your run-of-the-mill professional training. We secure well-qualified
5i9“efj a training conract with budding professionals from within our own ranks by training 3,115 young people*,
RWE in 2005- which also makes a contribution to professional qualification and job security in
* RWE's regions. RWE's training programmes impart knowledge and skills for mote
@ than 50 recognized training occupations groupwide, and has nearly 60 training

centres in Germany. Some 1,000 young adults signed a training agreement in
2005. Aftar the first year of training, some top performers attend a university of
applied sciences or an academy during their training programme, enabling them
to obtain two degrees in four-and-a-half years. This option is available for both
technical and general commercial apprenticeable trades, depending on the laca-
tion and company in question. The "Dream Team™ contest targets the brightest of
our trainees. Participants undertake their projects of choice on issues of relevance
to the company autonomously, covering everything from planning te presentation
before a panel of judges. This allows them to acquire key competencies such as
teamn working, responsible action and time management at an early stage.

In 2004 we launched the “T'lF Make It!” initiative that prepares people for training.
The project admits up to 100 young people every year, who do not have the pre-
requisites for a successful apprenticeship, providing them with the competencies
they need in the working world. At the same tirﬁé, practical activity builds partici-
pants’ confidence in their own skills and provides for exercises in teamwork. The
high referral rate rewards us for this commitment: 70% of the participants in the
class of 2004 /2005 received apprenticeship positions, 52 % of which were outside
the RWE Group. In January 2006 the project received an award within the scope of
the "Deutscher Forderpreis Jugend in Arbeit,” the German competition for promot-

ing young pecple in the waorking environment.

Employee survey 2005. In the year under review, we carried out RWE's first group-
wide staff survey to gain insight into employee satisfaction as well as the compa-
ny’s strengths and weaknesses. Carried aut locally in our various divisions, the
apinion poll generated responses from two thirds of the eligible employzes, who
furpished informatian on work, development, relationships and leadership. The
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results were evaluated with the staff members in workshops, and change measures
were derived from the discussions. The employee opinion poll is to be ysed as a
management and contralling toal and become an inteqgral component of our
corporate culture.

Ty Creating long-term performance incentives*. BEAT 2005, t.e new long-term incen-
tive plan introduced in the fiscal year, provides a homege..ecus, groupwide frame-
. work for lang-term compensation incentives, promoting the development of a
cemmon leadership culture. Long-term incentives for executives have gained
importance worldwide. They constitute an effective tool for bringing the interests
of shareholders and management mare in Jine with each other and for increasing
the value of the company. Qur new programme supports the alignment of man-
agement with this corporate goal by rewarding RWE's success when compared
to its peers.

During the last round aof collective bargaining negotiations, we were able to let gur
wage earners partake of the Group's success as well. By paying them an appro-
priate one-time bonus, we gave them an additional reward for the contribution
they made to the company’s positive development.

tore than 19,000 RWE staff ‘Emplayee shares are yet another tool we can use to leiour emplayees directly

nembers purchased employee reap the benefits of their company’s success while pimoting persanal wealth

shares in 2005. e N ., : .
building. Moreover, this gives our staff an additional terformance incentive.
In the year under review, 19,145 Croup employees bught 419,413 common
shares. Qur workforce owns 2 % of RWE's subscribedcapital.

Generation change and succession management. Denographic change will have an
incisive impact on our personnel structure. In additdn, the early retirement requ-
lations effective in recent years will have a major imact on the way aur employea
structure develaps. This is why we are setting our log-term staffing needs against
the development of employee demographics with aiew to identifying shortages
and excesses and balandng them in a timely manns.

Succession management, which has been integratetgroupwide, is a topic of equal

importance. One of the components is the potentia:assessment process introduced

throughout the organization in 2004, This is how wrensure thal every vacant

management position is staffed on time and with ti: most suitable person. Poten-

tial candidates are prepared for promotions througitailor-made career develop-

ment programmes, most of which take them throud various areas throughout the ,
Group. Studies have shown that strategic successic r2lanning reduces undesired

staff turnover and Jowers the cost of external recruinent.
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Consolidated Income Statement
of the RWE Group

