112 Ta Qur Investors Executive Board Report ! Our Responsibility . Consolidated Financial Statements

i Notes
Atcounting policies

ties from finance lease agreements are measured at the lower of fair value of the
leasing object or present value of minimum lease payments.

Prepayments from customers and deferred income are recognized as liabilities
under ather liabilities. Deferred incame includes advances and contributions in aid
of canstruction and building connection that are carried as liabilities by the utili-
ties which are generally amortized and included in income over the term of the
corresponding asset. Moreover, this item alse generally includes taxable and non-
taxable government grants for capital expenditure on nen-current assets, which
are recognized as other aperating income in line with the assets” depreciation.

Derivative financial instruments and hedging transactions. Derivative financial
instruments are accounted for as assets or liabilities. When recorded for the first
time, they are stated as of the settlement date. All derivative financial instruments
are stated at fair value regardless of their purpose. Changes in the fair value are
recognized with an effect on income, unless the instruments are used for hedging
purposes. In such cases, recognition of changes in the fair value depends on the
type of hedging transaction.

Fair value hedges are used to hedge the risk of a change in the fair value of an
asset or liability carried on the balance sheet. Hedges of unrecaognized firm com-
mitments are also recognized as fair value hedges. For fair value hedges changes
in the fair value of the hedging instrument are stated in the incothe statement,
analogously to the changes in the fair value of the respective underlying transac-
tions, i. e. gains and losses from the fair valuation of the hedging instrument are
allocated to the same line items of the income statement as those of the related
hedged item. In this regard, changes in the fair value must pertain to the hedged
risk. In the event that unrecognized firm commitments are hedged, changes in the
fair value of the firm commitments with regard to the hedged risk result in the
recognition of an asset or liability with an effect on income.

Cash flow hedges are used to hedge the risk of variability in cash flows related to
an asset or liability carried on the balance sheet or related to a highly probable
forecast transaction. If a cash flow hedge exists, unrealized gains and losses from
the hedge are initially stated as other comprehensive income. Such gains or lasses
are disdosed in the income statement as soon as the hedged underlying transaction
has an effect an income. If forecast transactions are hedged and such transactions
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lead to the recognition of a financial asset or financial liability in subsequent peri-
ods, the amounts that were recognized in equity untit this point in time must be
recognized in the income statement in the period during which the asset or liabil-
ity affects the income statement. If non-financial assets or liabilities result from
the transaction, the amounts recognized in equity without an effect on income are
included in the initial cost of the asset or Hability.

Hedges of a net investment in a fareign entity are used to hedge the currency risk
from investments with foreign functional currencies. Unrealized gains and losses
from hedges are recognized as part of the currency translation adjustment in other
comprehensive income until the investment is sold.

1AS 39 sets certain conditions for hedge accounting. In particular, the hedging
relationship must be documented in detail and be effective, i. e. the changes in the
fair value of the hedging instrument must be within 80 % to 125 %, both prospec-
tively and retrespectively, of the opposite change in the fair value of the hedged
item. Only the effective portion of a hedge is recognized in accordance with rel-
evant rules for fair value hedges, cash flow hedges and hedges of a net investment
in a foreign operation. The ineffective portion of a hedge is recognized immedi-
ately in the income statement with an effect on incame.

Contracts that were entered into and continue to be held for the purpose of
receipt or delivery of non-financial items in accordance with the company's expect-
ed purchase, sale or usage requirements {own-use conlracts) are not recognized as
derivative financial instruments and are accounted for as pending contracts. Writ-
ten aptions to buy or sell a non-financial item, that can be settled in cash, are not
own-use contracts.

Results of derivative energy trading activities are stated in net amounts.

Contingent labilities. Contingent liabilities are possible obligations to third parties
or present obligations, which are not recognised because it is not probable that
an outflow of economic benefits will be required to settle the abligations or the
amount of which cannot be measured reliably. On principle, contingent liabilities
are not recognized on the balance sheet. The amounts disclosed in the notes
correspand to the exposure at the halance-sheet date.
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Management judgments in the application of accounting policies. Management
judgments are required in the application of accounting policies. In particular, this

pertains to the following items:

»  With regard to certain contracts a decision must be made as to whether they
are to be treated as derivatives or as so-called own-use contracts, and be
accounted for as pending contracts.

= Financial assets must be allocated to the categories “held to maturity invest-
ments”, “loans and receivables”™, "financial assets available for sale”, and
“financial assets at fair value through profit or Joss™.

= With regard to provisions for pensions and similar liabilities, there are various
options for the recognition of actuarial gains and losses.

= With regard to assets held for sale, it must be determined if the assets can be
sold in their current condition and if the sale of such is highly probabie. If that
is the case, the assets and any related liabilities must be reported and meas-
ured as “assets held for sale” or “liabilities held for sale”, respactively.

= RWE Thames Water has capitalized €83 million in planning and construction
expenses under “Property, plant and eguipment” in relation to a planned desal-
ination water treatment plant at Beckton in East London. However, planning
permission for this piant has not been granted following the intervention of
the Mayar of London. RWE Thames Water has appealed this decisicn, on the
grounds that the plant is an essential element in securing adequate supplies of
water to the population of Ltondon. The current pasition reflects the best esti-
mate of the outcame of the appeal. If it emerges at any stage that the current
judgment needs to be revised, then a reappraisal of the amounts capitalized
may become necessary.

The explanation of the accounting policies contains a description of the decisions
taken by the RWE Group with regard to these items.

Management estimates and judgments. Preparation of consolidated financial state-
ments pursuant to IFRS requires assumptions and estimates to be made, which
have an impact on the recognized value of the assets and liabilities carried on the
balance sheet, on income and expenses and on the disclasure of contingent
liabilities.

Among other things, these assumptions and estimates relate to the accounting
and measurement of provisions, whereby the discount rate for pension provisions
and similar obligations is one very important estimate. An increase or decrease of
one percentage point in the discount rate would result in a reduction of €1,510 mil-
lion or an increase of €1,660 million, respectively, in the pension obligations of




the pension plans in Germany. For the group companies in the UK, an increase or
decrease of one percentage point in the discount rate would reduce or increase
pensian obligations by €750 million or €928 million, respectively. An increase or
decrease of one percentage point in the discount rate would result in a €141 mil-
Hon reduction or a €163 millien increase, respectively, in the pension obiigations
of the US group companies. As actuarial gains and losses may only be recognized
if they exceed 10% of the greater of the total pension obligations or the fair value
of the plan assets, changes in the discount rate for the benefit systems in the
RWE Group do not generally have an effect on the catrying amount of the provi-
sions in the following fiscal year.

Above and beyond this, the impairment test far goodwill is also based on certain
key assumptions pertaining to the future. Based on current knowledge, changes in
these key assumptians will not cause the carrying amounts of the cash-generating
units to exceed the recoverable amaounts, and thus lead to an adjustment of the
carrying amounts in the next fiscal year. Due to the planned dispesal of the UK and
North American water business, the valuation of these cash-generating units is
based on market-related data, and changes in such may have an impact on the
carrying amount, In particular, the valuation depends on equity market conditions,
the development of long-term interest rates on the capital market, the develop-
ment of assets subject to regulation and the decisions of the local regulatory
authorities.

Al assumptions and estimates are based an the circumnstances and forecasts pre-
vailing on the balance-sheet date. Furthermore, as of the balance-sheet date realis-
tic assumptions regarding the future development of overall econamic conditions
in the sectors and regions in which the Group conducts aperations are taken into
consideration with regard to the expected future development of business. Actual
amounts may deviate from the estimated amounts due to deviation between the
assumptions and the actual develepment of such overall conditions. In such cases,
the assumptions, and, if necessary. the carrying amounts of the affected assets
and lfabilities are adjusted accordingly.

As of the date of preparation of the consolidated financial statements it is not
presumed that there will be a material change in the assumptions and estimates,
and therefore viewed from the current perspective there is no expectation of mate-
rial adjustment to the carried amounts of the recognized assets and Habilities in
the 2006 fiscal year.
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Changes in accounting policies

The International Accounting Standards Board (IAS8) has appraved a number of
changes to the existing International Financial Accounting Standards {IFRSs} and
adopted several new IFRSs, which became effective as of January 1, 2005. The

RWE Graup is applying the following IFRSs in the reporting period for the first time:

TAS 1 (2003) ~Presentation of Financial Statements”

IAS 2 (2003) “Inventories”

IAS B (2003) "Accounting Policies, Changes in Accounting Estimates and Errors”
IAS 10 {2002) "Events After the Balance-Sheet Date”

IAS 16 (2003) “Property, Plant and Equipment”

IAS 17 {2003) “Leases” :

IAS 21 (2003} “The Effects of Changes in Foreign Exchange Rates”
JAS 24 (2003) "Related Party Disclosuras”

IAS 27 (2003) "Consolidated and Separate Financial Statements”

IAS 28 (2003) "Investments in Associates”

IAS 31 (2003} "Interests in Joint Ventures”

IAS 32 (2003) "Financial Instruments: Disclosure and Presentation”
IAS 33 (2003} “Earnings per Share”

IAS 39 ¢2004) “Financial Instruments: Recognition and Measurement”
TAS 40 (2003) "Investment Property”

IFRS 2 “share-based Payment”

IFRS 4 “Insurance Contracts”

IFRS 5 “Non-current Assets Held for Sale and Discontinued Operations”

IFRIC 2 "Members’ Shares in Co-operative Entities and Similar
Instruments”

SIC-12 (2004} "Consclidation—Specizl Purpose Entities”

First-time application of the aforementioned IFRSs had the following material
effects on the RWE Group's annual financial statements for the peried ended
December 31,2005:
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According to IAS 1 {2003), balance sheets must be classified by maturity. Therefare,
assets and liabilities on the balance sheet of the RWE Group are classified as non-
current or current, Assets and liabilities are classified as current if they are expect-
ed to be realized / settled within twelve months after the balance-sheet date, orif
they can be realized or settled within the narmal eperating cycle.

Investment property is now stated separately from property, plant and equipment
under non-current assets, Investments accounted for using the equity method are
stated separately. Other non-current financial assets largely consist of the remain-
ing other investments and non-current securities.

Loans are stated as current or non-current financial receivables, in line with their
maturities. As a rule, trade accounts receivable and payable are stated as current

items.

Provisions for pensions and similar obligations are stated under non-current liabili-
ties, in line with their nature. All other obligations are stated under current or non-
current liabilities, in line with their maturity,

On principle, deferred taxes are classified on the balance sheet as non-current.
Prepaid expenses and deferred income are no longer stated separately on the
balance sheet. Instead, they are stated under "Other receivables and other assets”™
and "Other liahilities,” respectively.

In the income statement, income from investments accounted for using the equity
methed is stated separately from other income from investments. Financial income

is stated separately from finance costs.

IAS 39 {2004 ) introduces minor changes in hedge accounting. Hedges of unrecog-
nized firm commitments are now generally recognized as fair value hedges instead
of as cash flow hedges. If forecast transactions are hedged and such transactions
Tead to the recagnition of a financial asset or finandial fiability in subsequent peri-
ods, the amounts that were recognized in equity until this point in time must be
recognized in the income statement in the period during which the asset or liabil-
ity affects the income statement. If non-financial assets or liabilities result from
the transactian, the amounts recognized in aquity without an effect on tncome are
included in the initial cost of the asset orliability.
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IAS 39 (2004) has established a firm scope of application for the purchase and
sale of non-financial items. Consequently, contracts that were entered into and
continue to be held for the purpase of receipt or delivery of non-financial items in
accordance with the company's expected purchase, sale or usage reguirements
{own-use contracts) are not under the scope of IAS 39 {2004). Written options to
buy or seli a non-financial item that can be settled in cash are not own-use

contracts.

The first-time application of IAS 39 (2004) led to immaterial changes from the
previous approach. Taking issues of materiality into account, there was no need to
adjust amounts stated for the previous year.

