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Summary of Cost of Capital and Fair Rate of Relurn
Aclual al January 31, 2008
Type of Capital Ratios (1)~ Cost Rate Weighted Cost Rate
Long-Term Debt 40.04 % 6.64 % (2) 2.66 %
Short-Term Debt B.46 4.35 (2) 0.37
Total Debt 48.50 (3} 3.03
Common Equity 51.50 1200 % — 12.25% (4) 618 % -~ 631 %
Total 100.00 % 8.21% — 9.34 %

Notes:

(1) A capilal structure consisting of 48.50% debl and 51.50% equity is utllized for cost of capital purposes for the following reasans:

(a) Distribution’s actual capital struclure at January 31; 2006 (shown on Schedule 6, page 1 of this Exhibit) includes a 64.00%
common equity ratio, which is inappropriate for ratemaking purposes;

{b) If Distribution, viewsd as a stand alone, had an ‘A~ bond ralings and a business profile of "4” from S&P, it would be required to
maintain total equity in the range of 48.0% fo 55.0% (as can be determined from the data shown on Schedule 2, page 14 of this
Exhibit}.

(c) Distribulions parent, National Fusl Gas Company (NFG) has an actual capital structure at January 31, 2006, which Includes a
common equlty ratlo of 56.80% (shown on schedule 6, page 1 of this Exhiblt), excaeds the range required of 48% -55% required
by S&P for an "A" bond rating with a business profile of 4, consequently, Mr. Hanley adopts the mid-point of that range, or a
51.50% equity ratio.

(2) Company-provided.

(3) The 48.5% total debt ratio has been allocated between long-ierm and short-term debt based upon the mid-point of the average
tong-term and short-term debt ratios of the proxy group of four gas distribution companies and the proxy group of nina Value Line
gas distribulion comparies for the five quarters ended December 31, 2005 as derived In note & on page 1 of Schedule 6 of this
Exhibit.

{4) Based upon informed judgment from the entire study, the principal results of which are summarized on page 3 of this Schedule.
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Summary of Cost of Capital and Fair Rate of Retum
Estimated at January 31, 2007
Type of Capltal Ratios (1) Cost Rate Weighted Cost Rate
{.ong-Term Debt 40.04 % 6.64 % (2) 266 %
Short-Term Debt 8.46 6.03 (2) 0.5
Total Debt 48.50 (3} 3.17
Comman Equity 51.50 1200% — 1225% (4) 618 % — 6.31 %
Total 100.00 % 935 % ~— 9.48 %
_————

Noles:

{1) A capital slructura consisting of 48.50% debl and 51.50% equity is ulilized for cost of capltal purposes for the following reasons:

{a) Distribution's estimated capilal structure at January 31, 2007 (shown on Schedule 6, page 2 of this Exhibit) includes a 59.51%
common equily ratio, which is inappropriate for ratemaking purposes;

(b} If Dislribution, viewed as a stand alone, had an ‘A-" bond ratings and a business profile of 4" from S&P, it would be required to
maintain total equity in tha range of 48.0% (o 55.0% (as can be determinad from the data shown on Schedule 2, page 14 of this

Exhibit).

(c) Distribution's parent, National Fuel Gas Company (NFG) is eslimated to have a January 31, 2007 Capilal Structure, which
Includes a 54.18% common equity ratic (shown on schedute B, page 2 of this Exhiblt}, while within the range required of 48% -55%
by S&F for an "A” bond rating with a businass profile of 4, Mr. Hanley adopts the mid-paint of that range or a §1.60% equity ratio.

(2) Company-provided.

{3 The 48.5% tota) debl ralio has been allocated between long-term and shori-term debt based upon the mid-polnt of the average
long-term and short-tarm debit ratios of the proxy group of four gas distribulion companies and the proxy group of nine Value Line
gas distribution companles for the five quarters ended December 31, 2005 as derived In note § on page 2 of Schedule 6 of this

Exhibit.

{4) Based upon informed judgmant from the entire study. the principal resulls of which are summarized on page 3 of this Schedule.
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Nallonal Fuel Gas Distribution Corporation
Brief Summary of Common Egulty Cost Rate
Proxy Group Proxy Group
of Four Gas of Nine
Line Distribution Value Line Gas
No. Principal Melhods Companies Distribution Companies
1. . Discounted Cash Fiow Model {1) 10.76 % 10.30 %
2, Risk Premium Model (2) 10.70 10.62
3. Capltal Asset Pricing Mode! (3) 10.37 10.19
4. Comparable Eamings Analysis (4) 14.56 14.48
5. Indicated Range Common Equily Cosi Rate before
. Investment Risk Adjustments 11.80 % 11.40 %
. Practical Adjusted Discounted Cash Flow Results (DCF) (5) 12.05 11.88
5. Indicated Common Equity Cosl Rate Before
Adjustments for Risk 11.60 11.40 %
7. Adustments for Unique Risk
. Due to small Size 30-60 (6) 30-60 (6)
. Due to lack of WNA 0.13 (7) 0.17 (1)
8. Indicated After Comman Equity Cost Rate Before
Adjustrments for Risk 12.03% - 12.33% 11.87% - 12.17%
9. Recommended Comman Equily Cost Rale Range [ 1200% - 12.25% |

See pages 4, 5 and & for notes.
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National Fuel Gas Distribution Corporation
Notes to Brief Summary of Cost of Equity

Notes:

(1} The 10.76% (4 LDCs} and 10.30% (8 Value Line LDCs} adjusted DCF cost
rales reflect the added financial risk atiributable to the application of a market
based cost of common equity to a book value common equity ratio as made
by the Pennsylvania Public Utility Commission (PAPUC} in Orders re:
Pennsylvania-American Water Company {(R-00016339} entered January 25,
2002, re: Pennsylvania-American Water Company {R-00038304) entered
January 16, 2004, and re: Aqua Pennsylvania, Inc. (formerly Pennsylvania
Suburban Water Company) {R-00038805) entered August 5, 2004, in order to
reflect understatement of DCF cost rates due to the divergence of market and
book value common equity ratios, especially in a volatile stock market. The
basis for this adjustment is shown below:

The 9.69% and 9.42% DCF cost rates are relative {o the average market
value common equity of the proxy group of four gas distribution companies
and the proxy group of nine value line gas distribution companies (LDCs),
respectively. The cost of common equity for an LDC with 100% common
eqguity must first be calculated as follows:

Ko=ko=[{(k,~1)*(1-t}"(MD/ME)]-{(k,—1)*(1~1)*(MS/ME)}
~((k,—d)*(MP/ME)}]

For the Proxy Group of Four Gas Distribution Companies:

8.41% = 9.69% - [{(8.41% - 5.79% ) *( 1-35% ) *( 31.11%/50.85% ) } — {
(8.471% - 4.42% ) *(1— 35% ) * (9.04%/59.85% )} — {(8.41% - 6.12%) *(
0.0%/59.85%) | ]

For the Proxy Group of Nine Value Line Gas Distribution Companies:

8.27% = 9.42% - [ {(8.27% - 5.79% ) *{ 1 - 35% ) *( 32.66% /60.60% ) } - {
(8.27% -4.42% ) *( 1—-35% ) * (6.58% /60.60% ) } ~ { (8.27% - 6.12%) *(
0.16% / 60.60%) } ]

Where: k, = cost of common equity for a firm with 100% common equity.
K. = market determined cost of common equity, i.e., DCF cost
rate, 9.69% (4 LDCs.)/ 9.42% (9 LDCs.).
| = cost rate of long-term debt, i.e., 5.79%, the average of the
Jan. 2006 {5.75%) and Feb. 2006 (5.82%) yields on Moody's A
rated public utility debt.
|, = cost rate of short-term debt, i.e., 4.42%, the average of the
Jan. 2006 (4.36%) and Feb. 2006 (4.47%) commercial paper
rate, from Federal Reserve Statistical Release H.15.

t = tax rate, i.e., 35%.

MD = average long-term debt ratio based upon a market-value
capital structure, using the fair value of long-term debt at April
13, 2006 from pages 7 to 9 of this schedule.

MS = average short-term debt ratic based upon a market-value
capital structure, using the book value of short-ierm debt April
13, 2006 from pages 7 to 9 of this schedule.

ME = average common equity ratio based upon a market-value
capital structure at April 13, 2006.

d = cost rate of preferred stock, i.e., 6.12%, the average of the
Jan. 2006 (6.14%) and Feb. 2006(6.10%) yields on Moody's A
rated public utility preferred stocks.

MP = average preferred stock ratio based upon a market-value
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. National Fuel Gas Distribution Corporation
Notes to Brief Summary of Cost of Equity

capital structure at April 13, 2006, assuming prefemred stock has
a 'gn%rklet-to-book ratio of 1.00, from pages 7 to 9 of this
schedule.

From these "unievered” costs of common equity, 8.41% (4 LDCs) and 8.27%
(9 LDCs), the cost of common equity using the average book value capital
structure ratios of the proxy groups can be derived as follows:

ky=ke+[{(k,~1)*(1-t)*(BD/BE)} +{ (k1) *(1-1)"(BS/BE)}
+{(k,~d)*(BP/BE}}]

For the Proxy Group of Four Gas Distribution Companies:

10.76% = 8.41%+ [ { (8.41% - 5.79% ) *(1—35% ) *( 41.52% / 45.00% ) } +
{(8.41% -4.42% ) *(1—-35% ) * (13.48% /45.00% } } + { (8.41% - 6.12%) *
(0.0% /45.00%) } ]

For the Proxy Group of Nine Value Line Gas Distribution Companies:

10.30% = 8.27% + [{ (8.27% - 5.79% ) * (1 - 35% ) *( 43.19% /46.69% ) } +
{(8.27% - 4.42%.) *(1-35% ) * (9.91%/46.69% ) } + { (8.27% - 6.12%) *
(0.21%/46.69%) } |

Where: k, = cost of common equity for a firm with 100% common equity.
k. = cost of common equity based upon book value capital

structure ratios.

= cost rate of debt, l.e., 5.79%, the average of the Jan. 2006
(5.75%) and Feb. 20086 (5.82%) yields on Moody’s A rated public
utitity debt.
I, = cost rate of short-term debt, i.e., 4.42%, the average of the
Jan. 2006 (4.36%) and Feb. 2006 (4.47%) commercial paper
rate, from Federal Reserve Statistical Release H.15.
t = tax rate, i.e., 36%.
BD = average debt ratio based upon the carrying vaiue of long
term debt at April 13, 2006 from pages 7 to 9 of this schedule,
BS = average short-lerm debt ratio based upon a book value
capital structure, using the book value of shori-lerm debt at April
13, 2006 from Pages 7 1o 9 of this schedule.
d = cost rate of preferred stock, i.e., 6.12%, the average of the
Jan. 2006 (6.14%) and Feb. 2006(6.10%) yields on Moody's A
rated public utility preferred stocks.
BP = average preferred stock ratio based upon a book-value
capital structure at April 13, 2006, from pages 7 to 9 of this
schedule.

(2) From page 1 of Schedule 12.

(3) From Page 1 of Schedule 14,

(4) From Pages 1 and 2 of Schedule 15.

(5) Using the formulas described above, the 10.72% and 10.78% practical DCF
results from the proxy groups of 4 and 9 LDCs and 9 Value Line LDCs are
12.05% and 11.98%, respectively.

(6) From page 1 of Schedule 8, Column §. Risk Adjustment due to NFGDC's

greater relative business risk due to its small size vis-a-vis the two proxy
.. groups, respectively, as summarized on page 10 of this Schedule and based
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Nalional Fue! Gas Distribution Corporation

Notes to Brief Summary of Cost of Equity

upon all of the information contained on pages 7 through 25 of this schedule.
Schedule. NFGDC's smaller size based on its Pennsylvania rate base
warrants an upward adjustment in common equity cost rate of 1.88%. 188
basis points) vis-a-vis proxy groups of LDCs (see page 10 of this Schedule).
However, Mr. Hanley's recommends a range of only 0.30% - 0.60% in order
lo be conservative while still recognizing the financial reality of size on cost
rate.

As explained in Mr. Hanley's direct testimony, NFGDC does not enjoy
protection from the vagaries of the weather. Since the majority of the
companies in both proxy groups have such clauses (see page 4 of Schedules
4 and 5 of this Exhibit), KJFGDC‘S PA jurisdiction has greater relative risk vis-
a-vis the companies in the proxy groups, due to the greater variabilily of its
earnings attributable to the vagaries of weather. In Mr. Hanley's judgment the
added risk attributable to the lack of protection from the vagaries of weather is
approximately 25 basis points. As shown on Page 4 of Schedule 4, the
equivalent of 2 companies in the proxy group of four LDCs, have WNCs in
place. This equates lo about 50% of the full impact or 13 basis points

- {{0.25% * 50%) = 0.125%, rounded to 0.13%). It can be determined in similar

fashion by reference to Page 4 of Schedule 5, that the equivalent of 6
companies in.the proxy.group of nine Value Line LDCs enjoy protection from .

* weather, of the full impact or 17 basis points {{ 0.25% * 66:7% ) = 0.167%,

rounded to 0.17%)).
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1. Nalional Fuel Gas Distribution Carporation 3 296951 (3
Based upon the Proxy Group of Four Gas Distribution
B. Companies 3 300.266 2-10({4) 3.58% {5}
Based upon the Proxy Group of Nine Value Line Gas
A. Distribution Companies $ 296.072 9 -10(4) 3.58% {5)
2. Proxy Group of Four Gas Distribution Companies $ 1298120 (B) 4.4 $ 1,216.985 40 6-7(7) 1.70% (8) 1.88%
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See page 10 for notes. g
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3

4
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National Fuel Gas Distribution Corporation
Derivation of Investment Risk Adjustment Based upon

bbotson Associates' Size Premia for the Declle Portfolios of the NYSE

From page 12 of this Schedule,

Line No. 1 - Line No. 2 and Line No. 1 — Line No. 3 of Columns 3 and 4, respectively. For example, the
1.88% in Column 8, Line No. 2 is derived as follows 1.88% = 3.58% - 1.70%.