€ millinn Note 2005 2004
Revenue {including natural gas tax [ efectricity tax) (1) 41,819 42,137
Matural gas tax / electricity tax 1) 1,301 1,141
Revenue 40,518 40,996
Changes in finished goads and work in progress 38 -87
Other own work capitalized - ’ ‘ 26;1 32].7
Other operatir;g in—cm_né T (2] ) 2,437 . 32-60
Cost ofmate-fl'afks?“ ) T - - [3}_ o 24,500 229?5
saffoss T T T sae saaz
Depreciation, smortzation, and mpairment losses (5} 3,762 3.765
Vc.f which: imp.ai-r;-r.leﬁt 1osrse§ orrxrguodv;'-il-l- ST T (-814) . o [492)
Other operating expenses T sste 6058
Income from pperating activities of continuing operations 4,746 5,574
Income from investments accounted fer using
the aquity method (7} 557 298
“other income fom mvestments (20 s5e8
Finanoal incomé o T - .(8) 2.—305 1,955
fmncecoss . my 1990 4440
Income from continuing operations before tax 3,828 3,935
Taxes on income (9) 1,221 1521
Inceme from cantinuing ogerations 2,607 2,414
Income from discantinued operations =20 -
Income 2,587 2.414
Mingrity interest 356 277
Net income /income attributable to RWE AG shareholders 2,231 2,137
Basic earn'ings and diluted per common
and preferred share (€) (28) 3.97 3.80
of which: fram continuing cperations (€} {28) {4.01) (3.80)

of which: fram discontinued operations {€) {-0.04] (0.00)
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Consolidated Balance Sheet of

the RWE Group

Assets . .
£ miilion Note 12/31/05 12/31/04
Non-furrent assets
Intangible assets {12) 17,215 17,718
Property, p?antand -e-r-;mpment o ..-_(li) . 56,089 ]!-3.518 7
Inveslment property o ) (_12] ) “4 ?-6A 5.07
Investments accounted for using the edm‘ty methad f13) 2.617 2665
Other non- tunent hnanua\ assets o - (14) 1,852 1_—939—
Fmannal recewables a {15] lgDU-_ T 1;01 )
Cther recelvables and other asse1s - . (16) E 6,815 - 3,515
Deferred taes (17) 3730 3243
70,344 65,405
Current assets
Inventories (18} 2,257 2,043
“Flﬁancral !ecelvah?es ) o T E—S-T“ o —3_155 ) 1.{02
Tade accounts receivable (1) 8325 7419
Dther recewables a'nd o<ther assets o Els]ﬁ 11112 4 550
Eurrenl tax assels T T T 276 T 311
Ma!ketab[e securmes S T EEO) ) 10 344 i 11“013
Cash and ca-sh equ;valents - ) (ZEH 7 717 43z$ﬁ_f5;g
Assets held fo: sate T o 7 878 - B —_0- ‘-
31778 27,964
108,122 63,370
Equity and Liabilities
€ millon Note 12/31/0% 12/31/04
Equity (22}
RWE Group interest 11,474 9 656
-Minomy inlérest S . 1,54‘3 7 l 537
13,117 11,193
Non-current labilities ;
Provisions {24) 28,064 27,830
financial fabilitiest (25) 21,458 22,488
otherfabitines T Tan T eser saes
i;;ege;e‘d s {17} 4, 8?5_ 4,134
64,302 60,321
Current liabilities
Provisians (24) 4,784 5.330
Financial sbilites @25) 5994 4895
Tade accountspaable () 1497 6066
Current tax habihhes T 7 -86_ o -iZE-.
‘waﬂmes held for sale o o ) T 533 o 0
7 Other ¥ 1ablrlit|es e e (_27]’); ] 1 1k809“_A7+ﬁ5_43-];—
310,703 21,856
108,122 93,370

L Including €21.255 milhonn nen-(uirent interest-bearing liabilities [previous year: €20,559 million),




96 To Qur Investers Executive Board Report | Qur Responsibility Consolidated Financial Statements
i + Cash Flow Statement/
Changes in Equity

Consolidated Cash Flow Statement of the
RWE Group

€ milkicn Nate {12) 2005 2004
Income fmrn cormnu;ng uperatmns 2,607 2,414
Deprecanan amnruzatmn rmpaumem losses wnte backs S 3.795 A 3,780
Cﬁanges in provisions B CoTT T =279 T “-3:]?
Changes in deierred taxes 7 - o 7 148 4'82
Incarne frem dmspcs;ﬂ of noHurrenl assets and r;xa-rk;e-t;ble seZu—n!;;s T 7-1.005”“- o :?2.0_
{}the-r n_o‘ﬁ—cash income fexpenses [mamly equity atcnun;l;:o,.lrrletr;c;&‘)‘— o -34‘ T -90
Changes in working capltal ) - YTh T :ﬁi3
a;nge; ;;vo;her balance sheel items - ‘ 0 —__E-
Cash flows from operating activities of continuing operations 5,304 4,928
Inta ngib]e assets.f property, plant and equipment /investment praperty
Capital expendnture S T T o :-3,5767 ) —?._,4;97
Pruc;eds frommsa“i-e of assets o T T —19‘( o 68_3__