IFRS 5 sets out requirements for the measurement, presentation and disclosure of
certaln non-current assets, asset groups and associated liabilities that have been,
or are intended to be sold (“disposal groups™), as well as operatians that have
been sald or are held for sale {“discontinued operations”}). Assets, and if applica-
ble Kabilities, must be stated separately an the balance sheet as "held for sale”, if
they can be sold in their present condition, and if their sale is highly probable.
Non-current assets and disposal groups classified as held for sale are measured at
the lower of the carrying amount or fair value Jess costs to sell. IFRS 5 stipulates
that additional information on discontinued operations must be included in the
notes. Application of IFRS 5 has caused cartain assets and dispasal groups to be
classified as "held for sale” or as "discontinued operatians”. Related information is
provided in the notes on the scope of consolidation.

Accounting for COz emission allowances. RWE has been subject to the European
emissions trading scheme since January 1, 2005. Companies affected by the
scheme are allocated CO; emission allowances, which must be returned to the
authority in charge within four months from the end of the calendar year in line
with the CO; actually emitted during the year. If actual CO; emissions exceed the
allocation for the year, allowances needed to make up the difference must be
bought.

In the consolidated financial statements, purchased CO; allowances are accounted
fFor as curent intangible assets at cost, while allowances obtained free of charge
are stated at €0. A provision is recognized to cover the obligation to return emis-
sion allowances which is measured at the carrying amount of the capitalized

€0, emission allowances. If a portion of the obligation is not covered by existing
allowances, then the provision for this portion of the obligation is measured at the
market price of the allowances on the cut-off date.
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New accounting policies

The International Accounting Standards Board {IASB) and Internaticnal Financial
Reporting Interpretations Committee (IFRIC) have adopted further standards and
interpretations, which were not yet effective in the 2005 financial year. These
IFRSs can only be applied if they are endorsed by the EU, which is stil} pending in
some cases.

IFRS 6 "Exploraticn for and Evaluation of Mineral Resources” includes rules for
accounting expenses related to the exploration and evaluation of minerals, cil,
natural gas and similar finite resources before their techrological and economic
production can be proven. IFRS 6 does not mandate an accounting policy specific
to exploration and evaluation expenses. Instead, it sets forth the basic conditions
under which the company preparing the accounts selects an accounting method.
Furthermore, IFRS 6 prescribes that impairment tests pursuant to IAS 36 be car-
ried put on exploration and evaluation assets. IFRS 6 becomes effective for the
first time for fiscal years starting on January 1, 2006, or thereafter. First-time appli-
cation of TFRS 6 is not expected to have any material impact on the RWE Group's
consolidated financial statements.

IFRS 7 “Financial Instruments: Disclosures” combines and expands disclosures on
financial instruments previously required under IAS 32 and under IAS 3¢. The
latter was previously only required of banks and similar financial institutions,
IFRS 7 will be effective for all industries in the future. As part of the development
of IFRS 7. IAS 1 was amended to add requirements for disclosures about capital
management. IFRS 7 and the amendment to IAS 1 become effective for the first
time for fiscal years that start on January 1, 2007, or thereafter.

IAS 19 Amendment {2004) "Actuarial Gains and Losses, Group Flans and Disclo-
sures”. By adopting the change to IAS 19 “Employee Benefits” in December 2004,
the TASB intraduced ancother option for treating actuarial gains and losses, also
allowing for them to be accounted for without an effect on the income statement
in the future. In addition, further disclosures an pension commitments will
become necessary in the future. IFRS 19 (2004} becomes effective for the first
time for fiscal years starting on January 1,2006, or thereafter, With exception of
the necessary additional infarmation in the notes, first-time application of the new
version of TAS 19 is not expected to have a material impact on the RWE Group's
consolidated financial statements.
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IFRIC 4 "Determining Whether an Arrangement Contains a Lease” containg crite-
ria for identifying lease elements in arrangements which are not formally referred
to as leases. Contractual elements that meet IFRIC 4 criteria must be accounted
for as leases in accardance with IAS 17. The application of IFRIC 4 becomes effec-
tive for the first time for fiscal years starting on January 1, 20086, or thereafter.
First-time application of this Interpretation is not expected to have any material
impact on the RWE Group's consolidated financial statements.

IFRIC 5 "Righis to Interests Arising from Decommissioning, Restoration and
Environmental Rehabilitation Funds™ governs the recognition and measurement
of claims and obligaticns from funds accrued for the decommissioning of plants
and similar obligations. This Interpretation hecomes effective for the first time for
fiscal years starting on January 1, 2006, or thereafter. No material impact on the
RWE Group’s consolidated financial statements is axpected.

IFRIC 6 “Liabilities Arising from Participating in a Specific Market—Waste Elec-
trical and Electronic Equipment” governs the accounting of provisions related to
disposal liabilities stemming from the European Union’s Directive on Waste Electri-
cal and Electronic Equipment. The application of IFRIC 6 becomes effective for the
first time for fiscal years starting on December 1, 2005, or thereafter. Here again,
no material impact on the RWE Group's consolidated financial statements is
expected.

IFRIC 7 “Applying the Restatement Approach under TAS 28 "Financial Reporting
in Hyperinflationary Economies™™ clarifies certain issues related to the applica-
tion of LAS 29 for cases in which the country, the currency of which is the func-
tional currency of the reporting enterprise, becomes a hyperinflationary country.
The application of IFRIC 7 becomes effective for the first time for fiscal years
starting on March 1,2006, or thereafter. First-time application of IFRIC 7 is not
expected to have any material impact on the RWE Group’s consolidated financial

statements.

Additional amendments to IAS 39 were also adopted by the IASB, which become
effective for the first time for fiscal years starting an January 1, 2006, or thereafter.
These amendments relate to the option to classify financial instruments as “finan-
cial assets or financial liabilities recognized at fair vatue through profit and loss.”
to the recognition of ¢cash flow hedges for hedging currency risks assoctated with
forecast transactions that have a high probability of occurrence within a group,
and 1o the recognition of financial warranties issued, which will fali under the
scope of IAS 39 in the future.
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Notes to the Income Statement

(1) Revenue (including natural gas tax/ electricity tax)

Revenue is recorded when the risk stemming fram a delivery or service has been
transferred to the customer. This does not apply to contract revenue recognized
under the percentage of completion method for customer-specific construction

contracts.

To improve the presentation of the business development, revenue generated by
energy trading operations is stated as net figures. This means that revenue only
reflects realized gross margins. By contrast, electricity, gas, coal and oil transac
tions that are subject to physicai settlement are stated as gross figures. Energy
trading revenue is generated by RWE Trading. In fiscal 2005, gross revenue
{(including energy trading) amcunted to €59,403 million (previous year:
€58,060 million}.

The segment reporting on pages 157 to 160 contains a breakdown of revenue
{including natural gas tax/electricity tax) by division and geagraphical region.
Of the €41,819 million in revenue (previous year: €42,137 million), €10 million
(previcus year: €327 millien) are attributable to revenue from customer-specific
construction contracts. Deconsolidations and first-time canselidations reduced
revenue by a net €3,994 millien.

Natural gas tax/ electricity tax are the taxes paid directly by Group companies.

{(2) Other operating income

€ million 2005 2004
Release of provisions 738 L 1,508
Disposal of non-current assets including incame from decansolidation 344 543
_EJTSFOSBI and write-back of current assets excluding marre?a_b]e securiﬁ; —1 74 68
et e mmerts Ty
S S 74
Costdlecations /refunds 129 59
wmadtene o 5w
Compensation for damage /insurance benefts 59 33
Miscel!an:eous - 7 7 S 528 7 564

2437 3,260
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Incame from the disposal of non-current financial assets and loans is disclosed
under income from investments if it relates to investments; otherwise it is record-
ed as part of the financial result as is the income from the disposal of current mar-

ketable securities.

In addition to curreacy gains, there are alse currency losses which are disclosed
under ather operating expenses.

Miscellaneous other operating income includes €39 million in income from the
disposal of assets held for sale.

A decrease of €369 millian in other operating income is attributable to changes
in the scope of consolidation.

(3) Cost of materials

€ nmlion 2005 2004
Cosl of raw materials and af goods for resale 20,077 17,734
Cast of purchased services 4,423 5,241

24,500 22,975

The cost of raw materials used also contains expenses for the use and disposal of
spent nuclear fuel assemblies as well as €103 millien (previous year: €65 millien)
in taxes paid for RWE Dea's foreign production companies.

A tatal of €£17.584 million in material costs {previous year: £15,923 million) was
netted out against energy trading revenue. A decrease of €1,832 million in cost of
materials is attributable to changes in the scope of consclidatian.

(4) Staff costs
€ mullign 2005 2004
Wages and salaries 4,252 4,886
Cost of sacial sequrity, pensians and other benefits 1.118 1.236

5,370 6,122
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The cast of pensien benefits is €351 million (previous year: €305 millian); this
figure consists mainly of €301 million in current service costs (previous year:
€216 million). In addition ta this, amartization of past service costs amounted
to €0 million {previous year: €46 million) and recagnized actuarial losses to
€23 million (previous year: €0 million).

Converted to full time equivalents, the RWE Group's average personnel headcount
totalled 86.426 (previous year: 106,138). One full time equivalent is equal to a
full-time position, whereas part-time and fixed-term employees are included an

a prorated basis in accordance with the extent of their part-time work ar their
duration of employment. In addition, the Group employed 2,842 trainees (previ-
ous year: 3,554).

A decrease of €1,094 million in staff costs is attributable to changes in the scope
of consolidation.

(5) Depreciation, amortization, and impairment losses

Depreciation on property, plant and equipment amounted to €2,423 million {pre-
vious year: €2,661 millicn) and to €28 million {previous year: €49 million) on
investment property. Intangible assets were written-down by €1,311 million {pre-
vious year: €1,055 million}, of which €328 million (previgus year: €330 million}
was related to customer relationships capitalized in connection with acguisitions
made in prior financial years.

Impairment losses were also recognized in the reporting period. These impairment
losses amounted to €46 million (previous year: €80 million} on property, plant and
equipment, and to €11 millien (previous year: €27 miikon) on investment property.
Impairment losses of €0 millien (previous year: €41 million} were recorded on
intangible assets (exciuding goodwill), while €314 milfian in impairment losses on
goodwill were recognized in the year under review {previous year: €492 million).

A reduction of €568 million in depreciation, amortization and impairment losses
resulted from changes in the scope of consolidation.
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(6) Other operating expenses

€ million 2005 2004
Concessions, Ticenses and cther contractual abhg.mons 584 577
Dusposal of non-cﬁrr‘entassets. T 7 )
including expenses from deconsclidation 109 223
Additions to provisions. S - 332 - - 48-2.
D1spu;ai ;rcu;entiaissels and de-c;ases_;n ;alues exch;;h;*.é lnverE:;;-s T
and marketable securities 232 304
“Derivative financial nstruments w3 1a0
Maintenance and renewal ohhgahons - T T 4867 7 559
l'nsura:r;cle C;r;r'nlssmns fre1ght‘ ;n;i;;;lar—d1_str1_l::zn;c;;;—_- T 331_ - 453
Lease pé;n;;;is forplant and gnds as-we!l ;smr:r;;_ T T 3—5—3 o 392 7
Advertsing T T T s e
Currenty |usses . o T 276 ) 2-90-
Other taxes, primarily on property 7 i . N 118 114
I;ostage a-r-\d muﬁetar.):..transactiaﬁs” T . N 124 - 181 -
Struclural and adaplahon measures 122 347
c.eneral admmlslranon o I 256“ 7412_
Legal and ather consuhmg and data pror_essmg sennces 475 . 453
Miscellaneous T T 581‘ A 77955‘
4,879 6,054

Amongst other items, miscellaneous other operating expenses include fees and
membership dues amgunting to €103 miilion (previeus year: €106 million}.

A decrease of €882 million in other bpefating expenses is attributable to changes
in the scope of consolidation.

(7) Income from investments

Income fraom investments includes all income and expenses which have arisen in

relation to operating investments. It is comprised of income from investments
accounted far using the equity method and other income from investments.