Company-provided rate base at January 31, 2007 presumed to equal total capitalization If it were a
stand-alone entity rather than a subsidiary with al of its external capital provided by the parent, National
Fuel Gas Company.

With an estimated market capitalization of $300.966 million (based upon the Proxy Group of Four Gas
Distribution Companies) and $296.072 {based upon the proxy group of Nine Value Line Gas
Distribution Companigs), National Fuel falls between the 9" and 10" decile of the
NYSE/AMEX/NASDAQ which has an average market capltalization of $255.847 as shown in the table
on the bottom half of page 9 of this Schedule.

Size premium applicable to the 9" and 10" decile of the NYSE/AMEX/NASDAQ as shown on page 24
of this Schedule.

From page 1 of Schedule 4

With an estimated markel capitalization of $1,216.986 million, the proxy group of Four Gas Distribution

Companies falis between the 6" and 7™ deciles of the NYSE/AMEX/NASDAQ which has dn average ™

market capitalization of $1,352.997 as shown in the table on the bottom half of page 9 of this Schadule.

Average size premtum applicable to the 6™ and 7 deciles of the NYSE/AMEX/NASDAQ as can be
gieaned from the information shown on page 24 of this schedule.

From page 1 of Schedule 4,

With an estimated market capitalization of $1,315.987 million, the proxy group of Nine Value Line Gas
Distribution Companies falls between the 6 and 7" deciles of the NYSE/AMEX/NASDAQ which has an
average market capilalization of $1,352.997 as shown in the table on the bottom half of page 9 of this
Scheduls.

Average size premium applicable to the 8" and 7" deciles of the NYSE/AMEX/NASDAQ as can be
gleaned from the information shown on page 24 of this schedule.

Source of Information: |bbotson Associates, Stocks, Bonds, Bills and Inflation — Valuation_Edition — 2006
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Market Capitalizailon of National Fuel

Gas Distribulion Corporation

for Uhe Proxy Group of Four Gas Distribution Companies

1 2 3 4 2 8
Common Stock Shares Book Value per Total Common
Cutstanding at Share al Equity al Closing Stock Markel-to-Book Market
September 30, 2005 {1} September 30, Seplember 30, Market Price on Ratlo at Apri 13, Capitaiizalion on
Company () 2005 {118 (°}) 2005(" Aprit 13, 20056 2006 {2} April 13, 2006 (3)
{ miMons } { mi2ions } { milions }
Nallengl Fuel Gas Distribution Corparation NA {4) NA 3 152.930 (4) NA
Based upon the Proxy Group of Four Gas Clstrbution
Compardes 1968 % (5} _§ 300.966 (6]
Based upon the Proxy Graup of Nire Value Line Gas 1936 %{") § 256.072 (B}
Distribulion Compantes
Proxy Group of Four Gas Oistribution Companies
Cascade Natural Gas Corparation 11.413 10393 3 118.615 H 19.610 1887 % $ 223.509
NICGR Inc. 44,180 18.364 811.300 41.520 228.3 1,852.024
Morthwest Natural Gas Company 27.621 21.249 586.931 34.350 161.7 949.058
Pledmont Natural Gas Co., Inc. 76.648 11.528 584.192 24.030 208.4 1,843.053
39.978 15.384 3 : 600260 H 29.980 1968 % 3 1.216.986
— e T i
Proxy Group of Nine Valye Line Gas Distribution Companies
Atmes Energy Corporation 80.539 s 15.896 H 1,602,422 H 26,120 113 % 3 2,103.67%
Cascade Natural Gas Corporation 11.413 10.353 118615 19.610 188.7 223.509
The Lacdleds Group, Inc. 21472 17.312 386.525 34.300 198.1 726.200
New Jersey Resources Corp. 27.546 15.903 438.052 44,510 2739 1.226.072
NICOR Inc. 44,180 18,364 811.300 41,920 2283 4,852,024
MNorhwesl Natural Gas Company 21621 21,249 586,931 34.350 161.7 949058
Peopies Energy Corparation 38.157 20.970 800.154 37.850 1805 1.444.251
Piedmont Matural Gas Co., Inc. 76.688 11.528 884,192 24.030 208.4 1.843.053
WGL Holdings, Inc. 48.704 1B.35% 893992 30.300 1651 3,475,742
Average 41,781 S 17,108 s 722,465 $ 32,556 1936 % S 1.315.887

Notas:

NA = Maf Avallable

(1) Column 3/ Column 1.
{2) Column 4/ Column 2.
{2) Column 5 * Column 3,

(4) Based upon allocating Nationa! Fue? Gas Distnbution Cosporation’s rate base at January 31, 2007 of $296,950,785 by Mr. Hanley's recommended
common equily ralio 51.50%. $152.930 = $§296.950,785 * 51.50%.
(5) Tha market-ta-book ratio of Nationat Fuel Gas Distribution Corporation at Aprif 13, 2006 Is assumed to be equa! 1o lhe average market-lo-book ralle
at April 13, 2006 cf the Proxy Group of Four Gas Distribution Compantes.
{8) Nationa! Fue Gas Distribulion Corporation’s common stock, If iraded, would trade at a markel-lo-book ratlo equal to the average market-to-book ratlo
al April 13, 2006 of the proxy group of Four Gas Disiribution Compantes, 136.8%, and National Fuef's markel capitaflzefion at Apdl 13, 2006 would
theralora hava been $287.897 million. (3287.897 =$146.128 * 196.8%).
{7) The markel-in-book ratio of Nationa! Fuel Gas Distribullon Corporation st April 13, 2006 Is 8ssumed to be equat lo tha average market-lo-book ratle
a1 April 13, 2006 of the proxy group of Nine Value Line Natural Gas Distribution Companles.
{8} NaYona! Fues Gas Disiibutlon’s common stock, if iraded, would lrade a1 a market-lo-book ralio equal to the average market-to-bock rallo at Apri 13,
2006 of the proxy group of Nine Value Uine Gas Distribution Companies, 153.6%, and National Fuel's market capleslizalion al Apsil 13, 2008 wou'ld
therefore have been $283 216 millon. ($283.216 = $146.128 * 192.6%).

[*}) As of September 2005, except NICOR and Northwest Nalural, which are al December 2005, and for Pledmont Natural Gas which is at October 2005,

Source of Informatien: Company Annual Forms 10-K
Source of Information: DTN Trading Markets’ DTNIQ/Interquote.com
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Chapter 7 | -

Firm Size and Return

The Firm Size Phenomenon

One of the mosr remarkable discoveries of modern finance is that of 2 relationship between firm size
and return. The relationship cuts across the entire size spectrum bur is most evident among smaller
companies, which have higher returns on average than larger ones. Many studies have looked at the
effect of firm size on return.' In this chapter, the returns across the entire range of firm size

are examined.

Construction of the Declle Portfolios

The portfolios used in this chapter are those created by the Center for Research in Security Prices
. {CRSP} at the University of Chicago’s Graduate School. of ‘Business..CRSF has refined the methodol-
ogy of creating size-based portfolios and has applied this methodology to the entire universe of
NYSE/AMEX/NASDAQ-listed securities going back o 1526,

The New York Stock Exchange universe excludes closed-end mutual funds, preferred stocks,
real estate investment trusts, foreign stocks, American Depository Receipts, unit investment trusts,
and Americus Trusts. All companies on the NYSE are ranked by the combined market capitalization
of their eligible equity securities. The companies are then split into 10 egually populated groups, or
deciles. Eligible companies traded on the American Stock Exchange (AMEX) and the Nasdag
National Market (NASDAQ) are then assigned to the appropriate deciles according to their capital-
izarion in relation to the N'YSE breakpoints. The portfolios are rebalanced, using closing prices for
the last trading day of March, June, September, and December. Securities added during the quarter
are assigned to the appropriate portfolio when two consecutive month-end prices are available. If the
final NYSE price of a security that becomes delisted is a month-end price, then that month's return
is included in the quarterly return of the security’s pertfolio. When a month-end NYSE price is miss-
ing, the month-end value of the security is derived from merger terms, quotations on regional
exchanges, and other sources. If 2 month-end value still is not determined, the last available daily
price is used.

Base security returns are monthly holding period returns. All distributions are added to the
month-end prices, and appropriate price adjustments are made to account for stock splits and divi-
dends. The return on a portfolio for one moath is calculated as the weighted average of the returns
for its individual stocks. Annual portfolio returns are calculated by compounding the monthly port-

folio returns.

Size of the Deciles

Table 7-1 reveals that the top three deciles of the NYSE/AMEX/NASDAQ account for most of the
total marker value of its stocks. Nearly two-thirds of the market value is represented by the first
decile, which currently consists of 16% stocks, while the smallest decile accounts for just over

1 Rolf W. Banz was the first to document this phenomenon. See Banz, Rolf W. *The Relationship Berween Returns and
Market Value of Common Stocks,” Journal of Fimancial Economics, Vol. 9, 1981, pp. 3-18.
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one percent of the market value. The data in the second column of Table 7-1 are averages across all
80 years. Of course, the proportion of market value represented by the various deciles varies from
year to year.

Columns three and four give recent figures on the number of companies and their marker cap-
italization, presenting a snapshot of the structure of the deciles near the end of 20035.

Table 7-1

Size-Decile Porticlios of the NYSE/AMEX/NASDAQ Size and Compostition
1926 through September 30, 2005

Recent
Historical Average Recent Decile Market Recemt
Percentapn of Number aof Capitalization Percentage of
_‘_p_pg_:_i.l_e ] j‘t?t'a1_'(.‘-9p_l!n!lz_afl9l1 . Companies (in thousands}  Total Capitalization
1-largest - 63.29% 169 $8,869,801.117 80.02%
2 13.87% 182 2,025,323,685 13.81%
3 1.57% 195 1,074,448,763 7.38%
4 4.74% 208 656,297,080 4.51%
5 3.24% 207 452,328,087 3.11%
6 2.37T% 238 389,595,517 2.68%
7 1.73% 269 319,642,775 2.20%
8 1.28% 352 287,783,718 1.98%
9 0.99% 633 268,738,201 1.85%
10-Smafest 0.81% 1,746 216,334,856 1.40%
Mid-Cap 3-5 15.55% 608 2,183,074,840 14.89%
Low-Cap B-8 5.39% B8BO £97,021,410 6.85%
Micro-Cap 8-10 1.80% 2,438 485,073,149 3.33%

Source: © 200603 CRSP* Center for Research In Security Prices. Graduate School of Business, Tha Univarsity of Chicaego. Used
with permission. Al righls reservad, www.crsp.uchicago.edu.

Historical average percentage of total capltalization shows the average, over the last 80 years, ol tha dacile rmarkel values as a
percentaga of the 1otal NYSE/AMEX/NASDAQ calculated each month. Number of compartes in deciles, racent market
caphalization of declles, and recent percentage of total capltalization are as of Seplember 30, 2005.

Table 7-2 gives the current breakpoints that define the composition of the NYSEAMEX/NASDAQ
size deciles. The largest company and its market capitalization are presented for each decile. Table
7-3 shows the historical breakpoints for each of the three size groupings presented throughout this
chapter. Mid-cap stocks are defined bere as the aggregate of deciles 3-5. Based on the most recent
data (Table 7-2), companies within this mid-cap range have market capitalizations at or below
$7,187,244,000 but greater than $1,728,888,000. Low-cap stocks include deciles 6-8 and currently
include all companies in the NYSE/AMEX/NASDAQ with market capitalizations at or below
$1,728,888,000 but preater than $586,393,000. Micro-cap stocks include deciles 9~10 and include
companies with market capitalizations at or below $586,393,000. The market capitalization of the
smallest company included in the micro-capitalization group is currencly $1,075,000.

130 SBBI Valuation Edition 2006 Yearbpok



Exhibit No. 400
Schedute 1
Page 16 of 25

Fiom Size and Return

Table 7-2

Slze-Decile Portfolios of the NYSEJAMEX/NASDAQ, Largest Gompany
and Jts Market Capitalization by Dacile
September 30, 2005

Markat Capitallzation
of Largoest Company

Daclie {In thousands) Company Name

i-Largest $367,485,144 General Electric Co.

2 16,016,450 Entergy Corp.

3 7,187,244 Chesapeake Energy Corp.

4 3,981,425 Ball Corp,

5 2,519,280 Calennse Corp.

B 1,728,888 AGCO Corp.

7 ' 1,280,966 ‘ESCO Technologies Inc.

a 872,103 West Pharmaceutical Services Inc,
9 586,393 General Cable Corp.

10-Smallest 254,081 4Kids Entertainment tnc.
Source: Centar for Research In Securlly Prices, University of Chicago.

Presentation of the Decile Data

Summary statistics of annual returns of the 10 deciles over 1926-2005 are presented in Table 7-4.
Note from this exhibit that both the average return and the total risk, or standard deviation of annual
returns, tend to increase as one moves from the largest decile to the smallest. Furthermore, the
serial correlations of returns are near zero for all but the srnallest two deciles. Serial correlations and
their significance will be discussed in detail later in this chapter

Graph 7-1 depicts the growth of one dollar invested in each of three NYSEJAMEX/NASDAQ
groups broken down into mid-cap, low-cap, and micro-cap stocks. The index value of the entire
NYSE/AMEX/NASDAQ is also included. All rerurns presented are value-weighted based on the mar-
ket capitalizations of the deciles contained in each subgroup. The sheer magnitude of the size effect
in some years is noteworthy. While the largest stocks actually declined 9 percent in 1977, the
smallest stocks rose more than 20 percent, A more extreme case occurred in the depression-recovery
year of 1933, when the difference between the first and tenth decile returns was far more
substantial, with the largest stocks rising 46 percent, and the smallest stocks rising 224 percent. This
divergence in the performance of small and large company stocks is 2 common occurrence.