Acqmsmons and mves!ments

Capnal expendnure o o o o -4?1 ) -308-

Proceeds from sale uf asse1s.“d1vesmures S 635 7 -2,63?
Changes in securities and cash investments 1,257 -1,157
Cash fows from investing activities of continuing operations -2,049 -1,574
Net change in equity mcl minority 1nterest -3 ~43
Dmdends pald o RWE AG shareh;aers and ml—l');;;;iere;ts—_w S -IO?U T :;3_9“
Issuan-:-e of fmannal deht 7 . T - ;.-361 o “2._657.
Repagmentof financial debt T sz sa1a
Cash flows fram financing activities of continuing operations -3,384 -4,009
Net cash change in cash and cash equwalents of ¢continuing operations -129 ~655
Eﬂej:gé?c;anges ;‘r:ic;-r;lgn excha r;g;_;tes ago-!;ler cr;&nu;;s';:\rv—alue . T
on tash and cash equivalents 34 0
Net change in cash and cash equivalents =95 -655
Cash and cash equivalents at beginning of the reparting period 1.526 2,181

Cash and cash equivalents at end of the reporting period 1,431 1,526




Consolidated Statement of Changes in Equity

of the RWE Group
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Note (22) Subscribed  Additienal Retained Accumulated ather RWE  Minerity Total
capital of paid-in earnings cemprehensive income Group interast
RWE AG capital of and dis- - interest

RWEAG  tributable Currency Fair value

profit translation  measurement

adjustment of financial

€ million instruments
Balance at 01/01/04 1,340 1,288 4,856 -756 185 7.013 2,052 9,065
Repayment of equity -43 -43
Dividends paid -703 =703 -236 ~939
Other comprehensive income 630 379 1.209 101 1,310
Income 2.137 2,137 277 2,414
Other changes -614 -614
Balance at 12/31/04 1,440 1,288 6,290 =126 764 89,656 1,537 11,193
Repayment of equity -3 -1
Dividends paid -444 -844 -245 -1,0a9
Other comprehensive income 282 =110 172 56 228
Inceme 2,231 2,231 356 2,587
Other changes 259 259 -58 201
Balance at 12/31/05 1,440 1,288 7,936 156 654 11,474 1,643 13,117
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Notes
Statement by the Executive Board / Basis of
presentation / Scope of consoiidation

Statement by the Executive Board

The Executive Board of RWE AG is responsible for the completeness and accuracy
of the consolidated financial statements and the review of operatians of the
group, which has been combined with the review of operations of RWE AG.

The consolidated financial statements for the period ended Decernber 31,2005
have pbeen prepared in accordance with Internatianal Financial Reporting Stand-
ards (IFRSs) as applicable in the EU. The previous year's figures have been calcu-
lated according to the same principles.

Internal control systems, the use of uniform directives throughout the group, and
our pragrammes far basic and advanced staff training ensure that the consolidated
financial statements and combined review of operations are adequately prepared.
Compliance with legal regulations, the internal guidelines as well as the reliability
and viability of the control systems are continuously manitored throughout the

group.

In line with the requirements of the German Corperate Control and Transparency
Act (KonTraC), our risk management system enables the Executive Board to identify
potential risks at an early stage and initiate countermeasures, if necessary.

The consolidated financial statements, the combined review of operations and the
report of the independent auditors are discussed in detail by the Audit Committee
and at the Supervisory Board’'s meeting on financial statements with the independ-
ent auditors present. The results of the Supervisory Board's examination have been
included in the report af the Supervisory Board {pages B0 to 83) of this annual
report.

Essen, February 14,2006

The Executive Board

Raels Bonekamp Fitting Sturany Zilius
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Basis of presentation

The consclidated financial statements have been prepared in accordance with the
IFRSs, as applicable in the EU, as well as in accordance with the supplementary
accounting regultations applicable pursuant to Sec.315a, Para.1 of the German
Commercial Code {HGB). The consolidated financial statements also comply with
all IFRSs effective up to the balance-sheet date.

Changes in equity have been disclosed in addition to the income statement, the
bralance sheet and the cash flow statement. Statements made in the notes to the
financial statements also include segment reporting.

Several balance sheet and income statement items have been combined in order
to improve clarity. These items are stated and explained separately in the notes to
the financial statements, The income statement has been prepared using the
nature of expense methed.

The consolidated financial statements have been prepared in euras. Al amounts
(urless specified otherwise} are stated in millions of eures (€ millior).

These consolidated financial statements were prepared for the 2005 fiscal year
{January 1 to Decernber 31).

Scope of consolidation

In addition to RWE AG, the consolidated finandial statements contain afl material
German and foreign companies which RWE AG controls directly or indirectly. Princi-

pal associates and joint ventures are accounted for using the equity method.

Investments in subsidiaries, joint ventures or associates which are of secondary
importance from a group perspective are accounted for in accordance with IAS 39,
Subsidiaries which are not included in the scope of consolidation account for Tess
than 1% of the Group’s revenue, income and debt. Subsidiaries with negative
income or equity are generally fﬁ]ly consolidated.