Crnlhion 2005 2004
Income from investments accounted fat using the equity method 557 298
——Ewhrch amartization and impairment losses on investments accounted -
for using the equny methnd {22) {-}
ln(ome from nos- (onsohdated sﬁl;;dxar;e-si N 10 -16_
D{whwch amortization and;;i:‘a;l;\_e_n_l-?;sﬁsés on T B T
non{Unsolldated subsidianies fa) (15)
Incame from ather mvestmenﬁtsr“_mm—._.u&m S ) gl; o w_"pﬁ-
nf whrch :rnpaumenf-ufs}\_aresm other investments T (—{1-]————-(—8}—
Income from the disposal ofinvestmenss 202 283
Exper;s %:n-lh-e dlsposal of investments T —39_ _mmm-;
Tncame frurn ]oans to mvewsrtmﬁe;t-s“_h_“ T 59 ‘ o .—3.;-
Expenses fmm laans tmrwes\mem; T T .62 ) 7-
- Cther T o . __-;
Gther income from investments 210 548
767 846

Income from investments includes impairment losses on other financial assets in
the amount of £17 million (previous year: €23 million) and impairment losses on

foans to investments amaunting to €62 millian {previous year: €1 million).

Changes in the scepe of consolidation increasad income from investments by

€28 million.

(8) Financial result

€ mithon 2005 2004
Interest and similar i incame _ Leog 1 11?
Other fingncial income T e sz
Finandal income 2,305 1,955
Interest 2nd similar expenses 2,193 2_2_41

narest acartan o o
mesmn-s fo;pensm_ns—.a-l:ld similar obligations T 528 N - 557

. PmAwsxons }or HL;{?E'BI:WBSEE management as w_eii‘as to mmlr;rghpmwsw-n's. R u567 n 7”'5‘;9ﬂ
Uther provisians o 143 o 211
Olher hnaacvézosls ST ) ) 559 - 866
Finance casts 3,950 4,440
-1,685 -2,485

The financial result breaks down into net interest, interest accretion to provisiens

and other financial income and other finance costs.
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Net interest includes interest income from all interest-bearing securities and loans,
expenses and income relating to marketable securities and all interest expenses.
Net interest also includes shares in profit and dividends from non-current and cur-

rent marketable securities.

£ milhien 2005 2004
Interest and similar in¢ome 1,208 L7
I;tre;est a"r;aAsirn.ﬂsr“e‘x;Jense-s- ) T T 2,193 ) 72.2;1'
Net interest -985 -1,130

Interest accretion to provisions contains the reversal allocable to the current year
of the discounting of nen-current provisions from the annual update of the present

value calculation.

The financial result also contains all other financial income and finance casts which
cannot be allocated to net interest or to interest accretion to provisions. Among
other things, other financial income includes €842 million in gains realized from
the disposal of marketable securities (previous year: €155 million}. Other finance
costs include write-backs of markatable securities due to their increased fair values
in the amount of €3 million {previous year: €41 million) and €189 million {previ-
ous year: £201 million} in realized losses from the disposal of marketable securities.

Changes in the scope of consolidation improved the financial result by €81 million.

(9) Taxes on income

£ mitlion 2005 2004
Current taxes on incame 1,073 1,039
Deferred taxes - o ) 148 432

1,221 1,521

Current taxes on inceme contain €78 million in net tax income {previous year:
expenses of €85 million) relating to prior periods.

Changes in tax rates led to a deferred tax income of €8 million {previous year:
€6 million). German deferred taxes are cafculated using a tax rate of 39.40% (pre-
vious year: 35.28 %). The increase in the tax rate stems from a change in the
municipality multiplier for trade taxes in Germany.




Due to the utilzation of tax loss carryforwards unrecognized in pricr years, current
taxes on incame were reduced by €190 million {previous year: €112 million).
Deferred tax expenses decreased by €240 million {previous year: €1 million), due
to previously unrecaognized tax loss carryforwards that are to be reassessed.

The income tax expense is derived from the theoretical tax expense. A tax rate of
3940% [previous year: 39.28%) was applied to income from continuing opera-

tions before taxes.

€ millien 2005 2004
income from continuing operations hefore tax 3,828 3,935
Theoretical tax expense 1,508 1,546
D\Heter\ces frcm (ure'.gﬂ tax rates -104 78
l Tax effects o S T
) Tax-tree domesuc dlwdend mcom; T T —56 _A_—-—ZZ—_
“Tax-free fnrex_g;-cﬂ;de—n-d mclr;n;“w T “—25 _~—-—;_
Other taree income s a2
Expenses nat deductlble for tax purposes ) 102 102
7Amomzahon of goudwﬂl from capital cansohdauun ST 321 7 ;93 -
Accounting for associates using the eqmty methad a ) -
(mcludmg amortlzatlan of assuc!ales geodwill) -105 -10
Capltahzanon of defened taxes on ununhza-i:-ie loﬁssi ;arryforv;;lrds ) I
and/ or utilizaticn af unrecognized loss carryforwards and write-downs
on Toss carryforwards ~309 -6
’ llncun;; ;n ;hﬁe ;1—5;:-;53\ of mv;;m;;‘:_'i.s_ -190 -99
E;h;rﬂ T e il4 o -28
Effective tax expense 1,221 1,521
Effective tax rate in % 119 337
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Development  (ancessions, Custemer  Goodwill Prepay- Tetal
costs  patentrights,  refationships ments
licenses and and similar
€ miltion similar rights assets
Cost
Balance at 01101/05 117 1,958 2,906 14,873 135 19,989
Addmans/dlsposals du;{c;;ha;ges in the smpe o[cnnsoilaanon T __—“—2_03." o v:-_ U se2 3 763
Additons o 161 T a 23 256
Transfe:s - - 18 -14 4
Currency Iransla;u.n—a_ci;‘fus-tn{er.‘lls - ‘ 4 - EL 7 84 7 Tll; o 3‘7 ) 331
Disposals 1 427 1 429
Balancema-i-ll‘/il/(JS 191 o 1,537 ) _2.990 15,021 149 ) 19 SBB
Accumulated deprediation / amortization / impairment losses
Balance at 01/01/05 61 1,167 549 494 2.271
Adc-hl:wns/drs;:—o_s_a!s du; ta changes in the scope of consolrdahon o m-‘l“_ T —90 B B -54-19 ) h :640
Depreclanun /amornzanoni lmpazrmem Insses in the repamng permd 30 139 32i! 814 1,311
Tranglers - " a c
Currenr.y transla!mn ad]ustmenrs ' T o 2 - - 7 ) 15. 93 117
Oosposals 3
e e et e e+ e e e e o - — 5
Baiante at 12/31/05 S T 91 833 . ?95 a ‘ESAZ_ o —-2.;:—':'_3"
Carrying amounts
Balance at 12/31/05 160 699 2,098 14,169 149 17,215
Cost
Balance at 01/01/04 193 2.251 2,905 18,097 150 23 596
‘Additons  disposals due 1o changes in the scope of consalidation -85 9 T2 Tass 2 -aa0
“Additions o e T s s
Transfers e F 1 12
Eu‘rr‘en(y translatmn adjuslmer;\s o o o -3 ) -1;- -1 ) -19§ 7 -é ) —218“
Dtsposals 7 72 483 2,167 10 2. 562
Balanceat12f31!04 o o h 7 117 o .].,9:’)8 - 2,906 . 14573 o 135 719 989
Accumulated depreciation / amortization / impairment lasses
Balance at (1/01/04 63 1,441 230 2,439 4,178
Addmons_/;s;nsals due to changesln :he smpe of tor;ul_lc_i;_hon o 32- - ) _-»?:0 o 41 ) —29-3_' I _—_3—2—4-
Deprmahon/amormahon/lmpa}rmenl losses I o T o
in the reporfing period [ 227 330 492 1,055
Transfers ) - T o 1 o o 7“1*
Cumency tranlationadiustments a2 a2 w1
Citpasals T o T “[i___" o “ﬁ()“ S 2 165 T ~—;g4g-
witebacks o T
Balance at 12/31;’04 h 61 1,167 549 . 494 ) 2,271
Carrying amounts
Balance at 12/31/04 56 791 2.357 14,379 135 17,718

2 Neghgible amount.




In the reporting pericd, a total of €55 million (previous year: €114 million) was
spent on research and development. Development costs of €72 million {previous

year: €14 million) were capitalized.

Goodw!ll was allocated to cash-generating units at the segment level ot at a level
beneath the segment level to perferm impairments tests. The carrying amounts of
goodwill allocated to segments hreak down as follows: '

€ million 12/31/05  12/31/04
RWE Power 963 956

of which: RWE Trading S T (a4 (aa2y
RWEgnergy i 37901 3675
RWE npower ST T T T s s
RWE Thalﬁes Water i ) S.O?V'BW 7 5514

of which: Narth America ' o (2.221)  (2.613)
- e e B BEY,

14,169 14,379

In fiscal 2005 impairment losses of €814 million were recognized on gaodwill, of
which €759 millien was related to the cash-generating unit Thames Water North
America and €55 million was related to the Group’s international water activities,
In the previous year, an impairment loss on goodwill in the amount of €492 mii-
lion was recognized. The carrying amount of goodwill increased by €617 million
due to currency effects.

Due to revised growth projections in the regulated business and in particular in
the nan-requlated business, which resulted in adjustment of the medium-term
budget, in the fourth quarter of 2005 RWE performed another impairment test
an the goodwill recognized for the cash-generating unit RWE Thames Water North
America. This impairment test, performed on the basis of fair value less costs to
sell, resuited in the recognition of an impairment loss of €759 million on the
cash-generating unit's goodwill. Other assets were not affected by changes in
valuation. The fair value less costs to sell was determined an the basis of an enter-
prise valuation model using the discounted cash ow method and reviewed using
vajuation methods [multiples) which reflect market prices. The discount rate used
was 5.64 %.

The impairment test involves determining the recaverable amount of the cash-
generating units, which corresponds to the fair value less costs to sell or the value
in use. The fair value reflects the best estimate of the sum that an independent
third party would pay to purchase the cash-generating units as of the balance-
sheet date; selling costs are deducted. Value in use is the present value of the
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future cash flows expected to be derived from a cash-generating unit. Fair value
and value in use are determined on the basis of an enterprise valuation model,
whereby the fair value is assessed from an external perspective and the value in
use from a company-internal perspective. Fair values and values in use are deter-
mined based on cash flow budgets, which are based on the medium-term budget
for a periad of five years, which has been approved by the Executive Board and
which is valid when the impairment test is performed. These budgets are based on
past experience as well as on future expected market trends.

The medium-term budget is based on the general economic data derived from
macroeconomic and financial studies and makes assumptions primarily on the
development of grass domestic product, consumer prices, interest rates and nomi-
nal wages.

The main assumptions underlying the budgets for the divisions active on Europe’s
electricity and gas markets—RWE Power, RWE Energy and RWE npower—are the
premises relating to the development of world market prices for crude oil, natural
gas and coal, wholesale and retail electricity and gas prices as well as to the devel
opment of market shares and regulatory framewark conditions.

Basic cenditions established by regulatery authorities constitute a further key

assumption underlying the budget for RWE Thames Water, which is predominantly
active in regulated markets. These conditions determine end consumer prices, the
budget of capital expenditure and the return achievable in the corresponding reg-

ulatory period.

Discount rates are determined on the basis of market data. For the cash-generat-
ing units these rates are between 5.5% and 6.9 % (previous year: 5,8% to 7.3 %)
after tax and between 7.5% and 10.5 % (previous year: 7.5% to 11.0%) before tax.

RWE extrapolates future cash flows going beyond the detailed budget horizan
based on constant growth rates of 0.0% to 1.0%, which are derived from past
experience and future expectations for each division, and none of which exceed
the avarage growth rates of the markets on which the companies are active.
Growth rates are determined subtracting the capital expenditure required to

achieve them.