Ibbotson Associates 131
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Table 7-3

Size-Decile Portfolios of the NYSE/AMEX/NASDAQ
Largesl and Smallest Company by Size Group

from 1926 to1965

Capitalization of Largest Company Capltaiization of Smallest Company
{in thousands) {in thousands)

Date Mid-Cap Low-Cap  Micro-Cap Mid-Cap Low-Cap  Micro-Cap
{Sept 30} 3-5 6-8 9-10 3-5 &-8 9.10
1926 $61,480 $14.040 $4,305 $14,100 54,325 343
1927 $65,281 $14,746 §4,450 $15311 $4,496 §72
1928 $81.088 18,075 £5,074 $19,050 85,119 $135
1928 $107,085 §24,228 $5,875 $24,480 35,815 $128
1930 $67,808 $13,050 $3,219 §13,088 $3,284 $30
1831 $42,607 $8,142 $1,905 18,222 1,827 $15
1932 12,434 $2,170 $473 $2,196 $477 $19
1933 $40,208 $7.270 £1,830 $7,280 $1,875 $100
1934 $36,128 $6,669 $1,669 $6,734 $1,673 168
1935 $a7.631 86,519 $1.350 . $6549  $1.383 . %38
1836 $45,920 $11,505 $2,660 $11,526 $2.668 %98
1937 $51,750 $13,601 $3,500 $13,638 $£3,539 868
1938 $36,102 $8,325 $2,128 $8.372 §2,148 $60
1839 $35,784 $7,367 $1,697 $7,388 $1,800 75
1940 £31,050 $7,990 $1,881 £8,007 $1,872 851
1941 $31.,744 $8,318 $2.086 $8,338 $2,087 72
1942 $26,135 $6,870 51,779 $6,875 $1,788 se2
1843 $43,218 $11,475 $3,847 $11,480 $3,803 $395
1944 $46,621 $13,088 S4.§00 $13,068 $4,812 $309
1845 $55,268 $17.325 $65,413 £17.575 $6,428 $225
19486 $£70.158 §24,192 $10,013 $24,199 $10,051 £826
1947 $£57,830 $17,735 $6.373 $17.872 $6,380 §747
1948 $67,208 $18,575 $7,313 $19,651 $7,320 5784
1949 $55,506 $14,549 $5,037 $14,577 $5,108 3379
1950 $65,881 $18,675 $6,176 $18,750 £8,201 $303
1951 $682,517 322,750 $7,567 $22,860 §7.508 $668
1952 $97,836 325,452 56,428 $25,532 $8,480 $480
1953 $58,595 $25,374 $8,156 $25,395 $8,168 $459
1954 $125,834 $28,645 36,484 20,707 38,488 $463
1885 $170,820 §at,445 $12,353 $41,581 $12,388 8553
1956 $183,434 545,805 §13,481 46,886 $13.§24 $1,122
1857 $182,861 §47,858 $13,844 $48,509 $13,848 §£925
1958 $185,083 $46,774 $13,789 $48,871 $13,816 $550
1959 $253,644 $64,221 $10,500 864,372 $19.548 $1,804
1560 §246,202 $61,4B5 $18,344 $61,528 $10,385 $831
1961 $296,261 £78,058 $23,562 $79,422 $23.613 $2,455
1662 $250,433 $58,6866 $18,852 $59,143 $16,968 $1.018
1963 $308,438 $71,846 $23,819 71,971 323,622 £206
1564 $344,033 $70.343 $25,594 £79,508 825,595 $223
1965 $363,759 $84,479 $28,365 564,800 $28,375 8250

Source: Center for Ressarch in Securlty Prices, University of Chicago.
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Table 7-3 {continued)

Size-Decile Portfolios of the NYSEIAMEX!NASDAQ

Largest and Smallest Company by Size Group

from 1966 to 2005

CapHtalizatlion of Largest Company
{in thousands)

Capltallzation of Smaliest Company

{in thousands)

Date Mig-Cap Low-Cap  Mlcro-Cap Mid-Cap Low-Cap Micro-Gap
(Sept 30) 3-5 6-8 8-10 3-5 6-8 9-10
1966 $399,455  $99,578 $34,884 $00,935  $34,966 $381
1967 $459,170  $117,985 $42,267 $118,329  $42,313 3381
1968 $528,326  $140,261 $60,351 $150,128  $60,307 $592
1969 $517,452  $144,770 $54,273 $145,684  $54,280 $2.118
1870 $380,246  $94,025 $29,910 $94,047  $29,916 $B22
1971 $542,517 $145,340 $45,571 $145673  $45,589 $865
1972 $545,211  $139,647 $46,728 $139,710  $46,757 $1,03%
1973 $424,584  $84,809 $20,601 $05,378  $20,605 $561
1974 $344,013  $75,272 $22,475 $75,853  $22,481 $444
1975 $465,763... .$96,954 $28,140 $07,266 528,144 $540
1976 $551,071  $116,184 §31,087 $118,212  $32,002 3564
1977 $573,084 $136.804  $39,192 $137,323  $39.254 $513
1978 $572,067 $159,778 $46,621 $160,524  $48,629 $830
1979 $661,336  $174,480 $49,088 $174,517  $49,172 $048
1880 $754,562 $194,012 $48,671 $194,241  $48,953 $549
1981 $054,665 $250,028 $71,276 $261,058  $71,289 $1,446
1982 $762,028  $205,590 $54,675 $206,536  $54,883 $1,080
1983 $1,200,680 $352,608  $103,443 $352,044 $103,530 $2,025
1984  $1,088972 $314,650 $80,419 $315,214 390,659 $2,003
1985  $1,432,342  $367,413 $53,810 $368,248  $94,000 $780
1886  $1B57,621 $444,827  $10D.856 $445,648 $108,875 $708
1987  $2,050,143 $467,430  $112,025 $468,948 3112,125 $1,277
1988  $1957,926 $420,257 $94,268 $421,340  $94,302 5606
1989  $2,147,608 $480,975  $100,285 $483,623  $100,384 $96
1990  $2,164,185 $472,003  $93.627 $474,065  $93,750 $132
1991  $2,120,863  $457,958 $87,585 $458,853  $87,733 $278
1992  $2.428,671 $500,3468  $103,352 $501,050 $103,500 £510
1993  $2,711,068 $608,520  $137,945 $608,825 $137,987 $802
1994  $2,497,073 $601,552  $148,435 $602,552 $149,532 $598
1995 52,703,761 $653,178  $158,011 $654,019  $158,083 $89
1996 $3,150,685 $763,377  $105,188 $763812 $195,326 $1,043
1997 83,511,132 $B18,299  $230,472 $821,028  $230.554 $480
1998 $4,216,707 §$934,264  $253,329 $936,727 $253,336 $1,671
1999  $4,251,741  $675,308  $218,336 $875,582 $218,368 81,502
2000  $4,143,502 $840,000  $192,598 $840,730 $192,721 81,462
2001  $5,252,063 $1,114,792  $269,275 $1,115,200 $270,391 $443
2002 $5012,705 $1,143,845  $314,042 $1,144,452  $314,174 $501
2002  $4,794,027 $1,166.799  $330,808 $1,167,040 $330,797 %232
2004 $6,241,953 §$1,807,.854  $505,437 $1,607,931  $506,410 $1,393
2005  $7.187.244 31,728,888  $58B6,393 $1,725,364 $587,243 $1,079
Source: Center for Research In Security Prices, Unlvarsity of Chicago.
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Table 7-4

Stze-Decile Portfolios of the NYSE/AMEX/NASDAQ, Summary Statistics of Annual Returns
1926~-2005

Geometric Arithmetic Standard Serial
Deocile Mean Mean Deviatlon Comralation
1-l.argest 8.5 11.3 19.17 0.08
2 10.9 13.2 21.86 0.03
3 11.3 138 23668 002
4 11.3 14.3 2594 ~0.02
5 11.6 14.9 28.718 -0.02
6 11.8 153 27.84 0.04
7 e 15.6 208.9% 0.01
B 11.8 16.6 33.47 0.04
8. 12.0 D & X 38.55 0.05
10-Smallest 14.0 21.6 45,44 0.15
Mid-Cap, 3-8 1.4 14.2 24.74 =0.02
Low-Cap, 6-8 1.7 15.7 28.52 0.03
Micro-Cap, 9-10 12.7 18.B 30.16 0.0B
NYSE/AMEX/NASDAC
Total Value-Welghled Index 10.1 12.0 20.21 0.03

Source: Canter for Research In Securily Prices, University of Chicago.

Aspects of the Firm Size Effect

The firm size phenomenon is remarkable in several ways. First, the grearer risk of small stocks does
not, in the context of the capital asset pricing model (CAPM), fully account for their higher returns
over the long term. In the CAPM only systematic, or beta risk, is rewarded; small company stocks
have had returns in excess of those implied by their betas.

Second, the calendar annnal return differences berween small and large companies are serially
cerrelated. This suggests that past annual rerurns may be of some value in predicting future annual
returns. Such serizl correlation; or autocorrelation, is practically unknown in the market for large
stocks and in most other equity markets but is evident in the size premia.

Third, the firm size effect is seasonal. For example, small company stocks outperformed large
company stocks in the month of January in a large majority of the years. Such predictability is sur-
prising and suspicious in light of modern capital macket theory. These three aspects of the firm size
effect—long-term returns in excess of systematic risk, serial correlation, and seasonality—will be
analyzed thoroughly in the following sections.

.
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Graph 7-1
Size-Declle Portfolios of the NYSE/AMEX/NASDAQ: Wealth Indices of Investments in Mid-, Low-, Micro- and
Total Capltalization Stocks

19252005
Year-end 1925 = $1.00
$20,000 _
$14,124.09
$10,000
1 $7.213.36
. $5,576.53
& Micro-Cap Stock
] Low-Cap Stock 42.143.23
$1.000
Mid-Cap Stock
$100 :
x ]
g ] Total Value
= - Welghted NYSE/
AMEX/NASDAQ
$10 4
1
%0 _]

1825 1935 1945 1855 1965 1975 1985 1985 2005

Year-end Source: Center for Research in Security Prices, University of Chicago.
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Lonhg-Term Returns in Excess of Systematic Risk

The capital asset pricing model (CAPM) does not fully account for the higher returns of small com-
pany stocks. Table 7-5 shows the returns in excess of systematic risk over the past 80 years for each
decile of the NYSE/AMEX/NASDAQ. Recall that the CAPM is expressed as follows:

k, =r, +{B, xERP)

Table 7-5 uses the CAPM to estimate the return in excess of the riskless rate and compares this esti-
mate to historical performance. According to the CAPM, the expected return on a security should
consist of the riskless rate plus an additional return to compensate for the systematic risk of the secu-
rity. The return in excess of the riskless rate is estimated in the context of the CAPM by multiplying
the equity risk premium by P (bera). The equity risk premium is the return that compensates investors
for taking on risk equal to the risk of the market.as a whole (systematic risk}.? Beta measures the
extent to which a security or portfolio is exposed to systematic risk.® The beta of each decile indi-
cates the degree to which the decile’s return moves with that of the overall marker.

A beta greater than one indicates that the security or portfolio has greater systematic risk than

. the market; according to the CAPM equation, investors are compensated for taking on this additional
risk. Yet, Table 7-5 illustrates that the smaller deciles have had returns that are not fully explained
by their higher betas, This return in excess of that predicted by CAPM increases as one moves from
the largest companies in decile 1 to the smallest in decile 10. The excess return is especially pro-
nounced for micro-cap stocks (deciles 9-10). This size-related phenomenon has prompted a revision
to the CAPM, which includes a size premium. Chapter 4 presents this modified CAPM theory and
its application in more detail.

This phenomenon can also be viewed graphically, as depicted in the Graph 7-2. The security
market line is based on the pure CAPM without adjustment for the size premium, Based on the risk
{or beta) of a security, the expected return lies on the security market line. However, the actual his-
toric returns for the smaller deciles of the NYSE/AMEX/NASDAQ lie above the line, indicaring that
these deciles have had retorns in excess of that which is appropriate for their systematic-risk.

2 The equity risk premium is estimated by the 80-year arithmetic mean return on Jarge company stocks, 12,30 percent, less
the B0-year aritbmeric mean income-return component of 20-year government bonds as the historical riskless rate, in this
case 5.22 peceent. (It is appropriate, however, 1o match the marurity, or duration, of the riskless asser with the investment
horizon.) See Chapter 5 for more detail on equity rick premivm estimation,

3 Historical beias were calculated using a simple regression of the monthly pordolio {decile) total returns in excess of the
30-day U.S. Treasury bill total returns versus the S8P 500 total returns in excess of the 30-day U.S. Treasury bill,
January 1326-December 2003, See Chapter 6 for more detail on beta estimation.
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Table 7-5
Long-Termn Returns in Excess of GAPM Estimation for Declle Portfolios of the NYSEFAMEX/NASDAQ
1826-2005

Realized Estimated  Size Premium

Arithmatic Return In Retum In {Return in

Mean Excess of Excess of Excess of

Doclly Beta* Return Riskless Rate™  Riskless Ratet CAPM)
1-Larpast 0.91 11.20% §07T% 6.45% ~0.37%
2 1.04 13.22% 8.00% 7.33% D.67%
3 1.10 13.84% 8.62% 7.77% 0.85%
4 1.13 14.31% 9.09% 7.98% 1.10%
5 1,16 14.91% 0.68% B.20% 1.49%
] 1.18 15.33% 1011% 8.38% 1.73%
7 1.23 15.62% 10.40% 8.73% 1.67?6
é 1287 1660% 11.38% T 9.05% 2.33%
9 1.34 17.48% 12.26% 8.50% 2.76%
10-Smallest 1.41 21.50% 16.37% 10.01% 6.36%
Mid-Cap, 3-5 1.12 14.15% 3.94% 7.01% 1.02%
Low-Cap, 5-8 1.22 15.65% 10.44% B.63% 1.81%
Micro-Cap, 8-10 1.36 B.7T% 13.55% 9.61% 3.5

‘Belas are estimated from monthly portfolio total returns In excess of tha 30-day U.S. Treasury bill total return veraus the S&P
500 total returns In excess of the 30-day U.S. Treasury blll, January 1826-December 2005.