A collective listing of the Group’s investments in accordance with Sec. 313, Para. 2,
Ngs. 1 to 4 and Para. 3 of the German Comrmercial Code (HGB) will be filed in the
Commercial Reqgister of the Essen District Court. Material consolidated investments,
investments accounted for using the equity method,” and other investments are
listed on pages 173 to 175 of this annual report.
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scope of consolidation

Eighteen companies domiciled in Germany and 18 companies domiciled outside

of Gaermany wete consolidated for the first time in the year under review, One
hundred and twenty-four companies, 46 of which are headquartered outside of
Germany, were excluded from the scope of cansolidation. Twelve companies, two
of which are based cutside of Germany, were merged. Six associates or joint
ventuses, including three outside of Germany, were accounted for using the equity
methad for the first time. Sixty-seven investments, which had been accounted for
using the equity method in the previous year, including eleven outside of Germany,
were sold, merged or werse fully consolidated for the first time. First-time consali-
dation and deconsolidation generally take place when control is transferred.

German Foreign Total Total

12/31/05 12/31/05 12/31/05 12/31/04

Fully consalidated companies 161 128 489 589
Investments accounted for using the equity methed 79 79 158 219

With regards to subsidiaries, the following share acquisitions or increases were

significant:

= Great Yarmouth Power Ltd, United Kingdom, acquisition of a 100 % stake;
€227 million in acguisition costs )

= STOEN 5. A., Poland; increased stake by 14.09 percentage points to 99.09 %;
€52 million in acquisition costs

» Stredoceska plyndrenska a.s., Czech Republic; increased stake by 30.96 per-
centage points to 82.14 %; €34 million in acquisition costs

= Severoceska plynarenska a.s., Czech Republic; increased stake by 20.21 per-
centage points to 72.03 %; €33 miilien in acquisition costs

» Harpen Aktiengesellschaft, Dortmund: increased stake by 4.94 percentage
points to 100.00%; €31 million in acquisition costs

A total of €227 million was used to acquire stakes in companies which were con-
solidated for the first time {previous year: €81 million).

Assets and Habilities held for sale. At RWE Thames Water, preparation for the sale
of peripheral activities in 2006 was commenced, with the result that these are now
classified as a disposal group and are disclosed as "Assets/ liabilities held for sale™:

€ million 12/31/05
Assets 878
Liahilities 533

Discontinued operations. RWE sold appraximately 70 % of RWE Umwelt to Rethmann
per contract signed on September 28, 2004, The German Federal Cartel Office
approved the deal on February 24, 2005. Sale of the 30 % which initiaily remained




with RWE was completed in October 2005. As a result, the fermer segment
RWE Umwelt is disclosed in these statements as a discontinued operation, the
key figures of which are presented in the following tables:

C miflian 12/31/05
Assets 0
Liabilities T e Ty
€ millon 2005
Revenue 614
Expenses / Income oo T e -585
Income from discontinued operalions before tax . 28
s éﬁinégme e O U _is
Income from the disposal befose ax 34
€ million 2005
Cash flows frem aperating activities 34)
Cash flows from investing acﬁ;;'ities ' 7 -402
Cash flows from -rmancing.actwilies ‘ a 19

Furthermore, with regard to subsidiaries and investments accounted for using the
equity method, the following share disposals were significant:

Subsidiaries:

= 55M Coal B. V. Group, the Netherlands
= RWE Umwelt Ost GmbH, Halle (Saale), Germany
= RWE Umwelt West GmbH, Grevenbroich, Germany

Investments accounted for using the equity method:

= Stadtwerke Disseldorf AG, Disseldorf, Germany
« Severoceska energetika a.s., Czech Republic
= RWE SCHOTT Selar GmbH, Alzenau, Cermany |

Allin all, a net -€761 millien in non-current assets (including deferred taxes),
-€712 million in current assets {excluding cash and cash equivalents}, €41 million
in cash and cash equivalents and -€1,736 million in non-current and current liabiki-
ties were assumed of transferred as a result of the achuisition or dispesal of con-

solidated enterprises.

The totai selling price of divested subsidiaries amounted to €205 million {previous
year: €1,180 million), which was paid in cash or cash equivalents.
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Nates
Consalidation principles/
Currency translation

Further information on major share disposals is provided an pages 34 to 36 in the
review of operations.