{11) Property, plant and equipment

tand, find Technical — Ofher equip- Prepay- Plants Tatal
rights and plant and  ment, faciory ments  under con-
buildings incl.  machinery and office ta othet stiuction
huildings on e upment enter-
third-party prises
€ millian land
Cost
Ealance a GI/DI/DS 12, ?93 71,426 3,428 95 1,034 38,776
Addmans."duposais due 1o change—s in the scope nf cnnmhdamn —i 452 o —26?-& o .—in.-i‘{a T -T o —_13:?— - k—iz—gﬁga_
Addmons T &‘0_ o 2 295 T ZA‘ITI? a 16 620 3,869
Transfe:s -—39 7 333 - —275 -li —j2.9- “—7-1
) al-r:ency translanan ad]ustments -2‘9;.8& N E_ggl T 5_?_- T D T i? o 1;"!{
Disposals 132 1,088 o, s 1483
Balance at lZBUUS _ 12 158 - 742817 a _—5338—— ) éiﬁiv .1,183 - 9707(;51
Accumulated depreciation / amortization / impairment losses
Balance at 01/01/405 5.060 46,518 2,668 12 54,258
Tﬁ‘_ci-&{tlonsfdlSplusals due to changesm !he scupe of car;sgl_lzi—at-mn ) --678 -464 - -868 T 7:2_ B _-531-2—
Depreﬂatwn/amcltlzatlon/lmpalrmemIcsses T i ) T
in the reporting period 487 1,644 178 0 114 2,423
Tansters 25 a4 T )
Currency translatlon ad;uslmems ’ 124 h 415 2-6 N 565
Disposals Ty 951 a7 i
Wme backs - 7 T ” 7 9‘ o 72 o R Aﬁll
Batance 3t 12/31/05 4899 47,154 1.802 8 17 sigrz
Carrying amounts
Balance at 12/31/405 7,259 27,127 536 96 1,071 316,089
Cost
Balance at 01/01/04 13 488 _71',482 4,326 73 890 20,259
Addmunsidlspnsals due tu changes in the scope. of consahdahon 792 ﬁ—li?3 o -Bié o 1— T -7B i —3.6;8
.&d—m_uons T o ;2% o 2,016 2;;“ 26 615 3,322
Tansters ' ' R T T S Sy
Comency tnsation adustments i a1 w T e e
Dlspcsals " 2217‘ o 8:1(_) o '316 o ”;." ) 7;26" l:4-04_
Em.;l;x.ce at Ez_f;l_,"nd - a v o 1;.’79; 71,426 3,428 95 1.034 88.?7.’.6_
Accumuylated depreciation / amortization !impai}menl fosses
Balance at Ulf(Jl!D4 5,158 46,049 3,365 12 54,584
Addmons/ dasposals due lo ch_anges in the scope uf consolldaﬁo-n_-- o :16717“-_-6_6i—_ o :?32 T -6 ~1,860
Deprec:auun:’amornzanun /1rnpa|rment losses ST e
in the reparting periad 537 1,819 298 7 2,661
Tansfers o 23 9 6 B 8
_CEe"r;E;Yr‘a;;ﬁtmn ad]usl_rl-ﬂents- T o 22 -22 -1 ) —23
Disposals iZS ) -6_?4 h o 1 090 A
Writebacks D B 6
Balance‘.;t“lz;'Blf‘Od 7 5060 ) -;06 513 o 12 7 54,253-
Carrying amounts T
Batance at 12/31/04 7,733 24,908 760 95 1,022 34,518

L Negligible amounr,
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€556 million (previous year: €0 million} of the additions / disposals due to
changes in the scope of consolidation result from the reclassification of assets held

for sale.

Property, plant and equipment are subject to restrictions in the amaount of

€160 million {previous year: €278 million} in the form of land charges and chattel
mortgages. Of the carrying amount of property, plant and equipment, €52 million
{previous year: €519 million) is attributable to assets leased under finance leases.
These assets are principally comprisad of technical plant and equipment amount-
ing to £33 million (previous year: €508 million). Disposal of property. plant and
equipment resulted from the sale and decommissioning of plants.

(12} Investment property

€ miltion € miflion
Cost Cost
Balance 21 01/01/05 884 Balance at 01/01/04 872
:E;;on;} d:;;;;;s-duevtoic‘hanges in the scope_r.)f consolldahon 216 _Addmons_;dl—spt_};is due to (hanges in the scape ;)f cnnsoltdahon B 1
Aagtl;;ns o ”3 Additions 6
Tanstes T e messks 39
Currency tran;lgm;nrad_]uslmems o T ;. C..;r—e_n:y 1r;',.|n_sla.t-1Aon adjustments 3 ’
D'ispu;;'l;“ o o I ilZ i Disposals T T A__m;?ﬁ
Baanceat1z/alies B2 Balnceat12/31/04 T
Accumulated depreciation / amertization / impairment losses Accumolated depreciation / amortization / impairment losses
Balance at £1/01/05 377 Balance at 01/01/04 33?
Kd;i:;;ﬁsimsposﬂ-s dué m‘ :hang—esrm the scope oi consnlsd—anan ) -9 mﬁ:&;ﬁons/ dl;;;-ngél;-due t;: ;r;r\_g_f.;s in the—smpe of consohdahon h -1 7
Deprenanon{anwm;a‘t.lnn.l’lmpaumem Josses in lhe o Deprec—l—a.h—o'n!amomzannnflmpaument losses in the N
reporting period 28 reporting periad 43
TransFe_rr__m ST e e “567 vTransfers R S - ' 8
Currency translamn ad;ustments 7 : Cunency translatmn ad)ustments o
Dlsposafs 7 51 Disposals 18
Wnte—backs 7 - ~ ‘ 14 ‘ erte—hack;s o 7 7
Ba1ance at 12.’31.-’05 ST T 7 B -3.5.‘.. -Ealance at 1—2_."_5}:4'114 S T 3?7
Carrying amounts Carrying amaunts
Balance at 12/31/05 476 Balance at 12/31/04 507

= Negligible amaunt.

As of December 31, 2005, the fair value of investment property amounted to

€642 million (previous year: £715 million}. The fair value of investment praperty

is determined using internationally accepted valuation methods such as the dis-
counted cash flow method ar is derived from the current market prices of comparas-
ble real estate. €115 million of the fair value (previous year: €111 million) is based
an a valuation made by independent appraisers. Rental incame generated in the
reporting period amounted to €53 million (previous year: €66 million}. Direct

opefating expenses totaled €20 million (previous year: €27 million).
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(13) Investments accounted for using the equity method

The following summaries present the key items fram the batance sheets and
income statements of companies accounted for using the equity method:

£ million 12/31/05
Equity
Asséls 7 o 17,5-62
liabilites o ses
6,017
Adjustment to RWE intesest and equity methed -3,400
Investments accounted for using the equity mathod 2,617
€ millien 2005
Revenue 11,901
1;,-“,;:_ e e e e e 341
.Ad]:us.tment -tu RWE interest and equity method ST - - -2;3;1
Income from investmentis accounted for using the equity methad 357

The fair value of investments accounted for using the equity method, as far as
quoted market prices exist, amounted to €4 million as of December 31,2005 (pre-

vious year: €4 million).

(14) Other non-current financial assets

€ million 12/31/05 12/31/04
Nan-consolidated subsidiaries 189 239
Otherinvestments T e ses
“Non-current securities a T 1012 1036

1,842 1,939

Neon-current securities primarily cansist of fixed-interest marketable securities and
shares of public companies. They are not subject to any restrictions on disposal.
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(15) Financial receivables

12/31/05 12/31/04

€ miilien Nan-current Corrent  Non-turrent Currant
Loans te non-consolidated subsidiaries
and iavestments 1,008 44 971 9
Collterals for trading activiies 2887 a7
Deferred interest o T s
Other financial receivables a2 a8 330 a3

1,500 3,155 1,301 1,102

(16) Other receivables and other assets

12/31/05 12/31/04

£ milfion --Nur;—;::;;ei;tﬁh . Eurrernt _-N_un-c_l:rTe;_ Current
Derivatives 6,211 9,544 2,930 3,007
Pension plan assets o ' 529
‘Prep-aymenls fér-il;ns-o_t-l-w;ar t—ha; mve“;)_ri;; . ) 265 ) 2?8
Accounts receivable from investment grants o -
and subsidies 10 9 14
“P-r-;:-p-a_i(_i_;xpenses T ) 262 o --—-—‘------u——‘i]é——
VMisicell;neous ntﬁ;zr-.a‘s..setns T Su o 1.033 o 47 .942

6,815 11,112 3,515 4,550

Changes in the scope of consolidation reduced other receivables and other assets
by €119 million.

Other receivables and other assets are measured at amortized cost, which essen-
tially corresponds to their fair value, Derivative financial instruments are stated at

fair value.

toans had interest rates of up to 5% (previous year: 3% to 11%]).

(17) Deferred taxes

The deferred tax assets of €3,790 million (previous year: €3,243 million} and deferred
tax liabilities of €4,873 million, {previous year: €4,134 million) principally relate to
measurement differences to the tax bases. €2,882 million and €3,138 million of the
total amount of gross deferred tax assets and liabilities, respectively, will be realized

within twelve menths.




The following is 3 breakdown of deferred tax assets and liabilities by item:

12/31/05 12/31/04

Deferred Deferred Deferred Defarred
tax assets  tax labil- tax assels tax tiabil-

€ mithon tigs ties
Non-curcent assets 802 5,297 769 4,257
117 2.503 81 1,087

Current assets

Exceptional tax items

: 510 514
Non-current liabilities

Provisions for pensions 1.407 72
Other non-current provisions 2 T80 2643 al0
Comentlabiltes 635 S04 125
9,299 5,404 6.465

Tax loss carryforwards 430 170
Gross total 8,216 9,299 5,574 6,465
Netting -4,426 -4.426 -2,331 -2,131
Net total 3,790 4,873 3,243 4,134

Deferred tax assets and deferred tax liabilities were netted out against each other
for each company and/ or tax group.

Total deferred tax assets include the follewing capitalized tax reduction claims
which result from the expected utilization of previcusly unused tax loss carryfor-
wards in subsequent years:

€ millien 12/31/05 12/31/04
Corporate income tax {or comparable forgign income tax) le4 166
Thadetax T e T T T Ty
430 170

The realization of these tax carryforwards is guaranteed with sufficient certainty.
There are €681 million in corporate income tax loss carryforwards and €928 mil-
lion in trade tax loss carryforwards far which no deferred tax claims have been
recognized (previous year: €1,527 miliion and €3,816 million, respectively).

As of December 31,2005, the balance of corporate incame tax reductions and
increases related to future dishursements amounted to €740 million (previous
year: €699 million}. These corporate income tax reductions and increases can
occur or be utilized by 2019, According to the German Tax Benefit Reduction Act,
corporate income tax credits based on profit distributions can be utilized again

from January 1, 2006 onwards.

Fareign tax loss carryforwards can be used for an unlimited period.
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In the year under review, €172 million in deferred taxes (previous year: €33 mil-
lion) arising from the translation of fareign financial statements and €242 million
(previous year: €78 miliian) from vaiuations without an effect on income were

offset against equity.

(18) Inventories

€ miilian 12/11/05 12/31/04
Raw materials, incl. nuclear fuel assemblies and earth excavated
far lignite mining 1,143 . 1_2415
Workin progeess -goods 123 111
Workin progress-services 183 229
Finished goods and goods forresale 73 386
Prepoyments I PR £
2,257 2,043

Changes in the scope of consolidation resulted in a decrease of €173 million in

inventories.

Inventaries are not subject to any restrictions on disposal and there are no further
obligations.

(19) Trade accounts receivable

A decrease of €466 million in trade accounts receivables is attributable to changes
in the scope of consolidation.

Trade accounts receivable from associates totaled €308 million (previous year:
€333 million).

Expenses and profit contributions from customer-specific censtruction contracts
totalling €269 million {previous year: €881 million) were capitalized. Prepayments
in the amount of €257 million (previous year: €813 million) were deducted from
this.