.-ggggrica] rlsk;eas rate Is rmeasured by the B0-year arlthmetlc mean income return component of 20-year government bonds
.22 percent).

tCalculated In the context of the CAPM blpmultlp}ying the aqulty risk premium by beta. The aquity risk premium Is estimated by
the arithmetic mean total return of the SAP 500 {12.30 percont) minus the arithmetic mean income return component of 20-year
govemnment bonds {5.22 percent) from 1926-2005,

Graph 7-2
Security Market Line versus Size-Decile Portfolios of the NYSE/AMEX/NASDAQ
1926-2005
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Chapter 7

Furthier Analysis of the 10th Decile

The size premiz presented thus far do a great deal to explain the return due solely to size in publicly
traded companies. However, by splitting the 10th decile into two size groupings we can get a closer
look at the smallest companies. This magnification of the smallest companies will demonstrate
whether the company size to size premia relationship continues to hold true.

As previously discussed, the method for determining the size groupings for size premia analysis
was to take the stocks traded on the NYSE and break ther up into 10 deciles, after which stocks
rraded on the AMEX and NASDAQ were allocated into the same size groupings. This same method-
ology was used to split the 10ch decile into two pants: 10a and 10b, with 10b being the smaller of
the two. This is equivalent to breaking the stocks down into 20 size groupings, with portfolios 19
and 20 representing 102 and 10b.

Table 7-7 shows that the pattern continues; as companies get smaller their size premium increas- |

es. There is a noticeable increase in size premium from 10a to 10b, which can also be demonstrated
visually in Graph 7-3. This can be useful in valuing companies that are extremely smali. Table 7-6
presents the size, composition, and breakpoints of deciles 102 and 10b. First, the recent number of
companics and total decile market capitalization are presented. Then the largest company and its
market capitalization are presented.

Breaking the smallest decile down lowers the significance of the results compared 1o results for
the 10th decile taken as a whole, however. The same holds true for comparing the 10th decile with
the Micro-Cap aggregation of the 9th and 10th deciles. The more stocks included in a sample the
more significance can be placed on the results. While this is not as much of a factor with the recent
yeare of data, these size premia are constructed with data back to 1926. By breaking the 10th decile
down into smaller components we have cut the number of stocks included in each grouping, The
change over time of the number of stocks included in the 10th decile for the NYSE/AMEX/MNASDAQ
is presented in Table 7-8. With fewer stocks included in the analysis early on, there is 2 strong pos-
sibility that just a few stocks can dominate the returns for those early years.

While the number of companies included in the 10th decile for the early years of our analysis
is low, it is not too low to still draw meaningful results even when broken down into subdivisions
10a and 10b. All things considered, size premia developed for deciles 10a and 10b are significant and
can be used in cost of capital analysis. These size premia should greatly enhance the development of
cost of capital analysis for very small companies.

Table 7-6

Size-Decile Portfolios 10a and 10b of the NYSE/AMEX/NASDAQ,
Largest Company and (ts Market Capitalization

Seplember 30, 2005

Rocent Doclle Market Capitalizetion
Recent Numbaer Market Capitalization of Largest Company Company
Declle of Companies {in thousands) {in thousands) Namo
10a 483 $108,194.821 $264,081 4Klds Entertalnt inc.
10b 1,279 $102,157.012 $169,195 GQuaker Chamical Comp.

Note: These numbers may nof aggregate to equal dacile 10 figures.
Source: Center for Research In Securily Prices, University of Chicago.
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Firm Size and Retum

Table 7-7

Long-Term Returns in Excess of CAPM Estimation for Decile Portiolios of the
NYSE/AMEX/NASDAQ, with 10th Decile Split

1926-2005
Reallzed Estimated Size Premium
Arithmetic Return In Return in {Return In
Mean Excess of Exceoss of Excass of
Beta* Return  Riskless Rate™ Riskless Ratet CAPM)
1-Largest 0.9 11.29% 6.07% 6.45% -0.37%
2 1.04 13.22% 8.00% 7.33% 0.67%
3 1.10 13.84% 8.62% T7.77% 0.85%
4 1.13 14.31% 0.00% 7.98% 1.10%
S 1.16 14.91% 9.59% 8.20% 1.46%
6 1.18 15.33% 10.11% 8.38% 1.73%
7 © 123 15.62% 10.40% "B.T3% 1.67%
8 1.28 16.80% 11.38% 5.05% 2.33%
9 1.34 17.48% 12.26% 8.50% 2.76%
10a 1.43 19.71% 14,48% 10.10% 4.38%
10b-Smallest 1.38 24.87% 18.65% 9.82% 9.83%
Mid-Cap, 3-5 1.12 14.15% 8.94% 7.91% 1.02%
Low-Cap, §-8 1.22 15.66% 10.44% 8.63% 1.81%
Micro-Cap, 9-10 1.38 1B.77% 13.55% 9.61% 3.95%

*Belas are estimatad from monthly portiolio total returns in excess of the 30-day U.S. Treasury bifl total return versus the S&P

500 total retums in excess of the 30-day U.S. Treasury bill, January 1926-Decembar 2005 .

“*Historical riskiess rate 15 magsurad by the B0-year arthmetic mean Income retum componentt of 20-year governmen! bonds

{5.22 percent).

tCalculated In the contaxi of the CAPM b mt.llﬂplylé-n?3 lhe equity risk premiurm by beta. The equity risk premium Is estimated by

the arithmetic mean lotal return of the S&F 500 (1
government bonds (5.22 percent) from 1926-2005.

0 parcent) minus the arithmetic mean income return component of 20-year

Graph 7-3
Security Market Line versus Slze-Decile Portfolios of the NYSE/AMEX/NASDAQ, with 10th Declle Split
1826-2005
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Chapter 7

Table 7-8

Historical Number of Companies for NYSE/AMEX/NASDAQ Decile 10
Sept. Numbar of Companies
1826 52*
1830 72
1840 78
1850 100
1860 109
1970 865
1880 585
1890 1.814
2000 1.827
2005 1,746

*The fewest number of companies was 42 In March, 1926
Sourcae: Center for Research In Security Prices, Univarsity of Chicago.

Alternative Methods of Calculating the Size Premia

The size premia estimation method presented above makes several assumptions with respect to the
market benchmark and the measurement of beta. The impact of these assumptions can best be exam-
ined by looking at some alternatives. In this section we will examine the impact on the size premia
of using a different market benchmark for estimating the equiry risk premia and beta. We will also
examine the effect on the size premia study of using sum beta or an annual beta.!

Changing the Market Benchmark

In the original size premia study, the S&P 500 is used as the market benchmark in the calculation of
the realized historical equity risk premium and of each size group’s beta. The NYSE rotal value-
weighted index is 2 common alternative market benchmark used to calculate beta. Table 7-9 uses this
market benchmark in the calculation of beta. In order to isolate the size effect, we require an equirty
risk premium based on a large company stock benchmark. The NYSE deciles 1-2 large company
index offers a mutually exclusive ser of portfolies for the analysis of the smaller company groups:
mid-cap deciles 3-5, low-cap deciles 6-8, and micro-cap deciles 9-10. The size premia analyses using
these benchmarks are summarized in Table 7-9 and depicted graphically in Graph 7-4.

For the entire period apalyzed, 1926-2005, the betas obtained using the NYSE total value-
weighted index are higher than those obtained using the S&P 500. Since smaller companies had
higher betas using the NYSE benchmark, one would expect the size premia to shrink. However, as
was illustrated in Chapter 5, the equity risk premium calculated using the NYSE deciles 1-2 bench-
mark results in a value of 6.33, as opposed ro 7.08 when using the S&P 500. The effect of the
higher betas and Jower equity risk premium cancel each other out, and the resulting size premia in
Table 7-9 are slightly higher than those resulting from the original study.

4 Sum beta is the method of beta estimation described in Chapter € that was developed to better account for che lagged
reaction of small stocks to market movements. The sum beta methodology was developed for the same reason thar the
size premia were developed; small company betas were too small 1o account for all of their excess remuens.
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Utilities

The utilitles rating methodology encompasses two basic
components: business risk analysis and financial analysis.
Evaluation of industry characteristics, the utllity's position
within that Industry, its regulation, and Its management
provides the context for assessing a firm's financial condi-
tion.

Historieal analysis is a tool for identifying strengths and
weaknesses, and provides a starting point for evaluating
financial condition. Business position assessment is the
qualitative measure of a utlity’s fundamental creditwaor-
thiness. It focuses on the forces that will shape the utilides’

future.

The credit analysis of utilities Is quickly evolving, &s
utilities are treated less as regulated monopalies and more
as entitles faced with & host of challengers in a competitive
environment Marketplace dynamics are supplanting the
power of regulation, making it critically important to re-
duce costs and/or market new services In order to thwart
competitors” inroads.

Markets and service area economy

Assessing service territory begins with the economic and
demographicevaluation of the areain which the utility has
its franchise. Strength of long-term demand for the product
is exarnined from & macroeconomic perspective. This en-
ables Standard & Poor’s to evaluate the affordability of
rates and the staying power of demand.

Standard & Poor’s tries to discern any secular consump-
tion trends and, more importantly, the reasons for them.
Specific items examined Include the size and growth rate
of the market, strength of the franchise, historical and
projected sales growth, incorne levels and trends In popu-
lation, employment, and per capita Income. A utility with
a healthy econormy and customner base—as illustrated by
diverse employment opportunities, average or above-av-
erage wealth and income statistics, and Jow uvnemploy-

ment—wlll have a greater capadity to support its opera-
tions.

For electric and gas utllitles, distdbution by customer
class Is scrutinized to assess the depth and diversity of the
utility's customer mix. For example, heavy Industrial con-
centration Is viewed cautiously, since a utility may have
significant exposure to cyclica] volatility. Alternatively. a
large residential component ylelds a stable and more pre-
dictable revenue stream. The largest utility customers are
identified to determine their importance to the bottom line
and assessthe risk of thelr loss and potential adverse effect
on the utllity’s financial position. Credit concerns arise
when individua! customers represent more than 5% of
revenues. The company or industry may play a significant
role in the overall economic base of the service area. More-
over, large customers may turn to cogeneration or alterna-
tve power supplies to meet their energy needs, poténtially
leading to reduced cash flow for the utility (even in cases
where a large customer peys discounted rates and is not a
profitable account for the utility). Customer concentration
fs less significant for water and telecomnmunication utili-

tes.

Competitive position

As competiive pressures have Intensified In the utilitles
industry, Standard & Poor's analysis has deepened to in-
clude a more thorough review of competitive position.

Electric utility competition

For electric utllitles, competitive factars examined in-
clude: percentage of firm wholesale revenues that are most
vulnerable to competition; industrial load concentration;
exposure of key customers to alternative suppliers; com-
merdlal concentrations; rates for various customer classes;
rate design and fiexibility; production costs, both marginal
and fixed; the reglonal capacity situation; and transmission
constraints. A regional foeus is evident, but high costs and
rates relative to national averages are also of significant
concern because of the potential for electricity substitutes
over time.

Mounting competition in the electric utility industry
derives from excess generating capadity, lower barriers to
entering the electric generating business, and marginal
costs that are below embedded costs, Standard & Poor's
has already witnessed declining prices in wholesale mar-
kets, as de facto retall competition s already being seen in
several parts of the country, Standard & Poor's believes
that over the coming years more and more customers will
want and demand lower prices. Initlal concerns focus on
the largest industrial loads, but other customner classes will
be increasingly vulnerable. Competition will not necessar-

29
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{ly be driven by legislation. Other pressures will arise from
global competition and improving lechnologies, whether
it be the declining cost of incremental generation or ad-
vances In transmission capacity or substitute energy
sources like the fuel cell. It Is impossible to say precisely
when wide-open retall competition will occur; this will be
evolutionary. However, significantly greater competition
in retall markets {s inevitable,

Gas utility competition

Simflarly, gas utllittes are analyzed with regard to their
competitive standing in the three major areas of demand;
residential, commerdial, and Industrial, Although regu-
lated as holders of monopoly power, natural gas utilitles
have for some time been actively competing for energy
market share with fuel ofl, electricity, coal, solar, wood, etc.
The long-term staying power of market demand for natu-
ral gas cannot be taken for pranted. In fact, as the electric
utility Industry restructures and reduces costs, electric
power will become more cost competitive and threaten
certaln gas markets. In addition, Independent gas market-
ers have made greater inroads behind the city gate and are
competing for large gas users. Moreover, the recent trend
by state regulators to unbundle utility services is creating
opportunities for outsiders to market niche products. Dis-
tributors still have the upper hand, but those who do not
reduce and control costs, and thus rates, could find com-
petition even more difficult.