Effects of changes in the scope of consolidation have been stated in the notes
insofar as they are of particular importance, '

Consolidation principles

The financial statements of German and foreign companies included in the scope
of consolidation are prepared using uniform accounting policies. On principle,
subsidiaries with a different balance-sheet date prepare interim financial state-
ments as of the Group’s halance-shest date,

Business combinations are reported according to the purchase method, Pursuant
to this method, at the time of acquisition, capital consolidation takes place by
offsetting the purchase price against the acquired subsidiaries’ revalued prorated
net assets. Subsidiaries” identifiable assets, liabilities and contingent liabilities are
measured at full fair value, regardless of the amount of the minority interest.
Intangible assets are reported separately from goodwill if they are separable from
the company or if they stem from a contractual or other right. No new restructur-
ing provisions are recognized within the scope of the purchase price allocation.
Acquisition costs not allacated to assets, liabilities, or contingent liabilities are
capitalized as googwill. Negative goodwill from first-time consolidation is included
in income.

Capitalized goodwill is no longer amortized. It is tested for impairment once a
year or mare frequently if there are indications of impairment. In the deconsolida-
tian, residual carrying amounts of capitalized goodwill are taken into account
when calcutating income from disposals.

Expenses and income as well as receivables and payables between consolidated
companies are eliminated. Intra-group profits and lasses are eliminated as long as

they are not of minar significance.

The same consolidation principles apply to investments accounted for using the
equity method, in respect of which recognized goodwiil is reported on the balance
sheet under investments. This goodwill is also not amortized. If necessary, impair-
ment lasses on the equity value are reported under income from investments
accounted for using the equity method. The financial statements of alt investments
accounted for using the equity methad are also prepared using uniform accounting

policies.
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Currency translation

Non-manetary foreign-currency transactions disclosed in companies’ separate
financial statements as of the balance-sheet date are valued at the exchange rate
valid when they were recognized initially, Monetary items are converted using the
exchange rate vald on the balance-sheet date. Exchange rate gains and losses
from the measurement of monetary assets or monetary liabilities in foreign cur-
rency accurring up to the balance-sheet date are recagnized in the income state-
ment under other operating expenses or income.

Funttional currency translation is applied when converting the currencies of for-
eign companies’ financial statemerits. In the consolidated financial statements,
the balance-sheet items of all foreign companies are translated into auros at the
average exchange rate prevailing on the balance-sheet date, since principal for-
eign enterprises included in the cansolidated financial statements conduct their
business activities independently in their national currencies. When translating the
adjusted equity of foreign companies accounted for using the equity method, the
same procedure is followed, Differences to previous-year transiations are recog-
nized in other comprehensive income without an effect on the income statement.
Goodwill is translated at year-end as an asset of the ecenomically autonomous
foreign sub-unit. For expense and income items, the annual average exchange
rates are used for currency translation. Annual financial statements of Group com-
panies based in a country with hyperinflation are translated according to TAS 29,
No materfal entities were headguartered in a country with hyperinflation in the
fiscal or previous year.

The following exchange rates (among others) were used as a basis for currency

translations:

Exchange rates Avgtage Year-end

£ 2005 2604 '12}'11305 12/31/04
1 US dollar 0.41 0.80

ledfhpound a6 141

100 t;zec.h-i(orunas . S .336 - 73,714-

100 tungarianfornts  os0 040

hatshzoty  g2s | g2z
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Accounting policies

Intangible assets are accounted for at amertized cost. With the exception of good-
will, 21l intangible assets have finite useful lives and are thus amortized using the
straight-line method. Software for commercial and technical applications is amor-
tized over three to five years; concessions and other usage rights in the electricity
and gas business generally have useful lives of up to 20 years. Cancessions in the
watier business have terms of up ta 50 years. Capitalized customer relations are
amortized over a useful life of ten years. Useful lives and methods of amortizatian
are reviewed on an annual basis.

Coodwill is not amortized; instead it is subjected to an impairment test once every
year or more frequently if there are indications of impairment.

Development costs are capitalized if a newly developed product or process can he
clearly defined, is technically feasible and it is the company's intention to either
use the product or process itself or market it. Furthermore, asset recognition
requires that there be a sufficient level of certainty that the development costs will
lead to future cash inflows. Capitalized development costs are amortized over the
time period during which the products are expected to be sold. Research expenses
are recognized as expenses in the period in which they are incurred.

An impairment loss is recognized for an intangible asset, if the recoverable amount
of the asset is less than its carrying amount, If the asset is part of a cash-generat-
ing unit, the impairment loss is calculated based an the recoverable amount of the
cash-generating unit. If this results in the carrying amount of a cash-generating
unit to which goodwill was allocated exceeding the recoverable amount, the allo-
cated goodwill is initially written down by the difference. Impairment losses which
must be recognized in addition to this are taken inta account by reducing the car-
rying amount of the other assets of the cash-generating unit on a prorated basis.
If the reason for an impairment loss recognized in prier years has ceased to exist,
a write-back is performed, whereby the increased carrying amount resulting from
the write-back may not exceed the amortized cost. Impairment losses on goodwill
are not reversed.