(20) Marketable securities

Current marketable securities amaunt ta €10,344 (previous year: €11,013 million),
cansisting of fixed-interest marketable securities of €7,770 million with a term of
mare than three months from the date of acquisition, and stocks and profit-partici-
pation certificates of €2,574 million. Marketable securities are stated at fair value.
As of December 31, 2005, the average return obtainable on fixed-interest bonds

was 3.7 % (previous year: 3.6 %).




{21) Cash and cash equivalents

€ miltien 12/31/05 12131v04
“Cash o i 1313 1354

Marketable securities and oi?;er cash inueslmem.s . o
(maturity three months of less lrom the date of acguisitian} 118 172
1,431 1,526

Demand deposits are anly kept for short-term cash positions at banks with cut-
standing creditworthiness. As in the previous year, interest rates are maintained at
interbank levels.

(22) Equity
A breakdawn of equity is shown on page 97.

Subscribed capital breaks down as follows;

12/31/05 12/31/04 12/31/058 12/31/04

Number of Number of

shares shares
‘co0 % ‘040 % € million € miillion
{ommon shares 523,405 93.1 523,405 93.1 1,340 1,340
Preferred shares 39,000 6.9 39,000 6.9 100 1po
562,405 100.0 562,405 100.0 1,440 1,440

Common and preferred shares are no-par value bearer share certificates.

Contingent capital of €51,200,000 {previous year: €51,200,000) is available to
offer subscription rights ta common shares in the name of the beaser. The sub-
scription rights were granted to members of the Executive Board as well as to
other executives of RWE AG and subordinate affiliates.

Pursuant to the resclution passed by the Annual General Meeting on April 14, 2005,
the Executive Board was authorized to purchase shares of any class in RWE, totalling
up ta 10% of the company’s share capital until October 13, 2006.

Accumulated other comprehensive income reflects changes in the fair values of
“financial instruments available for sale” and of cash flow hedges as well as such
stemming fram currency translation adjustments fram foreign financial statements.
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In the year under review, -€ 60 million in changes in the fair values of cash flow
hedges {previous year: €406 million) and €431 million in "financial instruments
availabie for sale” {previous year: €406 million) were disclosed under accumulated
other comprehensive income without an effect on income. In the reporting period,
€90 mitlion in cash flow hedges were realized as expenses (previaus year: income
of €34 millien) and €571 million in “financial instruments available far sale” were
realized as income {previous year: income of €199 million}.

Dividend proposal. We propose to the Annual General Meeting that RWE AG's dis-
tributable profit for fiscal 2005 be appropriated as follows:

Distribution of a dividend of €1.75 per individual share certificate on the dividend-

bearing

capital stock of €1.439,756,800.00: €984,208,750.00
Profit carryforward: £71,07747
Distributable profit: €984,279,827.47

Minecrity interest. The share ownership of third parties in group entities is presented
in this item. In particular, significant minority interests are held in the Hungarian-
based power utilities, and enviaM, in the RWE Thames Water division and the
Czech gas companies. )

(23) Share-based payment

In the year under review, the groupwide share-based payment systems for
executives of RWE AG and subordinate affiliates consisted of the follawing: the
Executive Stock Option Plan (AQP-F), the Long-Term Incentive Plan (LTIP) and the
new long-term incentive plan ‘Beat’. If the persons holding steck aptions are not
employed by RWE AG, the expenses associated with the exercise of the options
are borne by the respective Group company.




AQP-F! ) LTIP?
2001 tranche 20014 tranche 2002 tranche 2003 tranche 2004 tranche
Grant date 03 /15701 08/02/01 09/20/02 07/01/03 05/25/04
Number of options granted  5.222.300 5262300 5950350 6677450 T
Yem 7 syews  Syers 5 years Syeas ' Syers

Vesting conditions

Exercise price

Form of settlement

1 Executive Stock Optian Plan.
2 Long-Term Incentive Plan.

Three-year waiting period, the quoted mar-
ket price of the camman share—calculated
on the basis of the total return approach—
must increase prior to the excercise date by
at least 6% annually an average and may
not tiail the Dow Jones STOXX share index
by more than ten percentage points over the
same period

Faur-week exercise periods, starting on the
21 trading day follewing the publication
of the revenue and earnings figures for the
completed fiscal year and of the semi-
annual results

The exercise price equals the quoted mar-
ket price of the comman share oo the first
trading day 2ftes expiry of the relevant ex-
ercise period, minus a performance-related
markdown. The markdown is limited to 40
percentage points.

Shares fram contingent capital, existing
common shares of cash settlement amount-
ing ta the difference between the share
price upan exercise and the exercise price
{at the discretion of RWE AG)

Two-year waiting period; the commen share price must have
risen by at teast 10 % prior to the exercise date and must
have outperformed the Dow Janes STOXX Utilities Price
Index on ten consecutive days in the same periad (this last
condition dees nat apply if the common share price increases
by at least 20 %}

Upon achievement of the above performance targets, the
options can be exercised on 3 daily basis following expira-
tion ot the waiting period, with the exceptien of shart
hiocking periads prior to the publication of carparate data.
The number of options which may be exercised depends on
the increase in tha price of the common share compared to
the exercise price détermined when the optians are granted.
In the event of a 20% increase all of the options can be
exercised; for a 15 % or 10 % increase, 60 % or 25% of the
options can be exercised, respactively.
€26.37

- €3545

€34.24

Cash settlement amaunting to the difference between the
share price upon exercise and the exercise price or provision
of common shares (at the discretion of RWE AG). Settlement
is limited ta 50 % of the exercise price.

During the reparting period, a new long-term incentive plan {'Beat’) for execu-

tives was introduced, in-order to create a uniform, international framework for

Tong-term compensation within the RWE Group:

13%
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Beat

Crant date a1/01/05

Nurﬁberof-éc;ndiﬁnnally-r - T -

granted performance shares 2,551,800

TN S e 3‘y;arrs U

Term

Pay-out canditions

Automatic pay-out if following a waiting period of three years an outperformance of at least 25 % compared %o the
Dow Jones STOXX Utilities Index peer group has been achieved, measured in terms of their index weighting as of the
inception of the programme. Measurement of autperformance is carriad out using Total Sharehofder Return (TSR),
which cavers both the development of the share price and reinvested dividends.

Determination of payment

Change in
carperate centrol /merger

Form of settlement

1. Determination of the index weighting of the peer group companies which exhitit a lower TSR than RWE at the
end of the term

2. Performance factor is calculated by squaring this percentage rate and multiplying it by 1.25

3. Total number of performance shares applicable is caleulated by multiplying the pesformance shares congitionally
granted by the performance factor

4, Payment correspands to the final number of performance shares valued at the average RWE share price during
the last 20 trading days prior to expiration of the programme {with a ceiling of three limes the vaiue of the
performance shares as of the grant date)

= If during the waiting period there is 3 change in corporate control, a compensation payment amaunting to the
praduc! of the price paid during acquisition of the RWE shares and the finai aumber of perfarmance shares shall
be granted. The latter shall be determined as per the requiations of the scheme with regard to the time when
the bid for corparate controlis submitted.

» Inthe event of merger with another company, tompensation shafl be caleulated on the basis of the expected
value of the perfarmance shares at the time of the merger, multiplied by the prorated number of perfarmance
shares corresponding to ratic between the total waiting period and the waiting period untit the merger takes place

Cash setilement

Executive Stack Option Plan {AOP-F). The following changes in the number of
outstanding AOP-F optians occurred in the year under review:

2001 tranche 200B1A tranche

Outstanding at the start of the fiscal year 3,651,200 4,028,600
“Forfeited a 233,600 -299,600
Exercised 3,417,600 3,714,500
Dutstanding at the end of the fiscal year 0 14500
Exercisable at the end of the ﬁsc;{);c-a-ar_- i} o

The weighted average share price as of the exercise date was €54.92 for the
options from AQP-F exercised in the year under review. The exercise price of the
outstanding AQP-F options as of the balance-sheet date was €38.19. The weighted
average remaining contractual term amounted to 0.6 years.




LTIP. The following changes in the number of outstanding LTIP options occurred
in the year under review:

2002 tranche 2003 tranche 2004 tranche

Outstanding at the start of the fiscal year 2,813,315 6,377,400 9,174,100
Geeitd 7 T ysars 3mgs0 12,000
Berdsed o 2.669.940  -5.792,650 0
‘Quistanding at the end of the fiscal year  7.900 201800 9,062,100
Ex-e};isable atlhe“end of the fiscat year o 7.900 20?73—00__ o -“-E}“

The average weighted share price as of the exercise date amounted to €51.50 for
the options from LTIP exercised in fiscal 2005. The exercise prices of the outstand-
ing LTIP options as of the balance-sheet date ranged from €26.37 to €35.45. The
weighted average remaining contractual term amounted to 3.4 years.

Beat. The fair value of the performance shares (PS) conditionally granted in the
Beat programme amounted to €18.62 per share as of the grant date. This value
was calculated externally using Monte Carlo simulations on the basis of 1 million
scenarios. In this calculation, due consideration was taken of the maximum pay-
ment stipulated in the programme’s conditions for each conditionally grarnted
performance share, discount rates for the remaining term, volatilities and the
expected dividends of peer companies as well as the expected dividends of
RWE AG.

In the year under review, the number of performance shares issued in the Beat

pragramme developed as follows:

2005 tranche

Quistanding at the start of the fistal year 0
Cranted T " 2,551,800
Forfeited o T s00
Outstanding at the end of the fiscal year - T 2851300
Exercisable at the end of the fiscal year - T Ty

The remaining contractual term amounted to two years.

In addition to the abave, the following share-based payment systems for execu-
tives and employees are operated at the level of the divisions:
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RWE Thames Water plc RWE Npower pic /RWE Trading Gmb#

LTIP Sharesave Scheme LTIP Sharesave Scheme
Awards/lranches 2003-2005 2002 2004 2005 2002-2605
Nun'lber of oplmnsgramed perlranche - 3,260—.40.0367 ) 7 7280 637?7 7 136 608 145 803 228.335-;8-?,;37.5-
Yerm ) 3 ;.rears 3 yearsm - 3 years 3 years
Veﬁmg coinidlnuns ‘Waiting perioazﬁ V Waltl;';g pen;t; o Waltmg p-e:r;r.‘l_ Wamng pérloa .
2.5 years 3 years 2 years 3 years
s e e e .- B E [P, €1 45”" 4621 29 3,,9 Ba

Exercise pnce

Form of settlement

- €32,08

Exlstmg shares

Existing shares Existing shares Existing shares

In the year under review, the number of outstanding options fram the LTIP devel-

oped as follows:

RWE Thames RWE Npower plc/

Water pl¢ RWE Tradirg GmbH

Outstanding at the start of the fiscal year 314,572 129 765
Granled - I o 40,036 130608
Exercised ) ) 0 ' ‘_49 444
Expned o T T -(]- . -385

{)utstandmg at :he end of the hscai year 74 408 210,547
7 Exer:;able at the end of the flS(aI year T 1. 2607 T _"“—d_

In the year under review, the number of outstanding Sharesave Scheme options

developed as follows:

RWE Thames

RWE Npawer pic /

Water plc RWE Trading GmbH

Oulstanding at the start of the fiscal year 245, 633 1.400.893

Granted T T e T T3sves
Forfeited o ) -1,564 D_
Berdsed T T T T aesazr lasls3s

-;;'re_dm_“ o ~43,008 -85,082

_B—ut_n;:;m;g at the end of the fiscal yaar o 12,634 1,211,912

Exercisable at the end of the fiscal ye;- B 12,634“ 34,176

In the year under review, the total expense for the groupwide share-based payment
systems amounted to €310 miilion (previous year: €87 miltion). Of this amount,