Natural gas pipelines are judged to carry a somewhat
higher business risk than distribution companies because
they face competition in every one of their markets. To the
extenta pipeline serves utilities versusindustrial end users,
its stability is greater. Over the next flve years, pipeline
competition will heat up since many service contracts with
customers are expiring. Most distributor or end-use cus-
tomers are looking to reduce pipeline costs and are work-
ing to improve their load factor to do so. Thus, pipelines
will likely find it difficult to recontract all capacity in
coming years. Being the pipeline of choice is a function of
attractive transportation rates, diversity and quallty of
services provided, and capaclty available ineach particular
market. In all cases though. periodic discounting of rates
to retafn customers will occur and put pressure on profit-
ability.

Water utility competition

As the last true utility monopoly, water utilities face very
Iittie competition and there is currently no challenge to the
continuation of franchise areas. The only exceptions have
been cases where Investor-owned water companies have
been subject to condemnation and munidpalization be-
cause of poor service or political motivations. In that re-
gard, Standard & Poor’s pays close attention to costs and
rates In relation to neighboring utilitfes and national aver-
ages. {Incontrast, the privatization of public water facilities
has begun, albeit at a slower pace than anticipated. This is
occurring mostly in the form of operating contracts and
public/private partnerships, and not In asset transfers.
This trend should continue as cities look for ways to bal-

30

ance thelr tight budgets.) Also, water utllities are not fully
immune to the forces of competition; In a few Instances
wholesale customers can access more than one suppller.

Telephone competition

The Telecommunications Act of 1896 accelerates the con-
tinuing challenge to the local exchange companies’ (LECs)
century-old monopoly in the local loop. Competitive ac-
cess providers (CAPs), both facllitles-based and resellers,
are aggressively pursulng customers, generally targeting
metropolitan areas, and promising lower rates and better
service.

Most long-distance calls are still originated and termi-
nated on the local telephone company netwark. To com-
plete such a call, the long-distance provider (including
AT&T, MCI, Sprint and a host of smaller interexchange
carriers or "IXCs") must pay the local telephone company
a steep “access” fee to compensate the local phone com-
pany for the use of its local network. CAPs. in contrast,
build or lease facilites that directly connect customners to
thelr long-distance carrier, bypassing the local telephone
company and avolding access fees, and thereby can offer
lower long-distance rates. But the LECs are not standing
still; they are combating the loss of business to CAPs by
lowering access fees, thereby reducing the economicincen-
tive for a high usage Jong-distance customer to use a CAP,
LECs are attemnpting to make up for the loss of revenues
from lower access fees by Increasing basic local service
rates {or at least not lowering them), since basle service Is
far less subect to competition. LECs are improving oper-
ating effidency and marketing high marg!n. value-added
new services, Additionally, in the wake of the Telecommu-
nications Act. LECs will capture at least some of the inter-
LATA long-distance market. As a result of these Inftiatives,
LECs contlnue to rebuild themselves—from the traditional
utility monopoly to leaner, more marketing orlented or-
ganlzatlons. *

While LECs, and Indeed all segments of the telecommu-
nications sector, face Increasing competition, there are fa-
vorable indusiry factors that tend to offset helghtened
business risk and auger for overall ratings stability for rost
LECs. Importantly, telecommunications is a declining-cost
bustness. With [ncreased deployment of fiber optics, the
cost of transport has fallen dramatically and digital switch-
ing hardware and software have ylelded more capable,
trouble-free and cost-efficlent networks. As a result, the
cost of network raintenance has dropped sharply, as fllus-
trated by the ratio of emplayees per 10,000 access lnes, an
oft cited measurernent of effidency. Ratios as low as 25
employees per 10,000 lines are being seen, down from the
typical 40 or more employees per 10,000 ratic of only a few
years ago.

In addidon. networks are far more capable. They are
Increasingly digitally switched and able to accommodate
high-speed communications. The infrastructure needed to
accommoadate switched broadband services will be bullt
{nto telephone networks cver the next few years. These
advanced retworks will enable telephone companies to
look to a greater variety of high-margin, value-added serv-
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fces. In addition to those current services such as call
waiting or caller ID, the delivery of hundreds of broadcast
and interactive video channels will be possible. While these
services offer the potential of new revenue streams, they
will simultaneously present a formidable challenge. LECs
will be entering the new {to them) arena of multimedia
.entertalnment and will have to develop expertise in mar-
keting and entertalnment programming acumen; such
skills stand i{n sharp contrast to LECs' traditional strengths
in engineering and customer service.

Operations

Standard & Poor's focuses on the nature of operations
from the perspective of cost, relability, and quality of
service, Here, emphasis is placed on those areas that re-
quire management attention in tecms of time or money and
which, if unresolved, may lead to political, regulatory, or
competitive problems,

Operations of electric utilitiea

For electrics, the status of utility plant investment is
reviewed with regard to generating plant avallability and
utllization, and also for compliance with existing and con-
templated environmental and other regulatory standards.
The record of plant cutages. equivalent avallability, load
factors, heat rates, and capacity factors are examined. Also
important is effidency, as deflned by total megawatt hour
per employee and customers per employee. Transmission
interconnections are evaluated In terms of the number of
utilities to which the utility in question has access, the cost
structures and avallable generating capacity of these other
utilities, and the price pald for wholesale power.

Because of mounting competition and the substantial
escalation in decommissioning estimates, significant
weight Is given to the operation of nudlear facilities. Nu-
clear plants are becoming more vulnerable to high produc-
tion costs that make thelr rates uneconomic. Significant
asset concentration may expose the utility to poor perform-
ance, unscheduled outages or premature shutdowns, and
large deferrals or regulatory assets that may need to be
written off for the utility to remain competitive. Also,
nuclear facilities tend to represent significant portions of
thelr operators’ generating capability and assets. The loss
of a productive nuclear unit from both power supply and
rate base can interrupt the revenue stream and create sub-
stantial addf{tional costs for repairs and Improvernents and
replacement power. The ability to keep these statfons run-
ning smoothly and economically directly influences the
ability to meet electric demand, the stability of revenues
and costs, and, by extension, the ability to maintain ade-
quate creditworthiness. Thus, economic operation, safe
operation, and long-term operation are examined in depth.
Specifically, emphasis is placed on operation and mainte-
nance costs, busbar costs, fuel costs, refueling outages,
forced outages, plant statistics, NRC evaluations, the po-
tential need for repalrs, operating licenses, decommission-
ing estimates and amounts held in external trusts, spent
fuel storage capacity, and management's nuclear experi-

ence. In essence, favorable nudlear operations offer signifi-
cant opportunities but, if a nudear unit runs poorly or not
at all, the attendant risks can be great.

Operations of gas utilities

For gas pipeline and distribution companies, the degree
of plant utilization, the physical condition of the mains and
lines, adequacy of storage to meet seasonal needs, "lost and
unaccounted for” gas levels, and per-unit nongas operat-
ingand construction costs are iImportant factors. Efficiency
statistics such asload factor, operating costs per customer,
and operating income per emnployee are also evaluated in
comparison to other utilities and the industry as a whole.

Operations of water utilities

As a group, water utilities are continually upgrading
their physical plant to satisfy regulations and to develop
additional supply. Over the next decade, water systems
will increasingly face the task of malntaining compliance.
as drinking water regulations change and infrastructure
ages. Given that the Safe Drinking Water Act was author-
{zed In 1574, the first generation of treatment plants bullt
to conform with these rules are almost 20 years old. Addi-
tionally, because the focus during this period was on sat-
Isfying environmental standards, deferred maintenance of
distribution systems has been common, espedally In older
urban areas, The increasing cost of supplying treated water
argues against the high level of unaccounted for water
witnessed in the industry. Consequently. Standard &
Poor's anticipates capital plans for rebullding distribution
lines and major renewal and replacement efforts aimed at
treatment plants.

Operations of telephone companies

For télephone companies, cost-of-service analysis fo-
cuses on plant capability and measures of eflidency and
quality of service. Plant capability is ascertained by looking
at such parameters as percentage of digitally switched
Unes; fiber optic deployment, in particular in those por-
tions of the plant key to network survival; and the degree
of broadband capacity fiber and coaxial deployment and
broadband switching capacity. Efficlency measures in-
clude operating margins, the ratio of employees per 10,000
access lines, and the extent of network and operations
consolidation. Quality of service encompasses examina-
tion of quantitative measures, such as trouble reports and
repeat service calls, as well as an assessrnent of qualitative
factors, that may indude service quality goals mandated
by repulators.

Regulation

Regulatory rate-setting actions are reviewed on a case-
by-case basis with regard to the potential effect on credit-
worthiness. Regulators' authorizing high rates of return is
of little value unless the returns are earnable. Furthermare,
allowing high returns based on noncash jtems does not
benefit bondholders. Also, to be viewed positively, regula-
tory treatment should allow consistent performance from
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perod to perlod, glven the importance of financlal stability
as a rating cons{deration.

The utility group meets frequently with commission and
stafl members, both at Standard & Poor's offices and at
cormnmission headquarters, demonstrating the importance
Standard & Poor's places on the regulatory arena for credit
quality evaluation. Input from these meetings and from
review of rate orders and their impact weigh heavlly In
Standard & Poor's analysis.

Standard & Poor's does not “rate” regulatory commis-
sfons. State commissions typically regulate a number of
diverse Industries, and regulatory approaches to different
types of companies often differ within a single regulatory
Jurisdiction. This makes it all but Imposstble to develop
inclusive “ratings” for regulators.

Standard & Poor's evaluation of regulation also encom-
passes the adminlstrative, judicial, and legislative proc-
esses involved in state and federal regulation. These can
affect rate-setting activites and other aspects of the busi-
ness, such as competitdve entry, environmental and safety
rules, facility siting, and securitles sales.

As the utility industry faces an increasingly deregulated
environment. alternatives to traditional rate-making are
becomning more critical to the ability of utflitles to effec-
tively compete, maintain earnings power, and sustain
creditor protection. Thus, Standard & Poor's focuses on
whether regulators, both state and federal, will help or
hinder utilities as they are exposed to greater competition.
There s much that regulaters can do, from allocating costs
to more captive customers to allowing pricing flexibil-
ity—and sometimes just stepping out of the way.

Under traditional rate-making, rates and earnings are
ted to the amount of invested capltal and the cost of
capital. This can sometimes reward companies more for
justifying costs than for containing them. Moreover, most
current regulatory policies do not permit utilities to be
flexible when responding to competitive pressures of a
deregulated market. Lack of flextble tarills for electric utili-
ties may lure large customers to wheel cheaper power from
other sources.

In general, a regulatory jurisdiction is viewed favorably
if it permits earning a return based on the ability to sustain
rates at comnpetitive levels. In addition to performance-
based rewards or penalties, flexible plans could include
market-based rates, price caps, index-based prices, and
rates premised on the value of custorner service. Such rates
more closely mirror the competitive environment that utili-
tles are confronting.

Electric industry regulation

The ability to enter into long-term arrangements at ne-
gotiated rates without having to seek regulatory approval
for each contract is also important in the electric industry.
(While contracting at reduced rates constrains financtal
pecformance, it lessens the potenttal adverse impact in the
event of retail wheeling. Since revenue losses assodated
with this strategy are not likely to be recovered from rate-
payers, utilities must control costs well enough to remain
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competitive if they are to sustain current levels of bond-
halder protection.)

Natural gas industry regulation

In the gas industry, too, several state cornmission policles
welgh heavily in the evaluation of regulatory support.
Examples include stabilization mechanisms to adjust reve-
nues for changes in weather or the economy, rate and
service unbundling decisions, revenue and cost allocation
between sales and transportation customers, flexible in-
dustrial rates, and the general supportiveness of construc-
tlon costs and gas purchases.

Water industry regulation

In all water utility activities, federal and state environ-
mental regulations continue to play a critical role. The
lepislative Umetable to effect the 1986 amendments to the
Safe Drinking Water Act of 1974 was quite aggressive. But
environmental standards-setting has actually slowed over
the past couple of years due largely toincreasing sentiment
that the stringent, costly standards have not been justified
on the basis of public health. A moratorfum on the prom-
ulgation of significant new environmental rules {s anticl-
pated.

Telecommunications industry regulation

Despite the advances in telecommunications deregula-
tion, analysis of regulation of telephone operators will
continue to be a key rating determinant for the foreseeable
future. The method of regulation may be either classic
rate-based rate of return or some form of price cap mecha-
nism. The most important factor is to assess whether the
regulatory framework—no matter which type—provides
sufficlent financial fncentive to encourage the rated com-
pany to maintain its quality of service and to upgrade its
plant to accommodate new services while facing increasing
competition from wireless operators and cable television
companies.

Where regulators do still set tariffs based on an suthor-
ized return, Standard & Poor's strives to explore with
regulators thelr view of the rate-of-return components that
can materially impact reported versusregulatory earnings.
Specifically these include the allowable base upon which
the authorized return can be earned, allowable expenses,
and the authorized return. Since regulatery oversight runs
the gamut from strict, adversarial relationships with the
regulated operating companies to highly supportive pos-
tures, Standard & Poor's probes beyond the apparent regu-
latory environment to ascertain the actual impact of
regulation on the rated company.

Management

Evaluating the management of a utility is of paramount
importance to the analytical process since management's
abiltles and dedslons affect all areas of a company's op-
erations. While regulation, the economy, and other outside
factors can influence results, it is ultimately the quality of
management that determines the success of a company.
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With emerglng competition, utility management will be
more dosely scrutinized by Standard & Poor's and will
become an increasingly critical component of the aedit
evaluation. Management strategies can be the key determi-
nant in differentiating utilities and In establishing where
companies He on the business position spectrum. It Is
imperative that managements be adaptable, aggressive,
and proactive if their utilities are to be viabie in the future;
this js especlally important for utllfties that are currently
uncompetitive.