Property, plant and equipment is stated at depreciated cost. The borrowing cost is
not capitalized as part of the cost. If necessary. the cost of property, plant and
equipment may cantain the estimated expenses for the decommissiening of plants
or site restoration. Maintenance and repair costs are recognized as expenses,




Exploratory drillings are accounted according ta the successful efforts method, i. e.
as 2 Tule, the expenses for exploratory diiflings are capitalized anly in the event of
commercial syccess.

With the exception of land and leasehold rights, property, plant and equipment is
generally written down using the straight-line method, unless in exceptional cases
arother depreciation methad is better suited to the usage pattern. The deprecia-
tion of typical property, plant and equipment is caiculated according to the follow-
ing useful fives, which apply throughout the group:

Usetul {ife in years

Ei]dings i2-80
Techmcalplants 7 . - . - o

Thermal power plants T T Gy
Hearidtygiss T T T s

" Water main networks T T T e
Gaadwaterswagefedives 77T Tigieg
) Gas distribution facilities o . . 1;~20..
_ M“;;r;;;;;n;..___._ e e e e e 4.'2,5.
. ﬁMechaﬁ;c;ﬂ and:t.écm_cai er;gl;eenng E;c;imes T - ) 47-15“
Wining developments I
Exploratory wells owned by RWE Dea - T T u;;tGZS

Property, plant and equipment held under a finance lease is capitalized at the
lawer of the fair value of the leased asset or the present value of the minimum
lease payments, and is depreciatad using the straight-line method over its expact-
ed useful life orlease term, whichever is shorter.

Arnimpairment loss is recognized for property, plant and equipment, if the recaver-
able amount of the asset is less than its carrying ameount. If the asset is part of a
cash-generating unit, the impairment loss is calculated based on the recoverable
amount of the cash-generating unit. If this results in the carrying amount of a
cash-generating unit to which goodwill was allocated exceeding the recoverable
amount, the allocated goodwill is initially written down by the difference. Impair-
ment lasses which must be recognized in addition to this are taken into account by
reducing the carrying amount of the other assets of the cash-generating unit on a
prarated basis. If the reason for an impairment losg recognized in prior years has
ceased to exist, a write-back is performed, whereby the increased carrying amount
resulting fram the write-back may not exceed the depreciated cost.

105




106 Ta Our Investars £xacutive Board Report ‘ Our Respansibility Consolidated Financial Statements

I . Notes
Accounting poticies

Investment property is all real property held to earn rental income or for tong-term
capital appreciation rather than for use in production or for administrative pur-
poses. This property is measured at depreciated cost. Transaction costs are includ-
ed in the initial measurement. Depreciable investment property is written-down
over 12 to BO years using the straight-line method. Fair values of investment prop-
erty are stated in the notes and are determined using internationaily accepted
valuation methods such as the discounted cash flow method or are derived from
the current market prices of comparable real estate.

An impairment loss is recognized for investment property, if the recoverable
amaount of the asset is less than its carrying amount. If the asset is part of a cash-
generating unit, the impairment loss is calculated based on the recoverable
amount of the cash-generating unit. If this results in the carrying amount of a
cash-generating unit to which goodwill was allocated exceeding the recoverable
amount, the alfocated goodwill is initially written down by the difference. Impair-
ment losses which must be recognized in addition to this are taken into account by
reducing the carrying amount of the other assets of the cash-generating unit on a
prorated basis. If the reason for an impairment lass recognized in prior years has
ceased 1o exist, a write-back is perfarmed, whereby the increased carrying amount
resutting from the write-back may not exceed the depreciated ¢ost.

Investments accounted for using the equity method. Shares of companies account-
ed for using the equity methad are initially accounted for at cost and thereafter
based on their amortized prorated net assets. The carrying amounts are increased
or reduced annually by the prorated prefits or lasses, dividends distributed and
other changes in equity. Recognized goodwiil is included in the carrying amount
and is not amortized. An impairment loss is recagnized for companies accounted
for using the equity method. if the recoverable amount is less than the carrying
amgunt.

Other non-current financdial assets, Shares in non-consolidated subsidiaries, in asso-
ciates and joint ventures not accounted for using the equity method, as well as
other investments and non-current marketable securities stated under other finan-
cial assets are nearly exclusively classified as “available for sale™. Initially and in
the following periods, they are measured at fair value as long as such can be deter-
mined reiiably. They are initially valued on their settlement date. Unrealized gains
and lasses are stated as other comprehensive income, with due consideration of
any deferred taxes, Gains ar losses are recognized in the income statement at the

time of sale. If there are substantive objective indications of a reductien in the
vaiue of an asset, an impairment loss is recognized with an effect on income.
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Accounts receivable and other assets. Receivables are comprised of financial receiv-
ables, trade accounts receivable and other receivables.