€0 million was attributable to equity-settled share-based payment transactions of
RWE AG {previous year: €0 million}. As of the balance-sheet date, provisions in the
amount of €160 million have been recognized for cash-settled share-based payment
programmes (previous year: €97 million}. The intrinsic value of the cash-settled
share-based payment transactions exercisable as of the balance-sheet date amounts

to €3 million.
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12/31/05 12/31/04
€ millian Non-current Current Tetal  Noa<urrent Current Total
vaisions fuz pensions and simitar obligations 11,997 - 11,397 11,853 - 11,853
?m\nsmns far taxes o B 777}7.7?]3_"—“ 733 ) _‘245‘2 - %7771;;';’7 T T8_3_ _2_4_0—0
;u_\;;};:»;{s I;rvl;cleaf wag{e n:anagerr;;;l-i_ T ) 8 435 240 8.6?5"- i 8,691 321 9,612
_P;OV—ISIUI'IS for mining damage T 2 301 o .“BO- o 2381 o IAEEE N _140 B 1-94—8
24,452 1,053 25,505 23,969 1,244 25,213
Oiher plu\nsluns
Staff-related nbhganuns (exc!udlng restr;cturmg] o _"_-_;4: —"_6-74 1,5-}:8‘_“—W4;;_ o 554_ o -i—].;B_
“Restructuring obhga::u:{s_ o ) 7 Tea8 207 ass 775 31 1086
P:r?h;s‘e andrsales obhgallons i 675 798 i 1,473ﬁ ) BIS o 1,226 o 50;1 -
Uncertain oaligations in the electicity business a8 307 805 02
Enwonmental protection obhgatlons T N 1-;9 o 77;1?“ o 156 i
Interest poyment obhgatons 152 1s1 139
Provisions for Oz emissicn allnwa-nces ) o 136 186 )
Miscellanecus other provisions 956 1,355 2,311 T40 1,.522 2,262
3,612 3,731 7,343 3,861 4,086 7.947
o B 28,064 4,784 32,848 27,830 5330 33,160

Provisions for pensions and similar obligations. The company pension plan con-
sists of defined contribution and defined benefit plans. In the reperting period,
€12 million were paid into defined contribution plans (previous year: €53 million).

The amount of provisions for defined benefit plans was calculated using actuarial

methods. The following assumptions are

applied:

2005 2004
Yo Germany Fareign  Germany Foraign
Discount rate 4.25 4. ?S 5 75 5.00 5.25-6.25
Compensation increase 2?5 ER 90 4 25 2,15 3.50-‘4.?5
Fensiun;lcreaﬁsé o ;50 2.80- 2 90_‘ 1.50 N 2.50-2.90
-Rise in health care service cost - 5.00- 10 UG - 5.00-10.00
Expected retum on the plan assets - 560-8.25 - 6.10-8.75
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Provisions for pensions are derived as follows:

€ million 12731705 12/31/04

T Present value of funded benefit obligations 8,440 7.613
Fair value of plan assets 7,692 6,746

ess: capitalized plan assels of pension glans T Tssa T sz
Fair value of plan assets (excluding capitalized plan assets) 7.138 6,217
Unrecognized actuarial gains /lasses -868 ~1.018
Accrued provision for funded benefit abligations 434 378
Present vaive of unfunded benefit obiigations 12,202 10,946
Urirecognized actuarial gains / lasses on unfunded benefit cbligations -639 529
Accrued provision for unfunded benefit obligations ] 11,563 11,875
Provisions for pensions (funded and unfunded benefits) 11,997 11,853

The unrecognized actuarial gains /losses of —£1,507 million {previcus year:
—€£489 million) which have nat yet been recognized primarily resuit from actuarial
gains /losses in cannection with changes in the number of employees and differ-
ences in actual market trends compared with the actuarial assumptions. This
amaunt is recognized as income or an expense over the employees’ average
remaining working lives to the extent that it exceeds 10 % of the greater of the
benefit obligation or the fair value of the plan assets.

The table below shows the reconciliation of the fair value of the plan assets:

€million 2005 2004
Beginning balaace 6,745 6,598
Expect-ed return:{ba‘assets T 54'2- o 52;
Contributians 1o the funded plans T ) inl-O_ o —---;;—
Benefits paid by the funded plans " o7 392
Actuarial gains/lnsses-a—elazed to plan assets) o 550_—_ __5_9_
—BE;EBQES {;-a;i—'!-ly-c-hal;gestgge scepe of consolidation, T T
transfers and currency adjustments} 151 -134
Ciosing balance 7,692 6,746

The actual return on plan assets totals €1,092 millian (previous year: €521 million).

Pravisions for pensions in fiscal 2005 and 2004 developed as follows:




of which: changes in the scope of consolidatien

€ million 2605 2004
Beginninq balance 11,853 12,303
Addmuns ‘ V S T o o 324 - 262.
Unused amoum-s_re-leas.e-&ur o T T []A o _12 )
Interest accreuonf:hangeln_dlscou_r;t“r‘a(‘eﬁ ST e 528 55?
-_(h;g;;m_t‘he scape of consalidation, currency adjustments, transfers T :&4 o Li;&;
“Amounts used 624 609
Clasing balance 11,957 11,853
Expenses relating to pension provisions break down as follows:
€ million 2005 .. 2004
Sem'ce costy 301 216
Imerest costs—- o S T l OTO - ——i—,ﬁ
Expected return on- &Ian ass;t_s T ST —542 o _-_5_23
VAmartlzatlun of past service cost o S N - ‘46
Recognized éczuarial gains / losses 23 -
852 419
Roll-forward of previsians Batance at  Additions Unused Interest Changes in Amounts  Balance at
01/01/05% smounts  accretion/  the scope of used 12731705
released  changein cansolida-
disceunt  tion, currency
rate  adjustments,
€ million transfers
Provisions fnrpensluns 11,B53 324 528 -84 =624 11 997
.Prn\nsmns for ta;es o 2_460_ ) ;fiw o _—;? R __-__—LZMG‘ -w--—:g” 2 452
mestons for nudear waste managemem 9,01; o 1-5_;1_ —58-}. ‘ 440 T —350 8 675
Provisions furrnmmg damage o 1‘948 h 4;)% ‘_ 'I_—.ZD— h "74417.‘.77.;47*—' T -—81 2,381
25,213 1,657 -648 1,095 110 =-1,702 25,505
Othev prnvnswns
Staff-related obhganons [excludmg lestmctunng) B _l 12-é-- ’f’,ig o -__-16 -.—_—]—'__ “—-._-‘—;;m h -—530 o 1,-.2i87
) Hestructurmg obhganons 1, 086 49 -62 39 -13 -224 . 1255_7
Purchase and sales ubhgauons o 2,04;._". ) -74007 -295 ____;8 -226 -495 1,4:(3
B Uncertaant;xhgr];ﬁ!u-ﬁshxn-t;; -el_ectm:l-';gl.l-smess_ - _67:6- B 217 ‘ =27 21 57 -139 7357
‘ Envnrunrnental protecnon ubllgatlons 36-9 o 8 o —11_ i .2_“ . - :20-?_7 o k_‘ :5 . 136
- 'nterest paymenrobllgarions T ) ’ “3-'35 o 752. o “_-_-3“- T -—ll o -84 339
Prawswns for L2 emission allunances ) - 1?2 T - o 14 i ) 13;’:
Miscellanecus other provisions 2.262 o1 -293 26 —120 7—363 2.311
7,947 2,417 -709 143 =615 -1,840 7,343
Provisions 33,160 2,074 -1,357 1,238 =725 =3,542 32,848
{-669)
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Reteases of €559 million were applied to the expense items for which the provi-
sions were recagnized. Non-current provisions and current provisions which wers
like liabilities in nature were reclassified into trade accounts payable or into other
Tiabilities, in accordance with international practices.

Provisions for nuclear waste management are primarily stated as non-current provi-
sions, and their settlement amount is discounted to the balance-sheet date. Due to
developments in long-term capital market interest rates, the discount rate was
reduced from 5.5 % to 5.0%. This change resulted in an increase of €644 million
in the cash value of the obligations. This is offset by a reduction in the volume of
obligatiens due to lower expected cost increases in the future. Volume-based
increases in the provisions are measured at their present value. In the reporting
period, they ampunted to €154 million (previous year: €105 million). By releasing
€581 mijllion in unused provisions (previous year: €821 million), we have taken
into account that according to current estimates waste disposal costs are expected
ta be lower. Additions to provisions for nuclear waste management primarily con-
sist of an interest accretion of €440 million {previous year: £461 million).
€644 million in prepayments were deducted frem the provisions for nuclear waste
management {previous year: €671 million).

Provisions for mining damage also consist primarily of non-current provisions. They
are recognized at the settlement amount discounted to the balance-sheet date. An
interest rate of 5.0% (previous year: 5.5 %) was used as the discount rate. The cash
value of the obligations increased by €198 million as a result of the reduction in
the discount rate, Lower expected costs compared to the previous year had an
opposite effect. In the reporting period, allocations to provisions for mining dam-
age amounted to €407 millian (previaus year: €84 million) and stemmed from an
increase in the volume of the obligations. This amounted to €338 miflion and did
not have an impact on income as the same amount was capitalized under prop-
erty, plant and equipment. The interest accretion of the additions to provisions for
mining damage is €127 million (previous year: €98 million).

Provisions for restructuring mainly comprise measures for socially acceptable payrall
downsizing from previous years. The restructuring programme initiated in fiscal
2003 to reorganize the energy business in Germany was completed for the most
partin 2005.
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(25) Financial liabilities

12431405 12/31/04

Cmilien Non-current Carrent  Non—ugrent Current
Bonds payabie (ind. other notes payable) 18,542 625 18,922 1,120
Commeroal.pape‘r T T - o 3.201 S - 11;05
Bankdebt 2243 31 2892 443
Oth;}_fi_ﬁ;n:i-‘all liabilin‘es_- T T T
" Coltaterals for trading activities. - 1126 - 695
Misceﬂanec;;:—s ;).ther liabilities T 2‘1’3__ ) -E;'}I— 474 932

21,458 5,994 22,488 4,895

Accounts payable to associates totaled €102 million {previous year: €231 million).

€21,255 million of current financial liabilities were interest-bearing fiabilities {pre-
vious year: €20,559 million). Bank debt stems mainly from the former activities of
acquired companies. Nominal interest depends on the currency, term and condi-
tions of the agreement and is between 2% and 9% {previous year: 3% o 11%).