The assessment of management is accomplished through
meetings, conversations, and reviews of company plans. It
is based on such factors as tenure, industry experience,
grasp of Industry issues, knowledge of customersand their
needs, knowledge of competitors, accounting and financ-
ing practices, and commitment to credit quality. Manage-
ment’'s ability and willingness to develop workable
strategies to address their systems’ needs, to deal with the
competitive pressures of free market, to execute reasonable
and effective long-term plans, and to be proactive in lead-
ing thelr utilities into the future are assessed. Management
quality Is also indicated by thoughtful balancing of public
and private priorities. a record of credibility, and effective
communication with the public, regulatory bodles, and the
finandal community. Boards of directors will recelve ever
more attention with respect to their role in setting appro-
priate management Incentives,

With competition the watchword, Standard & Poor’s
also focuses on management's efforts to enhance financlal
condition. Management can bolster bondhelder protection
by taking any number of discretionary actions, such as
selling common equity. lowering the common dividend
payout, and paying down debL Also important for the
electric industry will be creativity In entering Into strategic
allfances and working parinerships that improve effi-
dency, such as central dispatching for a number of utllities
or locking up at-risk customers through long-term con-
tracts or expanded flexdble pricing agreements. Proactive
management teams will also seek alternatives to tradi-
tional rate-hase, rate-of-return rate-making, move to adopt
higher depreciation rates for generating faclities, segment
customers by Individual market preferences, and attempt
to create superior service organizations.

In general, management’s ability to respond to mounting
competition and changes in the utility industry in a swift
and appropriate manner will be necessary to maintain
credit health.

Fuel, power, and water supply

Assessment of present and prospective fuel and power
supply is critical to every electric utility analysis, while
gauging the long-term natural gas supply position for gas
pipeline and distribution companies and the water re-
sources of a water utility is equally Important. There is no
similar analytical category for telephone utilities.

Electric utjfities
For electric utilitles emphasis Is placed on generating

reserve margins, fuel mix, fuel contract terms, demand-
slde management techniques, and purchased power ar-
rangements. The adequacy of generating margins is
examined nationally, regionally, and for each Individual
company. However, the reserve margin picture is mud-
died by the imprecise nature of peak-load growth forecast-
ing, and also supply uncertainty relating to such things as
Canadlan capacity avaflability and potential plant shut-
downs due to age, new NRC rules, acid rain remedies, fuel
shortages, problems assoclated with nontraditional tech-
nologles, and so forth. Even apparently ample reserves
may not be what they seem. Moreover, the quality of
capadity is just as important as the size of reserves. Com-
panles’ reserve requirements differ, depending upon indi-
vidual operating characteristics.

Fuel diversity provides flexibility Int a changing environ-
ment. Supply disruptions and price hikes can raise rates
and fgnite political and regulatory pressures that uld-
mately lead to erosion In finandal performance. Thus, the
ability to alter generating sources and take advantage of
lower cost fuels Is viewed favorahly.

Dependence on any single fuel means exposure to that
fuel's problems: electric utilities that rely on oil or gas face
the potentlal far shortages and rapid price Increases; utlli-
tles that own nuciear generating facilitles face escalating
costs for decommissioning: and coal-fired capacity entalls
environmmental problems stemming from concerns over
acid rain and the “greenhouse effect.”

Buying power from neighboring utilities, qualifying fa-
dlity projects, or independent power producers may be the
best cholce for a utility that faces i{ncreasing electricty
demand. There has been a growing reliance on purchased
power arrangements as an alternative to new plant con-
struction. This can be an important advantage, since the
purchasing utllity avoids potential construction cost over-
runs as well as risking substantial capital. Also, utitities can
avold the financial risks typical of a multlyear construction
program that are caused by regulatory lag and prudence
reviews. Furthermore, purchased power may enhance
supply flexibilicy, fuel resource diversity, and maximize
load factors. Utllitles that plan to meet dernand projections
with a partfolio of supply-side options also may be better
able to adapt to future growth uncertalntles. Notwith-
standing the benefits of purchasing, such a strategy has
risks assodlated with it. By entering Into a firm long-term
purchased power contract that contains a fixed-cost com-
ponent, utilitfes can incur substantial market, operating.
regulatory, and financial risks. Moreover, regulatory treat-
ment of purchased power removes any upside potential
that might help offset the risks. Utilitles are not compen-
sated through {ncentive rate-making rather, purchased
power is recovered dollar-for-dollar as an operating ex-
pense,

To analyze the flnandal impact of purchased power,
Standard & Poor's first calculates the net present value of
future annual capacity payments (discounted at 10%). This
represents a potential debt equivalent—the off-balance-
shest obligation that a utility incurs when it enters into a
long-term purchased power contract. However, Standard
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& Poor's adds to the utllity's balance sheet only a portion
of this amount, recognizing that such a contractual ar-
rangement is not entrely the equivalent of debt. What
percentage is added is a function of Standard & Poor’s
‘qualitative analysis of the spedific contract and the extent
to which market, operating, and regulatary risks are borne
by the utitity {the risk factor). For unconditional, take-ar-
pay contracts, the risk factor range is from 40%-80%, with
the average hovering around 60%. A lower risk factor s
typically assigned for system purchases from coal-fired
utilities and a higher risk factor is usually designated for
unit-specific nuclear purchases. The range for take-and-
pay performance obligations Is between 10%-50%.

Gas utilities

For gas distribution utilities, long-term supply adequacy
obviously is critical, but the supply role has become even
more Important In credit analysis since the Federal Energy
Regulatory Commission's Order 636 eliminated the inter-
state pipeline merchant business. This thrust gas supply
responsibilitles squarely on local gas distributors. Stand-
ard & Poor’s has aiways belleved distributor management
has the expertise and wherewithal o performn the job well,
but the risks are signtficant since gas costs are such a large
percentage of tota] utility costs. In that regard, & Is impor-
tant for utilities to get preapprovals of supply plans by state
regulators or atleast keep the staff and commissioners well
informed. To minimize risks, a well-run program would
diversify gas sources among different producers or mar-
keters, different gas basins in the US. and Canada. and
different plpeline routes. Also, purchase contracts should
be firm, with minimal take-or-pay provisions, and have
prices tied to an industry Index. A modest percentage of
fixed-price gas is not unreasonable. Contracts, whether of
gas purchases or pipeline capacity, should be intermecdiate
term. Staggering contract explrations (preferably annu-
ally) provides an opportunity to be an active market player.
A modest degree of relfance on spot purchases provides
flexdbllity, as does the use of market-based storage. Gas
storage and on-property gas resources such as lquefled
natural gas or propane air are effectlve peak-day and peak-
season supply management tools.

Since pipeline companies no longer buy and sell natural
gas and are just common carriers, connections with varied
reserve basins and many wells within those basins are of
great importance. Diversity of sources helps offset the risks
arising from the natural production declines eventually
experienced by all reserve basins and {ndividual wells.
Moreover, such diversity can enhance a plpeline’s attrac-
tiveness as a transporter of natural gas to distributors and
end users seeking to buy the most economical gas avallable
for their needs.

Water utilities
Naarly all water systemns throughout the U.S. have ample
long-term water supplies. Yet to gain comfort, Standard &
Poor’s assesses the production capablilty of treatment

plants and the ability to pump water from underground
aquifers in relation to the usage demands from consumers.

X

Having adequate treated water storage facilitles has be-
come Important in recent years and has helped many
systems meet demands during peak summer periods. Of
interest Is whether the resources are owned by the utility
or purchased from other utilities or local authorities. Own-
ing properties with water rights provides more supply
security. Thisis especially so in states Uke California where
water allocations are belng reduced, particularly since re-
cent droughts and environmental issues have created
alarm. Since the primary cost for water companies s treat-
ment, it makeslittle difference whether raw waterisowned
or bought. In fact, cornpliance with federal and state water
regulations is very high. and the overall cost to deliver
treated water to consurmers remains relatively affordable.

Asset concentration in the electric
utility industry

In the electric industry, Standard & Poor’s follows the
operations of major generating facilitles to assess il they are
well managed or troubled. Significant dependence on one
generating faciity or a large flnancial investment in a
single asset suggests high risk. The size or magnitude of a
particular asset relative Lo tatal generation, net plant in
service, and common equity is evaluated. Where substan-
tial asset concentration exists, the financial profile of a
company may experience wide swings depending on the
asset’s performance. Heavy asset concentration is most
prevalent among utilitles with costly nudear units.

Earnings protection

In this category, pretax cash Income coverage of all inter-
est charges 1s the primary ratio. For this calculation, allow-
ance for funds used during construction {(AFUDC) is
removed from income and Interest expense. AFUDC and
other such noncash items de not provide any protection for
bondholders. To identify total Interest expénse, the analyst
reclassifies certaln operating expenses. The interest com-
ponent of varlous off-balance-sheet obligations, such as
leases and sorne purchased-power contracts, is included In
interest expense. This provides the most direct indication
of a utility’s ablility to service its debt burden.

While considerable emphasis in assessing credit protec-
ton s placed on coverage ratlos, this measure does not
provide the entire earnings protection picture. Alsoimpor-
tant are a company's earned returns on both equity and
capital, measures that highlight a firm's earnings perform-
ance. Consideration is given to the interaction of embed-
ded costs, financlal leverage, and pretax return on capital.

Capital structure

Analyzing debt leverage goes beyond the balance sheet
and covers guasi-debt items and elements of hidden finan-
cial leverage. Noncapitalized leases (including sale/]ease-
back obligations), debt guarantees, recelvables financing,
and purchased-power contracts are all considered debt
equivalents and are reflected as debt in calculating capital
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structure ratios. By making debt level adjustments, the
analyst can compare the degree of leverage used by each
utility company.

Furthermore, assets are examined to Identfy underval-
ued or overvalued Items. Assets of questionable value are
discounted to more accurately evaluate asset protection.

Some flrms use short-term debt as a permanent plecs of
thelr capital structure. Short-term debt also is considered
part of permanent capital when It Is used as a bridge to
permanent financing. Seasonal, self-liquidating debt 1s ex-
cluded from the permanent debt amount, but this situaton
is rare—with the exception of certaln gas utiliies. Given
the long life of almast all utility assets, short-term debt may
expose these companles to interest-rate volatility, remar-
ketIng risk, bank line backup risk, and regulatory exposure
that cannot be readily offset. The lower cost of shorter-term
obligations (assuming a positively sloped yleld curve) Isa
positive factor that partially mitigates the risk of interest-
rate varlability. As a rule of thumb, a level of short-term
debt that exceeds 10% of total capital is cause for concern.

Similarly, if floating-rate debt and preferred stock con-
stitute over one-third of total debt plus preferred stock. this
level is viewed as unusually high and may be cause for
concern. It might also Indlcate that management Is aggres-
sive in its financial policies.

A layer of preferred stock in the capital structure Is
usually viewed as equity—since dividends are discretion-
ary and the subordinated claim on assets provides a cush-
ion for providers of debt capltal. A preferred component
of up to 10% Is typically viewed as a permanent wedge in
the capital structure of utilities. However, as rate-of return
regulation is phased out, preferred stock may be viewed
by utilities— as many Industrial firms would--as a tempo-
rary option for companies that are not current taxpayers
that do not beneflt from the tax deductibility of interest.
Even now, floating-rate preferred and money market per-
petual preferred are problematic; a rise in the rate due to
deteriorating credit quality tends to induce a company to
take out such preferred stock with debL Structures that
convey tax deductibllity to preferred stock have become
very popular and do generally afford such financings with
equity treatment.

Cash flow adequacy

Cash flow adequacy relates to a company's ability to
generate funds Internally relative to Its needs. It is a basic
component of eredit analysis because it takes cash to pay
expenses, fund capital spending, pay dividends. and make
interest and principal payments. Since both common and
preferred dividend payments are important to malntaln
capital market access, Standard & Poor’slooks at cash flow
measures both before and after dividends are paid.

To determine cash flow adequacy, several quantitative
relationships are examined. Emphasts is placed on cash
flow relative to debt, debt service requirements, and capital
spending. Cash flow adequacy Is evaluated with respectto
a firm’s ability to meet all fixed charges, including capacity
payments under purchased-power contracts. Despite the
conditional nature of some contracts, the purchaser Is ob-
ligated to pay a minimum capacity charge. The ratie used
is funds from operations plus interest and capacity pay-
ments divided by Interest plus capaclty payments.

Financial flexibility/capital attraction

Financing fexibility incorporates a utllity's financing
needs, plans, and alternatives, as well as its flexibility to
accomplsh its financing program under stress without
damaging aeditworthiness, External funding capability
complements internal cash flow. Espedially since utllities
are so capital intensive, a firm's ability to tap capital mar-
kets on an ongofng basis must be considered. Debt capaclty
reflects all the earller elements: earnings protection, debt
leverage, and cash flow adequacy. Market access at reason-
able ratesisrestricted if a reasonable caplital structure Is not
maintained and the company’s financial prospects dim.
The analyst also reviews indenture restrictions and the
impact of additional debt on covenant tests.

Standard & Poor's assesses a company's capacity and
willingness to issue common equity. This is affected by
various factors, including the market-to-book ratio, divi-
dend policy. and any regulatory restrictions regarding the
compositlon of the capital structure.
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New Business Profile Scores Assigned for U.S. Utility and Power
Companies; Financial Guidelines Revised

tandard & Poor's Ratings Services has assigned new

business profile scores to U.S. utility and power compa-
nies to better reflect the relative business risk among com-
panies in the sector. Standard & Poor's also has revised its
published risk-adjusted financiat guidetines. The new busi-
ness scores and financial guidelines do not represent a
change to Standard & Poor’s ratings criterfa or methodology,
and no ratings changes ara anticipated from the new busi-
ness profile scores of revised financiz guidelines.