With the exception of financial derivatives, accounts receivable and other assets

are stated at amortized cost. Allowances for doubtful accounts are based en the

actual default risk. Prepayments received from customers for consumption which is

yet to be metered and billed are netted out against trade accounts receivable of
_the utilities.

Company toans reported under finandal recefvables are stated at amortized cost.
Loans with interest rates common in the market are shown on the balance sheet at
nominal value; as a rule, non-interest or low-interest loans are disclased at their
present value discounted using an interest rate that is commensurate with the

risks involved.

Customer-specific construction contracts are recognized using the percentage of
completion method. The capitalizable amount is disclosed under accounts receiv-
able. Negative balances for construction contracts are carried as accounts payable
from construction contracts. The percentage of completion is determined accord-
ing to the ratio between costs incurred and estimated total costs (cost-to-cost
method). Expected contract losses are covered with allowances or provisions and
are determined taking the identifiable risks into account. Contract revenue com-
prises the amount of revenue agreed in the contract and fs shown under revenue,

CO; emission allawances are accounted for as intangible assets and reported
under other assets. They are stated at cost and are not amortized.

Deferred taxes result from temporary differences in the carrying amount in the sepa-
rate IFRS financial statements and the tax base, and from consclidation proce-
dures. Deferred tax assets also iaclude tax reduction claims resulting from the
expected utilization af existing loss carryforwards in subsequent years. They are
capitalized when the realization of these loss carryforwards is guaranteed with
sufficient certainty. Deferred taxes are assessed based on the tax rates that are
applicable or expected in the individual countries at the time of realization, with
due consideration of the tax regulations valid or adopted as of the balance-sheet
date. The tax rate used to calculate German deferred taxes is 35.4%. The Group’s
average local trade tax rate in Germany has been taken into account, in addition to
the 25.0 % corporate income tax rate and the 5.5 % salidarity surcharge, Beferred
tax assets and deferred tax liakilities are netted against each ather for each com-

pany and / or tax group.
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Inventories include all assets which are held for sale in the ordinary course of busi-
ness {finished goods and goods for resale), which are in the process of praduction
(work in progress—gocds and services) or which are consumed in the production
process or in the rendering of services (raw materials inciuding nuclear fuel assem-
blies and excavated earth for lignite mining).

Inventaries are carried at the lower of cost or net realizable value. Production
costs indlude full costs directly related to praduction and are determined based an
the normal capacity. Specifically, in addition te directly allocable costs, production
costs include adequate portions of required materials and production overheads,
including production-related depreciation. The borrowing cast is not capitalized as
part of the cost. Assessment is generally based on average values. The usage of
excavated earth for lignite mining is calculated using the FIFO method.

If the net reaiizable value of inventories written down in earlier periods has
increased, the resulting reversal of the write-down is recognized as a reduction of

the cost of materials,

Nuctear fue} assembhes are stated at depreciated cost. Depreciation is determined
by operation ard capacity, based on consumption and the reactor’s useful life.

Marketable securities. The securities classified as current marketable securities
essentially consist of marketable securities held in special funds as well as fixed-
interest securities with a3 maturity of mare than three manths and less than one
year from the date of acquisition. All of these securities are classified as "available
for sale” and are stated at fair value. Upon initial recognition, the transaction casts
directly associated with the acquisition of the financial asset are taken into
account. These securities are initially valued on their settlement date. Unrealized
gains and losses are stated as other comprehensive income as part of equity, with
due cons%deration of any deferred taxes. Gains or losses are recognized in the
income statement at the time of sale. If there are substantive objective indications
of a reduction in the value of an asset, an impairment lass is recognized with an
effect on income.

Financial assets are derecognized when the contractual rights to cash flows from
the assets expire of the entity transfers substantially all the risks and rewards of
ownership of the asset or the entity no longer has contrel of the asset.
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Cash and cash equivalents consist of cash on hand, demand depesits and fixed-inter-
est securities with a maturity of three months or less from the date of acguisition.

Assets and liabilities held for sale. Assets are stated as “held for sale” if they can be
sold in their present condition and if their sale is highly probable. Such assets may
be certain non-current assets, asset groups ("disposal groups™) or operations ("dis-
continued operations™). Liabilities intended to be sold in a transaction together
with assets are a part of a disposal group or discontinued operations, and are
reported separately under “liabilities held for sale”,

Non-current assets held for sale are no longer amortized; they are recognized at
fair value less costs to sell, as long as this is lower than the carrying amount.

Results from the vatuation of specific assets held for sale and of dispasal groups
are stated under income from continuing operations until final completion of the

sale,

Gains or losses on the valuation of discontinued operations at fair value less costs
ta sell and profits or losses from operating activities or from the sale of such oper-
ations are reported under income from discontinued operations.