Changes in the scope of consolidation caused financial Yabilities to decrease by
£662 million. '

Qutstanding bonds payable relate to RWE AG, RWE Finance B. V., RWE Thames
Water plc and its subsidiaries, American Water Works Company Inc. and its subsidi-
aries, as well as ic RWE Npower plc. Nominal interest is between 0% and 8.375%
for public bands {previous year: 0% to 8.375%), and between 0.78% and 10.0%
for private placementis {previous year: 0.05 % to 10.0%), depending on currency,

terms and time of fssue.
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The following table presents an overview of our major bonds payable as of

December 31, 2005:

Issuer Issue volume Carrying Coupon Maturity
amount in %
RWE AG €150 miilion €150 million 4 ?S January 200?
RWE AG - .7€2&;J0 H;i!i?éﬂ o €194 mﬂlmnu D 875 h Aprll 2007
RWE AG €460 m1lhon 7 t’j43? million - DO o June 2007
RWE AG ) - ClOO m1||son ) --aia;nﬁﬁon o S 63 June EODQA
RWE AG ) €100 m:llaon - €10() mﬂhon Vanable Nouember 2017
RWEAC  €750milion €741 million 575 February 2033
RWE Flnan(e B.V. £ 350 mll]lon o (:2511 rnﬂhén_m_ 75..757 7 April 2006
RWE Finance B.V. €1357millon  €1353milion 55  October 2007
RWE Fmance B V: €l 28—2-_rﬁalllon _€1_2'.’9 mﬂhon o S 3?5 Apnl ZDOS
RWE FlnancarlAi V ) CHF 500 ml]llon o €307 m11|-10;1—. T Z. l} December 2008
RWE Fmance B. V, o £ 500 mllhon - .__if-'j;zg-r'n1il‘;6n 4 6“2-5 Augdust 2610
RWE Flnance B. V. €2,200 million €2_25IJ millian 6.125 Octuber 2012
RWE Fman(e B.V. ) E?SO n;ii?‘io;m N EIOSE ;ﬁﬂiic;n” 6,.3.?5“- June 2013
RWE Finance B. V. €650 miliian €663 miliion 4.625 “July 2014
RWE Finénce g v: 7 wiﬂﬁlﬂlmiiliém €854 miltion 6.25 - Apn-l 2016
RWE Finance BV €l,206 million .€1 087 million 5.125 ]uly 2018
RWE Fmance 8.V, . £650 mllhon ‘ WC;;‘E ;nl]llon N 7‘776.757 . Apnl 2021
RWEFnanceB.V.  £600milon  €87Imilion 5625  Decemher202}
RWE Fmance B \J' E 950 r.n?h-on €1 380 rmihcm_ o ﬂéh.i 57 B June 2030
7 Thames Water Uh]mes )

Finance plc £175 million €255 million 3,375 July 2021
“Thames Water Usilities B ) -
Fmance pl £330 millien €482 rmlhon 6.75 Novermber 2028
Thames Wahzl Un!més 7 a S _
Flnance pir £ 200 millian €292 million 6.5 February 2032
RWE Npawer plc o m-f l-Ei}. I";'IIHIOTI ._?lta"?_r;ﬂhon o ;375 o August 2006

VPEHHS}']‘JEHIB Arr-t-erlcan o ) T - o

Water Company Us5% 150 million €127 million 7.8 September 2026

on;,er . PR o e L A
Various €2,788 million Various 2006-2038

{incl. other notes payabie)

Bonds payable

{incl, ather notes payable)

€19,167 million
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As of December 31, 2005, bonds payable (ind. other notes payable} had a fair
value of €21,085 million {previous year: €22 419 million). The fair vatue of other
financial liabilities basically correspands to the disclosed carrying amounts.

Eurc and US dollar commercial paper was issued on the European and US capital
markets throughout the reporting period, with a countervalue of between €17 bil-
lion and €3.7 billion {previous year: €1.7 billian to €2.5 billion). The interest rates
ranged from 2.06 % to 4.68 % (previous year: 1.05% to 2.67 %). As of the cut-off
date, RWE held commercial paper totalling €3.201 million (previous year:

€1,705 million).

Other financial liabilities primarily consist of finance lease liabilities. Lease agree-
ments principally relate to capital goods in the electricity and water business,

Minimum lease payments for liabilities arising from finance lease agreements have

the following maturities:

12/31/05 12/31/04
“hzn;:i;l;-ld—mﬁgﬁr W‘Pvres-e-r-l—'; Nominal  Discount Present
€ million value value value value
Due within 1 year 24 3 21 66 5 61
Due within 1-5 years “13s 26 109 303 66 237
‘DueaherSyeas 278 127 151 475 179 296
437 156 281 844 250 5348

€178 million {(previous year: €260 million) of the liabilities are secured by mort-
gages, and €65 million (previous year: €109 million) by similar rights.

(26) Trade accounts payable

Due to changes in the scope of consclidatien, trade accounts payable decreased
by a total of €617 million. In the case of individual customer-specific construction
contracts, there is 3 balance an the liabilities side of €44 million (previous year:

£60 million).
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(27) Other labilities

12/31/05 12/31/04

€ nullion Non-current Current  Non-current Current
Tax liahilities - 487 - 520
Social security Yabilities 4 20 se2 197
Decivatives T saes 9383 1313 2840
Defered income 3904 281 3644 526
Miscellaneous ather fabifites 74 1457 350 1754

9,907 11,809 5,869 5,437

The principle camponent of social security Yiabilities are the amounts payabie to

social security institutions.

Deferred income breaks down as follows:

12/31/05 12/31/04

€ million Non-current Current  Nen-current Currant
Advances and contributions in aid of

construction and building cannection 3,505 162 3,249 156

Government grants for non<urrent assets

Table e 0 3

T wemaazante "z T

alh_er S men s i e o e e e e iﬁ?iﬁ R 1i',r-_ —_ _i?.? o 557-
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Other information

(28) Earnings per share

Basic earnings per share are calculated by dividing the net income attributable

to the shares by the average number of shares. The figure may becorne diluted by
potential shares (primarily share eptions and convertible bends). When determin-
ing diluted earnings per share, stock optians issued by RWE as part of the stack
option programmes are taken inta account if they have a diluting effect. The earn-
ings per share are the same for both commaon and preferred shares.

2005 2004

Net income

Number of shares oulstanding :
{weighted average} thousands 562,375 562,364

Easnings per share

Basic € 3.97 3.80
Oiluted £ 3.87 3.80
Dividend per share - € L.757 1.50

1 Proposal lor fiscal 2005

(29) Reporting on financial instruments
Financial instruments include non-derivative and derivative financial instruments,

Non-derivative financial assets essentially include other non-current financial
assets, accounts receivable, marketable securities as weli as cash and cash equiva-
lents. Financial assets available for sale are measured at fair value, while other
financial assets are measured at amartized cost. Fair values are derived fram the
relevant stock market quetation or are measured on the basis of generally accept-
ed valuation methads. On the liabilities side, non-derivative financial instruments
principally include Habilities stated at cost. The balance of non-derivative financial
instruments is disclosed in the balance sheet, and the maximum default risk corre-
spands to the amount of financial assets. If default risks associated with financial
assets are identified, they are recognized through allowances.

As a utility enterprise with international operations, the RWE Croup is exposed to
currency, commeodity and interest rate risks in its crdinary business activity. Such
risks are limited via systematic risk management. Among other things, risks are
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mitigated through hedges. Derivative financial instruments are used to hedge
currency, cemmaodity and interest rate risks from operations as well as from cash
investments and financing transactions. The instruments mast commonly used are
foreign exchange forwards, foreign exchange options, interest rate currency
swaps, commodity forwards, commodity options, commodity swaps and interest

rate swaps.

Our group companies are subjected to strict risk management. Binding internal
directives define the range of action, responsibilities and controls. Accordingly. as
a rule, financial derivatives may not be used for speculative purposes and serve
only to hedge risks arising from operations. Cuidelines have been established by
the Group central risk management department for commodities, stipulating that
commedity derivatives may be used to hedge price risks, optimize power plant
schedules and.increase margins. Furthermore, commeodity derivatives may be trad-
ed, subject to strict fimits. The fimits are defined by independent organizational
units and menitored on a daily basis.

Credit risks associated with contractual partners are systematically reviewed upon
conclusion of the contract and constantly monitored. Furthermore, credit risk is
reduced through appropriate forms of collateralizing.

Hedge accounting pursuant to TAS 39 is applied primarily for hedges of net invest-
ments in foreign entities as well as for hedges of foreign-currency liabilities and
interest rate risks from non-current liabilities,

Fair value hedges are mainly used to hedge fixed-interest loans and liabilities against
market price risks. Instruments used are interest rate swaps and interest rate cur-
rency swaps. In the case of fair value hedges, both the derivative as well as the
underlying transaction regarding the hedged risk are measured at fair value with

an effect on income.

Cash flow hedges exist primarily to hedge variahle-interest loans and liabilities
against interest rate risks as well as against foreign currency and price risks from
future sales and purchase transactions. Changes in the fair value of hedges used
are disclosed under other comprehensive income until the underlying transaction
is realized. The hedge's contribution to income is transferred fram other compre-
hensive income to the income statement when the underlying transaction is
realized,

Hedges of a net investment in a foreign entity. RWE hedges a significant portion of
the foreign currency risks of net investment in foreign entities using bonds with
various terms in the apprapriate currency as well as with interest rate currency
swaps. Every hedge is assigned to an underlying transaction. Exchange rate chang-
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es from bonds used for hedging purposes and changes in the fair value of interest
rate currency swaps are subsumed under the currency trans!ation adjustment dis-
closed under other comprehensive income.

When interpreting the positive and negative fair values of derivative financial
instruments, with the exception of the refatively low commodity trading volumes,
it must be taken into account that they are matched with underlying transactions
with offsetting risks. All derivative financial instruments are recognized as assets
or liabilities and are stated at fair value regardless of their purpose.

Maturities of derivative interest rate, currency, share-price related or index-related
and commodity transactions are based on the maturities of the underlying transac-
tions and are thus primarily short-term and medium-term in nature. Maturities of

* ‘up to 30 years can be agreed upon to hedge foreign currency risks of foreign
investments.

The ngminal volume of the derivatives outlined below is specified with being off-
set. It represents the tatal of all purchase and sales amounts on which the deriva-
tives are based. The level of the naminal velume enables estimates regarding the
scope of the use of derivatives, but does not reflect the risk the group is exposed
to from the use of derivatives.

The value-at-risk method is used to quantify the interest rate, currency and stock
price risks far financial instruments in line with the international banking standard.
The maxirmum expected loss arising from changes in market prices is calculated
and continuously checked on the basis of historical market volatility, with a confi-
dence level of 99% and a holding period of one day.

Currency risks may exist for financial assets and liabilities in foreign currency. Such
risks are counteracted by derivative financial instruments.

Interest rate derivatives used 10 hedge interest rate risks are nearly exclusively

interest rate swaps,

Commodity derivatives are primarily used to hedge electricity, coal, gas and oil

prices as well as CO; emission allowances.
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The following derivative transactions were concluded:

Nomingl volume Remaining term » 1 year Fair value
£ millian 12/31/a5 12431704 12/31/05 12/31/04 12/731/05 12."31/04_-
Foreign currency derivatives ) '
Forwards 6248 4308 606 930 la -96.1
Toptions T T T sar T ses zaa 26 ara 286
Interest rate currency swaps 17355 16,036 8407 9748 1,2665  2,023.7
24 145 21,809 9,237 10,700 1,240.4 1,899.0
Interest rate derivatives 12,779 5134 8.815 4,861 53.6 12.4
Share-price related Zindex-related T "
derivatives 1,041 1,037 1,024 1,037 -39.0 15.4
37,965 27,980 19,076 16,598 1,255.0 1,989.8
Commadity derivatives
Qptions 2.164 3.274 822 1,159 34.4 -19.4
Cswaps 1.254 5,961 9318 1.054 -654.8 -79.6
Forwards 55,640 16,914 14,641 2,697 213.7 225.9
Other 171 95 70 67 8.7 702
59,229 26,248 16,471 4,977 -348.0 194.1
97.194 58,228 35,547 21,575 907.0 2,1B3.9

Derivatives are exposed to default risks equivalent to their positive fair values.
These risks are minimized by the stringent demands on cur counterparties’ credit-
worthiness. Default risk exposure was negligible in the year under review and in
the previous year. Risks resulting from changes in the value of derivative financial
instruments due to market fluctuations are generally not relevant for assessing the
group’s net worth, firancial or earnings position, due to their hedging purpose.

As arule, RWE AG centrally handles the refinancing of cash and capital market
liahilities that came due. In addition to the extension of current money market
programmes and short-term debt, some €0.7 billion in capital market debt and
£0.9 billion in bank debt will come due in 2006. Capital is generally provided in
the form of cash and cash equivaients, current marketable securities totalling
€11,775 million, bilateral bank credit lines and a fully committed syndicated
credit line of €4 billion, as well as US$ 1.2 billion /€1.0 billion in unused funds
from a US55 hillion global commercial paper programme and the €20 billion
debt issuance programme. This keeps the liquidity risk very low.
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(30} Contingent liabilities and financial commitments

£ million 12/31/05 12/31/04
Contingent lizhilities resulting from qeneral, draft and check quarantees 164 598
Contingent abilities from warcanties g4 122
Contingent liabilities fram granting collatesal for third-party liabilities 2 us

270 865

Contingent liahilities from warranties includes €38 million in guarantees, €1 mil-
lien in guaranty commitments, €13 millian in surety bonds, €2 million in binding
letters of comfort and €30 millien in ather cantingent liabilities,

The group had £1,996 million in capital commitments (previous year; €718 mil-
lion). Moreover, as of December 31, 2005, assurances as regards acquisitions of
investment existed in the amount of €386 million (previous year: €501 million).