New Business Profile Scores and Revised

Financlal Guidetines

Standard & Paor’s has abways monitored changes in the
industry and altered its business risk assessments accord-
ingly. This is the first time since the 10-point business pro-

% of compenfes

fite scale for U.S. investor-owned utilities was implemented
that a comprehensive assessment of the benefits and the
application of the methodology has been made. The princi-
pal purpose was to determine if the methodology continues
to provide meaningtul differentiation of business risk. The
review indicated that whils busingss profile scoring contin-
ves to provide anatytical benefits, the comptete range of the
10-point scale was not being utilized to the fullest extent.
Standard & Poor’s has also revised the key financial guide-
lines that it uses as an integral part of evaluating the credit
quality of U.S. utitity and power companies. These guideiines
were ast updated in June 1998, The financial guidelines for
three principal ratios {funds from operations [FFO) interest cov-
erage, FF) to total debt, and total debt to total capita!} have
been broadened o as to be mora flexibie. Pretax interest cow-

Chart1
Distribution of Business Profile Scores

Naw Brsingss Profike Scom

Chart?
Transmission and Distribution—Water, Gas, and Electric

% of companies

Business Profla Score

Page2 June?7, 2004

Stendard & Peor's Utilities & Perspectives



Feature Article

Exhibit No. 400
Schedule 2
Page 12 of 15

erage a5 a key credit ratio was eliminated.

Finally, Standard & Poor’s has segmented the utility and
power industry into sub-sectors based on the dominant cor-
porate strategy that a company is pursuing. Standard &
Pgor’s has published a new U.S. utility and power company
ranking list that reflects these sub-sectors.

There are numercus henefits to the reassessment. Fuller
utifization of the entire 10-point scale provides a superiar rela-
tive ranking of qualitative business risk. A revision of the
financial guidelines supports the goal of not causing mating
changes from the recalibration of the business profiles.
Classification of companies by sub-sectors will ensure greater
coimparabitity and consistency in ratings. The use of industry
segmentation will also allow mora in-depth statistical analysis
of ratings distributions and rating changes.

The reassessment does not represent a change to
Standard & Poor'striteria or methodology for determining
ratings foc utility and power companies. Each business pro-
file score should be considered as the assignment of a new
score; these scores do not represent improvement or deteri-

Chanl

oratien in our assessment of an individual company’s busi-
ness risk relative to the previously assigned score. The
financial guidelines continue to be risk-adjusted based on
historical utility and industrial medians. Segmentation into
industry sub-sectors does not fmply that specific company
characteristics will not weigh heavily into the assignment of
a company's business profile score.

Reswits

Previously, 83% of LS. utility and power business profile
scores fell between 3" and ‘6", which clearly does not
reflect the risk differentiation that exists in the utility and
power industry today. Since the 10-point scale was intro-
duced, the industry has transformed into a much less
homogenous industry, where the divergence of business
risk—particularly regarding management, strategy, and
degree of competitive market exposure—has created a
much wider spectrum of risk profiles. Yet over the same
period, business profile scores actually converged more
tightly around & medizn score of '4". The new business pro-

Transmission Only—Electric, Gas, and Other
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file scores, as of June 2, are shown in Chart 1, The overall
median business profile score is now 5.

Table 1 contains the revised financial guidelines. 1t is
important to emphasize that these metrics are only guide-
lines assoclated with expectations for various rating lev-
els. Althaugh credit ratio analysis is an important part of
the ratings process, these three statistics are by no means
the only tritical financial measures that Standard & Poor's
uses in its analytical process. We also analyze a wide
amay of financial ratios that do not have published guide-
lines for each rating category.

Aggin, ratings analysis is not driven solely by these
financial ratios, nor has it ever been. In fact, the new finan-
cial guidelines that Standard & Poor’s is incorpsating for
the specified rating categories reinforce the analytical
framework whereby other factors can outweigh the achieve-
ment of otherwise acceptable financial ratios. These factors
include:

m Effectiveness of liability and liquidity menagement;
o Analysis of internal funding sources;

R Retwrn on invested capital;

& The execution resord of stated business strategies;

N Accuracy of projected performance versus aclual results,
as well as the trend;

w Assessment of management’s financiai policies and atti-
tude toward credit; and

n Corporate governance practices.

Charts 2 through 6 show business profile scores broken
out by industry sub-sector. The five industry sub-sectors are:
m Transmission and distribution—Water, gas, and electric;
= Transmission only—Electric, gas, and other;

m Integrated electric, gas, and combination utilities;

u Diversified energy and diversified nonenergy, and

u Energy merchany/power developer/trading and marketing
companies.

The average business profile scores for transmission and
distribution companies and transmission-only companies are
lowrer on the scale than the previous averagas, while the aver-
age business profile scores for Integrated utilities, diversified
energy, and energy merchants and developers are higher.

Chart §
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See pages 16 10 19 for the company ranking list of busi-  file scores are assigned to all rated utility and power compa-
ness profile scores segmented by industry sub-sector and nies, whather they ate holding companies, subsidiaries, or
ranked in order of credit rating, outiook, business profile stand-alone comorations. For operating subsidiaries and
score, and felative syangth, stand-alone companies, the score is a bottom-up assess-
ment. Scores for famities of companies are a composite of
Business Profile Score Methodology the operating subsidiaries’ scores, The actual credit rating of
Standard & Poor’s methodology of detesmining corporate a company is analyzed, in part, by comparing the business
utility business risk is anchored in the assessment of certain profile score with the risk-adjusted financial guidelines.
specific charecteristics that define the secter. We assign For most companies, business profila scores are
business profile scores to each of the rated companies in the  assessed using five categories; specifically, regulation, mar-
utility and power sector on a 10-point scale, where '1"repre-  kets, operations, competitiveness, and management. The
sents the lowest risk and “10" the highest risk. Business pro- ermphasis placed on each category may be influenced by the
Table 1
Revised Financial Guidelines
Funds from operations/finterest coverage (x)
Business Pralile AA BBB BB
1 3 25 2.5 1.5 15 1
2 4 3 3 2 2 1
3 45 35 35 25 25 1.5 i5 1
4 5 42 4.2 35 35 25 25 1.5
5 5.5 45 45 38 38 28 28 1.8
] 6 52 5.2 42 42 3 3 2
7 8 6.5 6.5 45 45 32 3z 22
8 10 15 7.5 55 55 35 KE-] 5
9 10 1 7 4 4 8
10 1 8 8 5 S 3
Funds from operation/total debt {%)
Business Profile AA BBB BB
1 20 15 15 18 10 5
2 25 20 20 12 12 B
3 an 25 25 15 15 10 10 5
4 35 28 28 20 20 12 12 ]
5 40 30 30 2 z 15 15 10
B 45 35 35 28 28 18 18 12
7 55 45 45 30 0 20 20 15
8 0 S5 55 40 40 5 25 15
g 65 45 145 30 30 20
10 i 55 &5 i) 40 75
Tota! debt/total capital (%)
Business Profile AA BEB BB
i 48 5% 55 60 BO 70
2 45 52 52 58 58 63
3 a2 50 50 55 ] 85 65 0
4 38 45 45 52 52 62 62 68
5 35 a2 42 50 50 60 60 65
6 32 40 a0 18 48 S8 58 62
7 30 38 38 45 45 55 55 B0
8 25 35 35 42 42 52 52 58
8 32 40 4 50 50 85
10 25 35 i 48 18 52
4 Back 1o
Table of Contents
Next Page Page June7, 2004 Standard & Poor’s Utilities & Perspectives




Feature Article

Exhibit No. 400
Schedule 2
Page 15 of 15

<

Back to
Table of Contents

Next Page

dominant strategy of the company or other factors. For
example, for a regulated transmission and distribution com-
pany, regulation may account for 30% to 40% of the busi-
ness profile score because requlation can be the single-
most important credit driver for this type of camnpany,
Conversely, compatition, which may not exist for a transmis-
sion and distribution company, would provide a much lower
proportion {e.g., 5% to 15%) of the business profile score.

For certain types of companies, such as power gengra-
tors, power developers, oil and gas expioration and produc-
tian companies, or nonenergy-refated holdings, where these
five components may not be appropriate, Standard & Poor's
will use pther, more appropriate methodologies. Some o}
these companies are assigned business profile scores that
are useful only for relative ranking purposes.

As noted above, the business profile score for a parent
or holding company is a composite of the business profile
scores of its individual subsidiary companies, Again,
Standard & Poor’s does not appiy rigid guidelines for deter-

Paged June7, 2004

mining the proportion or weighting that each subsidiary rep-
tesents in the overall business profile score. Instead, it is
determined based on a aurnber of factors. Standard & Poor's
will anatyze each subsidiary’s contribution to FFO, forecast
capital expenditures, liquidity requirements, and other para-
meters, intluding the extent to which one subsidiary has
higher growth. The weighting is determined case-by-case. m
Ronald M. Barone
New York (1) 212-436-7562
Richard W. Cortright, Jr.
New York (1) 212-438-7655
Suzanne G. Smith
New York {1} 212-438-2106
John W. Whitlock
New Yark (1) 212-438-7578
Andrew Watt
New York {1) 212-438-7868
Arthur F. Simonson
New York (1) 212-438-2094

Stendard & Poor's Utilities & Perspectives
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L F CAP| M
TOTAL PERMANENT CAPITAL
SHORT-TERM CEBT
TOTAL CAPITAL EMPLOYED

DY T RATE
TOTAL DEBT

APITAL ST
BASED ON TOTAL PERMANENT CAPTTAL.
LONG-TERM DEBT
MINORITY INTEREST
COMMON EQUITY
TOTAL

BASED ON TOTAL CAFITAL.
TOTAL DEBT, INCLUGING SHORT-TERM
MINORITY INTEREST

COMMON EQUITY
TOTAL

FINANCWAL STATISTICS
N -M,
EARNINGS I PRICE RATIO
MARKET / AVERAGE BOOK RATIO
DIVIDEND YIELD
DIVIDEND PAYCUT RATIO
RATE OF RETURN ON AVERAGE BOCK COMMON EQUITY
M P |
FUNDS FROM QPERATIONS / TOTAL DEBT 4]

TOTAL DEBT £ TOTAL CAPITAL

Ses paga 3 for notes.

NATIONAL FUEL GAS COMPANY
CAPITALIZATION AND FINANCIAL STATISTICS (1}
2001 - 2005, INCLUSIVE

2005 2004 o]
({MILLIONS OF DOLLARS}
$2.357.988 $2.438.326 52,560,161 $2,341.548
$0.000 $156.000 $116.200 $265 396
§2.357.968 12.505.126 22578381 52,606,934
BT % 844 % 6.82 % 657 %
4785 % A7.06 % 5427 % 5577 %
0.00 1.52 1.30 123
5215 51.42 44,43 43.00
100.00 10000 % 100.00 % 190.00 %
47.85 % 50.26 % 56.29 % 6028 %
0.00 143 1.24 1.10
5215 2831 4247 38,62
10000 % 100.00 % 10000 % 100.00 %
592 % 810 % 1021 % 712 %
209.54 172.48 171.48 164,12
363 435 452 493
B2.14 5424 4560 63,49
12,36 % 1383 % 17.52 % 171 %
580 X 550 X 5,80 X 470 X
3560 % 3130 % 3420 % 2450 %
47.85 % 50.26 % 56.26 % 60.28 %

$2,181.108
$409.673
$2670781

66 %

5304 %
1.02

10000 %
6162 %
0.84

10000 %

3.06 %
21529
359
118.87
8.58 %
4.50 X
270 %

61.62 %

51.59 %
1.01

47,40
100,00 %

55.26 %

092

100 %

6.88 %
186.58

7007
1242 %
5.30 X

2958 %

55.26 %

¢ Jo | abed

¢ enpayos
00% "ON Uqup3



CAPITALIZATION STATISTICS

AMOUNT OF CAPITAL EMPLOYED
TOTAL PERMANENT CAFTTAL
SHORT-TERM DEBT

TOTAL-CAPITAL EMPLOYED

D A E T RATE

LONG TERM DEBT

CAPIAL STRUCTURE RATIOS
BASED ON TOTAL PERMANENT CAPITAL.
LONG-TERM DEBT
PREFERRED STOCK
COMMONM EQUITY
TOTAL
BASED ON TOTAL CAPTTAL,
FOTAL DEBT, INCLUDING SHORT-TERM
PREFERRED STOCK
COMMON EQUITY
TOTAL

INA T,
DIVIDEND PAYQUT RATIO
RN ON K CO
EROM QP
FROM OPERA TA

JOTAL DEBT/ TQTAL CAPITAL

Sea page 1 for noles,

CAPITALIZATION AND FINANCIAL STATISTICS (%)

2001 - 2005, INCLUSIVE
2005 2033
MRLLICNS OF DOLLARS)
5792628 $768.513 $T75.391
3251500 172,900 $207.400
§961.413 $982.701
817 % 757 % 10.52 %
2754 % 27.68 % 2817 %
0.00 4.00 0.0
12,46 723 71.83
1000 % 100.00 % 1000 %
4£5.00 % 4069 % 4333 %
6,00 0.00 0.00
S50 5831 667
10000 % 10000 % 100.00 %
80.77 % 7338 % 84.38 %
701 % 8.80 % 1011 %
4,90 x B.00 x 490 x
19.90 % 510 % 26.20 %
4500 % 4059 % 4323 %

$786.816

$158.600
1045415

971 %

4313 %
¢.00

10000 %

Tid2 %
9.18 %
460 x

20.40 %

4313 %

$792.897
$113.609
$806.497

8.30 %

3185 %
4.00

10000 %
4223 %

000

10000 %

5758 %
1183 %

2,90 x
2030 %

4223 %

29.80 %
000

10060 %
4288 %

0.00

10090 %

7148 %
.38 %
4.90 x

2410 %

42,68 %

€ Jo Z abey
€ 2inpaydg
00t "ON ¥qIp3
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National Fuel Gas Company
and National Fuel Gas Distribution Corporation
Capitalization and Financial Statistics
2001-2005, Inclusive
(SHOWN FOR INFORMATIONAL PURPOSES ONLY)

Notes:

(1) Al capitalization and financial statistics are based upon financial statements as
originally reported in each year.