Share-based payment. The groupwide stock option plans are accounted for as cash-
settled share-based payment transactions. At each reporting date, a provision is
recognized in the amount of the prorated fair value of the payment obligation:
changes in the fair value are recognized with an effect on income. The fair value of
options is determined using generally accepted valuation methodologies.

Provisions are recognized for all legal or ¢onstructive obligatians to third parties
which exist on the balance-sheet date and relate to past events, and with regard to
which it is probable that an outflow of resources will be required and the amount
of which can be reliably estimated. Pravisions are carried at the individually most
Hikely outcome and are not offset against reimbursement claims. Provisions based
on a large number of similar events are stated at expected amounts.
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All non-current provisions are recagnized at the most likely outcome that is dis-
counted as of the balance-sheet date. The settlement amount alsc includes the
cost increases to be taken into account as of the balance-sheet date. For decom-
missioning, restoration and similar provisions, changes in the estimated timing or
amount of the payments and changes in the discount rate are taken into account
at the same amount in measuring the existing provision as well as the respective
asset, for example a power plant. If the decrease in the provision exceeds the
carrying amount of the underlying asset, the excess is recognized immediately in
prafit or loss. Reteases of provisions are credited to the same expense account on
which the provision was eriginally recognized.

Pravisions for pensions and similar obligations are recognized for defined bensgfit
plans. These are obligations of the RWE Group to pay future and ongoing post-
employment benefits to entitled current and former employees and their surviving
dependents. In particular, the obligations refer to retirement pensions in the form
of both basic and supplementary benefits. Individual commitments are based on
the differing industry and country-specific benefit arrangements and are generally
calculated according to the employees’ length of service and compensation.

As benefits, the obligations of US group enterprises for their employees’ post-
retirement medical expenses are also disclosed under pravisions for pensians and

similar obligations.

Provisions for defined benefit plans are measured according to the projected unit
credit methad. This henefit/years-of-service method not only takes inte account
the pension benefits and benefit entitlements known as of the balance-sheet date,
but also increases in salaries and pension benefits to be expected in the future.
The calculation is based on actuarial reports, taking into account appropriate bio-
metric parameters. The provision is reduced by the amount of the plan assets. The
service costs are disclosed in staff costs, and the interest cost and expected return
on plan assets in the financial result.

Actuarial gains and losses exceeding 10% of the greater of the benefit obligations
or the fair value of plan assets are amortized over the entitled employees’ average
remaining working Hves with an effect on income.

In addition to the defined benefit plans, the company pension plan also consists
of defined contribution plans, In the case of defined contribution plans, the enter-
prise’s obligation is limited to the amount it contributes to the plan. The contribu-
tions to the plan are recognized as expenses and disclosed under staff costs.
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Waste management provisions in the nuclear energy sector are based on obliga-
tions under public law and restrictions included in operating licenses. The amount
recognized far the dispesal of spent nudlear fuel assemblies covers the expected
costs, in particular reprocessing costs on the basis of cantractual agreements and
costs for direct final disposal. The cost of transparting, treating and taking back
waste, including the cost of temperary storage are included accordingly.

The amount recagnized for the decommissioning of nuclear power station facilities
is also based on the expected costs. The calculation of expected costs for the past-
shutdawn phase and dismantling is based on cutside expert opinions working on
the assumption that the facilities are dismantled completely.

Furthermore, provisions are created for other waste management measures (man-
agement of radipactive operational waste).

Waste management provisions also include the cost of final storage and associated
pre-financing costs calculated based on data from the German Federal Office for
Radiation Protection. It is expected that these provisions will be used up by 2080.

Provisions for mining damage are recognized to cover obligations to restare min-
ing damage that has already occurred or heen caused. Such risks and obligatiens
are those that exist as of the balance-sheet date or are identifiable when the bal-
ance sheet is being prepared. They must be recognized due to chligations under
public law that are based, amang others, on the German Federal Mining Act and
formulated, above all, in operating schedules and water law permits. Provisions are
generally recognized based on the increase in the obligation, e.g. in line with
lignite preduction. Such provisions are measured at full expected cost or accerding

to estimated compensation payments.

Furthermore, pravisions are made owing to obligations under public law to dis-
mantle production facilities and fill weils. The amount of these provisions is based
on total cost estimates derived from past experience and comparative rates deter-
mined by the German Association of Oii and Natural Gas Production Industry.
Similar assumptions for foreign subsidiaries are also taken into account.

Liabilities consist of financial liabilities, trade accounts payable and other liabilities.

Upon initial recagnition, Habilities are stated at fair value. In the periods thereaf-
ter, liabilities {except for financial derivatives) are carried at amortized cost. Liabili-