The outside shareholders of enviaM Mitteldeutsche Energie AG {Chemnitz, Ger-
many) and Siwag Energie AG (Frankfurt am Main, Cermany} were granted put
options on the shares in these companies. The financial liability that would arise if
they exercised all of the put optians totals €£1.2 biilion.

Pursuant to the shareholders’ agreement of December 22, 2003, RWE Energy will
purchase all of RWE Westfalen-Weser-Ems AG's outstanding shares that were grant-
ed to the former shareholders of RWE Gas AG in connection with the split-up of
RWE Gas AG for €800 million, effective December 31, 2008. RWE AG accepted the
obligation to pay the purchase price through an assumptien of debt.

Riitgerswerke mbh, a subsidiary of RAG AG, was granted a €400 million line of
credit at fair market conditians, which can be drawn down until June 29,2007,

Commitments from operating leases refer largely to long-term rental arrangements
for power generation and supgply plants as well as rent and lease obligations for

starage and administration buildings.

Minimum lease payments have the following maturity structure:

Operating leases Nominal value  Noeminal valus
£ mitlion 12/31/05 12/31/04
Due within 1 yeai 76 Bl
Duewitinl-syears g T gy
duesherSyeas 7 asa | 3
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Payment obligations for non-current financial assets amounted to €59 million {pre-
vious year: €61 millicn}. As in the previous year, there was no joint liability for
third-party payment obligations under Sec. 24 of the German timiteg Liability
Companies Act.

The RWE Power Division has long-term purchase and service agreements for ura-
nium, conversion, entichment, praduction and waste management. RWE hears
customary commercial liability for long-term contracts in the plant construction

business,

We bear the legal and contractual liability from aur membership in various associa-
tions which exist in connection with power plant projects, profit- and loss-pooling
agreements and for the provision of liahility cover for nuclear risks, among others.

By signing a mutual benefit agreement, RWE AG and other parent companies of
German nuclear power plant operators undertook to provide €2,244 4 million in
funding to liable nuclear power plant operators to ensure that they are able to
meet their payment obligations in the event of nuclear damages. RWE AG has a
24.834% {25.879 % from January 1, 2006 onwards) contractual share in the liabil-
ity, plus 5% for damage settlement costs.

RWE Croup companies are involved in litigations and arbitration proceedings con-
nected with their operations. However, RWE does not expect any material negative
repercussions from these proceedings on the RWE Group's economic or financial
position. Additionally, companies belonging to the RWE Energy Division are directly
involved in various administrative and regulatory procedures (including approval
pracedures) ar are directly affected by their results.

Cutside shareholders initiated several legal proceedings to examine the appropri-
ateness of the conversien ratios and the amount of cash paid in compensation in
connection with company restructurings pursuant to German company law. We are
convinced that the conversion ratios and cash compensation calculated on the
basis of expert opinions and verified by independent accounting firms are ade-
guate and will stand up to scrutiny in court.
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(31) Segment reporting

In the RWE Group, segments are distinguished on the basis of the services pro-
vided by the group’s divisions. The segmentatian of divisiens and geographical
regions is based on the reporting system used by the management.

RWE Power is the segment comprising the entire Continental European power
generation business as well as the group’s lignite, gas and petroleum production
business. This segment also includes the upstream operations of RWE Dea and the
activities of the Harpen Group. which specializes in renewables-based and distrib-
uted power generation. As of fiscal 2005 the trading activities of RWE Trading will
no longer be reported as an independent segment as they will be subsumed under
the segment RWE Power, in reflection of the closely intertwined business activities
of these two divisions, The figures for the previous years have been adjusted
accordingly. In the previous fiscal year the following figures were reparted for
RWE Trading: Segment assets €7,118 million; segment liabilities €5,844 million;
segment result €67 milkon

RWE Energy is the segment comprising distribution, transmission and sales for the
Continental European electricity and gas businesses as well as parts of the Conti-
nental water business. RWE Solutions is also subsumed under RWE Energy.

RWE npawer is the segment dedicated to the UK electricity and gas business.

The majority of the Group’s water operations are reported in the segment
RWE Thames Water, with a focus on the UK and North America.

Consalidation effects, the Group Centre and other activities not allocable to the
divisions presented separately are disclosed under "Other/ consoiidation”™. This o
primarily includes the general services provided by RWE Systams. The figures

for the previcus year alsa include the business activities of RWE Umwelt and
Heidelberger Druckmaschinen, which have teen disposed of.
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RW& Pcwe'

RWE l—.nergy

RWE npav.er

Divisions
€ miilion 2005 o ZF)AD-; iiJOS ZGD;!V 2005 o 7‘266‘;-
External revenue 6,832 6,741 24,318 22,450 6,382 5,605
Intra-group revenue 6.323 5.684 B&5 706 3 0
Total revenue ) 13,155 12,425 25,183 23,156 6,385 5,605
Cperating result 2,112 1,846 2,507 2,192 437 604
Income frum aperahng acn\m!es = segment result 2,211 2,560 2,168 1,978 92 261
Yncome fmm operating |nvestrnents 35 69 . 265 ) ﬁ39 2 -1
Income from investments accounted fo;-unsmg - T ST i
the eguity methud 117 41 JSB 193 2 -1
—D_e;r_euanon and a_n;c;;:z‘a"n-en ) . TSE] - }6277 902 o 9;6 4-55 o 4237
Operating deprediatian and amﬁrnzatmn -——?5-3—----- 7;9;“ﬁ i 960_ N 9?4U ) 12;3 o VEI;
Impairment fosses on goodwill - o o T T T T o 0
lIr-r-lpairm'en-t-I;ls.s;s n 37 "?'3_ 14 . 5—0— 0 ) i}
dtkhﬁeir r;:raTnir;)nm-cragE expe]wses relahng to i S T o
the segment result 1,109 T35 2,067 1,946 328 a5
EBITDA 2,800 2,571 3,142 2,927 561 698
Capital employed (as per the value management cur!{ept) 7.468 7.979 11,962 11,963 6,645 6.378
_C:r.y-un_g_a;;r;unt ofs—hares in investments a{-m-unted for S T N S
using the equiiy method 291 206 2,122 1,863 0 0
VSegment assets ) ) - 28.32.4. - 157750- 19;52 189;5 C 10 635 -— 10 019
Segment habﬂmes R 339.92ﬁ“‘2ﬁ21_()?— o 13.624 7 1?548 h 2. —60'; T 2 204
| Capitat expendlture on mtangwble asfets o - T i
property, plant and equipment and investment property a42 666 1,064 947 115 150
Regions EV
Germany ) UK Other EU T
€ million 2005 2004 2005 2004 2005 2004
External revenue 23,038 23,101 8, 638 8,425 6,753 6,299
Segment assats T 7 3.0.-.-1-5-[)--_Z_9;3_9kw“ ‘34 990 _.—_Z—TEIH—- S 6861 .447?5;3: 7
Eé;talvg;;pendﬂwe o_nn:nanglble asse—l-s o . - T I S o
property, plant and equipment and investment property 1,434 1,405 1,210 1.087 353 290




RWE Thanmes Water Other, tensalidation RWE Craup

2005 2004 2005 2004 2005 2004
4,210 3,065 7 3276 41,819 42,137
4 o -7.195 -6,390 0 a
4,214 4,065 -7.118 -3,114 41,819 42,137
1,416 1,389 =271 -55 6,201 3,976
1,192 1,063 -7 -288 4,746 5,574
99 114 17 -9 478 412
74 91 6 -26 557 298
728 704 5é 290 2,891 3,125
728 704 64 271 2,601 2,236
814 200 0 292 14 492
314 200 6 317 871 £40
152 171 425 :Jex] 4,081 3,740
2,045 1,979 -224 225 8,324 8,400
19,047 18,971 -2,983 -811 42,139 44,480
204 302 o] 294 2,617 ‘2,665
25,792 24,113 473 3,280 84,874 72,107
4,116 3.348 5.8a7 7,653 60,228 48,260
1.388 1,465 58 201 3.6%? 3,429
Rest of Europe Anencas Other RWE Group
2005 2004 2005 2004 2005 2004 2005 2004
593 708 2.267 2,608 530 999 41,819 42,137
577 366 11,689 10,573 607 605 34,874 72,107

69 14 525 529 10 37 1,667 3.429
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Notes on segment data. Intra-group revenue reflects the level of revenue between
segments and is priced at arm’s length. The segment revenue is the sum of exter-

nal and intra-group revenue.

Depreciation and amortization concern intangible assets, property, plant and

equipment and investment property.

The definitian of capital employed is derived from the value management concept.
These figures are compatible with the operating result, which is also used for con-
trol purposes within the group (cf. pages 74 te 75). In addition to capital emplayed,
the divisians' segment assets and labilities are also disclosed. The following table
shows the reconciliation of gross assets and gross fiabilities to segment assets and

segment liabilities:

€ millien . 12/31/05 12/31/04
Cross assets zs per the balance sheet . 108,122 93,370
Investments accounted for using the equity method - -2.617 -2,665
Other nom-cument finangial assets - 1842 -lo3e
Marketable securities ) o B o N _-1-0_344 —1—].7013
ﬁnanﬁﬁ! :eceivat;!és 7 . o T - -;_655 .42,403
D.e.f;n-'e-d tax assét.s. o T ST 77—5,?90 . —‘3;,245
Segment assets B4.,874 72,107
€ million 12/33/705  12/31/04
Grass liabilities as per the balance sheet 95,005 82,177
Tax provisions -2.452 -2,400
Financial liabilities T N T a7as2 2783
Defeil'red fax iiaI.J-ili.ries - - o -;1.,873 o -4,134
Segment liabifities 60,228 48,260

Capital expenditure includes spending on intangible assets, property, plant and

equipment and investment property.

Income from investments accounted for using the equity method covers income
and expenses from profit- and [oss-pooling agreements, and prorated corporate
results. It alse includes amortization and impairment Jasses on goadwill as well as

on shares in companies accounted far using the equity methed.
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Operating result

€ million 2005 2004
Iacome fram operating activities 4,746 5,574
+ Incﬁrﬁé {rum i.nvestmemg- T o ;_ﬁ; T _8*476
. /-Nenepeatingresutt 7 Tesg | aas
Qperating resuil 6,201 5,976

The reconciliation addresses the following points: Income from investments
includes all expenses and income that have arisen in connection with operating
investments. Income from investments thus constitutes an integral part of the
Group's operating activity,

Incame and expenses that are unusual from an economic perspective, or are the
result of exceptional events, prejudice the assessment of operating activities. They
are reclassified to the non-operating resuit. In the event that impairment losses
are recognized on the goodwill of fully consolidated companies, such losses are

contained in the nan-operating result.

In the year under review, the group’s income from pperating activities and income
from investments were adjusted by the non-operating result of €688 million (pre-
vious year: €444 millian).

Gains on disposals included in the non-operating result in the reporting period
amount to €326 million, and relate to the disposal of shares in Stadtwerke Dassel-
dorf, among other things. In the previous year, the gains on disposals amounted
to €678 million and related primarily to the sale of shares in Heidelberger Druck-
maschinen, Motor-Columbus / Atel, HOCHTIEF and the last tranche of shares in
CONSOL.

(32) Notes to the cash flow statement

The cash flow statement classifies cash flows accarding to aperating, investing
and financing activities. Cash and ¢ash equivalents in the cash flow statement
correspand to total cash and cash equivalents on the balance sheet. Cash and cash
equivalents consist of cash on hand, demand deposits and fixed-interest market-
able securities with a maturity of three months or less from the date of acquisition.

Flows of funds from the acquisition and sale of consclidated companias are includ-
ed in cash flows from investing activities. Effects of foreign exchange rate changes

are stated separately.