(2) Computed by relating actual long-term debt interest booked to average of
beginning and ending long-term debt or reported to be outstanding.

(3) Coverages - excluding all AFUDC represent the number of times available
eamings, excluding all AFUDC, cover fixed charges.

(4) Sinking Fund Requirements for National Fuel Gas Company were obtained

from Company Annual
Forms 10-K.

Source of Information:  Standard & Poor's Compustat Services, Inc., PC Plus / Research
Insight Database
Annual Reports to Shareholders and / or Forms 10-K



CAPITALIZATION AND FINANCIAL STATISTICS (1}

208 2004 200 2007 2001
{MILLIONS OF DOLLARS)
CAPTTAUZ ATION STATISTICS
TOTAL PERMANENT CAPITAL 51075135 $1,022514 $908.955 $891,001 $848.838
SHORT-TERM DEBT 5220625 S151875 S304.765 S107.626 114323
TOTAL CAPITAL EMPLOYED 51206120 S1.206399 S1201.720 S998.527 §OA3.160,
TOTAL DEBT 5.80 % 377 % 592 % .75 % 7.05 %
PREFERRED STOCK NMF NMF T.04 1.0 5.80
5 YEAR
AVERAGE
BASED ON TOTAL PERMANENT CAPTTAL:
LONG-TERM DEBT AT35 % 8.2 % ATT % 4862 % 4561 % LIAFR
PREFERRED STOCK 0.00 €00 0.00 0. 1.08 a.27
COMMON EQUITY 265 578 221 5107 5335 5261
TOTAL 10000 % 30000 % 10000 % 10000 % 0002 % 100 %
BASED ON TOTAL CAPITAL:
TOTAL DEBT, INCLUDING SHORT-TERM 5500 % 53.86 % 58.51 % 5308 % 5211 % 5451 %
PREFERRED STOCK 0.00 02.00 0.00 027 0.9 024
COMMON EQUITY 4500 A6 14 4149 46 B5 A6 05 4525
TOTAL 10000 % 10000 % 0000 *% 0.0 % 10049 % o00e %
FINANCIAL STATISTICS
EARNINGS / PRICE RATIO 562 % 564 % 615 % 637 % 720 % 624 %
MARKET / AVERAGE BOCK RATIO 199.73 18aar 0.2 18029 18373 163.67
DIVIDEND YIELD 45 413 4.9% 495 473 4.61
DIVIDEND PAYOUT RATIC nia 8150 B4.23 80.64 BE.67 Tar
s % 1053 % 1.08 % 11.63 % 1350 % 177 %
433 X 538 X 618 X 563 X A5% X 501 X
i7.88 % 483 % 298 % 795 % 1743 % 24 %
500 % 5166 % 85 % 53.00 % 5211 % 54.51 %

See Page 2 for noles,

o | 9Beg
¥ 8npayog
00¥ "ON HQIUX3



Notes:

(1)

(2)

3

(4)
(5).

Exhibit No. 400
Schedule 4
Page 2 of 4

Proxy Group of Four Gas Distribution Companies
Capitalization and Financial Statistics

2001-2005, Inclusive

All capitalization and financial statistics for the group are the arithmetic average of
the achieved results for each individual company in the group, and are based
upon financial staterents as criginally reported in each year.

Computed by relating actual long-term debt interest or preferred stock dividends
booked to average of beginning and ending long-term debt or preferred stock
reported to be outstanding.

Funds from operations (sum of net income, depreciation, amortization, net
deferred income tax and investment tax credits, less total AFUDC) plus interest
charges divided by interest charges.

Funds from operations (as defined in Note 3) as a percentage of total debt.

Sinking Fund Requirements were obtained from Company Annual .
Forms 10-K.

Selection Criteria:

The basis of selection was to include those gas distribution companies: 1) which
are gssigned an S1C Code of 4924 (Natural Gas Distribution) by the Standard &
Poor's Compustat/Research Insight; 2) which have common stock actively
traded; 3) which are included in Value Line Investment Survey (Standard Edition)
and ThomsonFN First Call; 4) which have not cut or omitted their cash common
stock dividends during the five calendar years ending 2005 or through the time of
the preparation of Mr. Hanley's accompanying direct testimony; 5) which had
more than 80% of their 2005 operating revenues derived from gas distribution
operations; 6) which at the time of the preparation of Mr. Hanley's direct
testimony, were not expected to be acquired by or merged into another company;
and 7) which are included in S&P's Compustat PC Plus/Research Insight Data
Base.

The following four companies met the above criteria:
Cascade Natural Gas Corporation

NICOR Inc.

Northwest Natural Gas Company

Piedmont Natural Gas Company, Inc.

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus / Research

Insight Database
Annual Reports to Shareholders and / or Forms 10-K



Cascade Malural Gag Gomoration
Long-Term Debt
Short-Term Debt
Praferred Stock
Common Equity
Total Capltal

NICOR Jnc.
Long-Term Debt
Short-Term Dobt
Prefarred Stock
Common Equity
Total Copital

Hagtast Natural Gis Campany
Long-Term Debt
Shert-Temn Debt
Preferred Siock
Common Equity
Talal Capital

Long-Term Debt
Shod-Term Debt
Preferad Siock
Common Equity
Total Capllat

Proxy Group of Four Gas
Distribullen Companies

Long-Term Debt
Short-Term Debl
Preferred Stock
Common Equlity
Tolal Capital

National Eusl Gas Distdhution Corporation
Capital Struciure Based upon Total Capllal for
the Proxy Group of Four Gas Distribullon Companies
for the Years 2001 through, 2005

2005 2004 2003 2002
§7.00 % 4845 % 5863 % 5909 %
4.10 11.36 1.35 000
a0 0.00 0co 0.00
.90 4018 002 4091
100.00 % 100.00 % 100.00 % 10040 %
274 % 2863 % 2721 % 3214 %
30.30 2822 3148 2040
.00 000 0.00 028
4196 4395 4131 4718
1000 % 1n0.00 % 10000 % 10000 %
4260 % 4265 % 4583 % 45.36 %
10.19 8.76 780 8.80
000 0.00 oap 081
a2 48.53 4847 47.03
100.00 % 100.00 % 10000 % 1p2.00 %
3876 % 4063 % 28.05 % “As %
831 674 3369 4.06
0.00 oo ooo 0.00
S193 52.63 28.26 5148
10000 % 100.00 % 10000 % 10008 %
4152 % 4009 % 3593 % 4526 %
13.48 1337 1858 7.82
000 0.00 000 0.z7
45,00 46,14 4148 46.65
100.00 % 10000 % 10000 % 100.00 %

Source of Information; Stendard & Poor's Cornpustat Sorvices, Inc., PC Plus / Research Insight Dala Base
Company Annual Forms 10-K (Sinking Fund Requiremenils)

Exhibit No. 400

Schedule 4
Page 3of 4
5 YEAR
2001 AVERAGE
43.61 % 5336 %
13.96 6.15
0.00 0.00
4243 40.48
100.00 % 10000 %
4% 2937 %
19.32 2594
D4z 0.14
182 44.54
10000 % 100,00 %
4066 % 4342 %
10.63 8.82
N 082
45.50 46,94
10000 % J00.00 %
4531 % 3864 %
2.90 11,34
000 000
50.79 43,02
100.00 % A00.00 %
40 43 % 41.45 %
11.68 13.07
093 024
46.96 4525
100.00 % 100.00 %



Exhibit No. 400
Schedule 4
Page 4 of 4

National Fuel Gas Distribution Corporation
Woeather Normalization Adjustment (WNA} Clauses
for the Proxy Group of Four Gas Distribution Companies

Wealher
Normalization
Clause
Proxy Group of Four Value Line
Gas Distribution Companies
Cascade Nalural Gas Corporation No
NICCR Inc. No
Northwest Natural Gas Company Yes (1)
Piedmont Natural Gas Co., inc. Yas

Notes: (1) Northwesl Natural Gas Company operates in the states of
Oregon and Washington as NW Nalural. The company has
a WNA in Oregon, but nat In Washington.

Source of information: Company Annual Reports to Sharaholders and / or
Forms 10-K
Company Provided Informalion
Regulatory Research Associates, Inc., An SNL Energy Company



CAPITALIZATION AND FINANCIAL STATISTICS (1)

2001.- 2005, INCLUSIVE
2005 2003
{MILLIONS OF DOLLARS)
CAPITALIZATION STATISTICS
TOTAL PERMANENT CAPITAL $1,427 587 $1.218.399 $1,081,157
SHORT-TERM DEBT 5146915 $135315
TOTAL CAPITAL EMPLOYED $1.574.502 $1.3593.629

INDICATED AVERAGE CAPITAL COST RATES {21
TOTAL DEBT 5.96 %
PREFERRED STOCK 478

BASED ON TOTAL PERMANENT CAPITAL:

LONG-TERM DEBT 4830 %
PREFERRED STOCK 0.22
COMMON EQUITY 5158
TOTAL 10000 %
BASED ON TOTAL CAPITAL:
TOTAL DEBT, INCLUDING SHORT-TERM 5363 %
PREFERRED 5TOCK 0.2t
COMMON EQUITY 45,16
TOTAL 100.00 %
EINANCIAL STATISTICS
EINANCIAL BATIOS - MARKET BASED
EARNINGS / PRICE RATIO 597 %
MARKET / AVERAGE BOOK RATIO 195.67
DIVIDEND YIELD 4.25
DIVIDEND PAYOUT RATIO 74,64
BATE OF RETURN ON AVERAGE BOOK COMMON EQUITY 179 %
FUNDS FROM OPERATIONS / INTEREST COVERAGE (3) 448 X
FUNDS FROM OPERATIONS / TOTAL QEBT (4} 19,36 %
TQTAL DEST { TOTAL CAPITAL 53.62 %

See Page 2 for notes.

553 %
481

46,33 %
.22

100,00 %
5227 %
n.21

100,08 %

6.01 %
187.36

4.32
76.96
1118 %

529 X
23.06 %

5227 %

5.60 %
5.54

46,71 %
0.23

100.00 %
56.08 %
0.21

4371
100,00 %

102 %
176.74

496
73.47
1230 %

589 X
23.44 %

56.08 %

st.o1zam

$235341  RIM0AZ2
$1.316.208 §1.143593

610 %
5.98

4921 %
037

10000 %
5469 %
0.34

10000 %

6.16 %
171.34

5,18
50.44
10.74 %

474 X
277 %

54.69 %

$396.830
3166.988
$1.163.879

6.70 %
5.39

47.64 %
0.72

100.00 %
5471 %
0.64

100.00 %

696 %
183.89
4.85
70.35
12.80 %
3.80 X
1721 %

5471 %

47.62 %
0.35

100.00 %
54.28 %
0.32

100,00 %

642 %
183.00
4.7
77.15
11.76 %
4.84 X
20,97 %

5428 %

¥ 3o | abed
S anpayog
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Proxy Group of Nine Value Line Gag Dijstribution Companies
+ Capitalization and Financial Statistics
2001-2005, Inclusive

Notes:

{1) All capltalization and financial statistics for the group are the arithmetic average of the achieved
results for each individual company in the group, and are based upon financial statements as
ariginally reported in each year.

(2} Computed by relating actual long-term debt interest or preferred stock dividends booked to
average of beginning and ending long-term debt or preferred stock reporled to be outstanding.

(3) Funds from operations (as defined in Note 3} plus interest charges divided by interest charges.

(4) Funds from operations {sum of net income, depreciation, amortization, net deferred income tax
and investment 1ax credits, less total AFUDC) as a percentage of total debt.

{5) Sinking Fund Requirements were obtained from Company Annual Forms 10-K.

Selection Criteria:

The basls of selection was to include those gas distribution companies: 1} which are included in
Value Line Investment Survey (Standard Edition) — Natural Gas (Distribution) Industry; 2} which
have common stock actively traded and are included in ThomsonFN First Call; 3) which have not
cut or omitted their cash common stock dividends during the five calendar years ending 2005 or
. through the time of the preparation of Mr. Hanley's accompanying direct testimony; 4) which had

more than 60% of their 2005 operafing revenues derived from gas distribution operations; 5)
which, at the time of the preparation of Mr. Hanley's direct lestimony, were not expected to be
acquired by or merged into another company; and 6) which are included in Standard & Poor’s
Compustat PC Plus/Research Insight Data Base. The following companies have been excluded
from the proxy group:’ Southwest Gas Corporation does not have ThomsanFN/First Call projected
five-year growth Rate in EPS; SEMCO Energy had a dividend cut In 2002; AGL Resources,
South Jersey Industries and UGI Comoration have been excluded because those companies had
tess than 60% of their 2005 operating revenues derived from gas distribution operations; KeySpan
Corporation and Southern Union Company have been excluded because the companies are
involved in merger and acquisition/divestiture activities., KeySpan Energy is in the process of
being acquired by National Grid and Southern Union is in the process of divesting two of its main
gas distribution subsidiaries.

The following eight companies met the above criteria:
Atmos Energy Corporation

Cascade Natural Gas Corporation

The Laclede Group, Inc.

New Jersey Resources Corp.

NICOR Inc.

Northwest Natural Gas Company

Peoples Energy Comporaticn

Piedmont Natural Gas Company, Inc.

WGL Holdings, Inc.

Saource of Information: Standard & Poor’s Compustat Services, Inc., PC Plus / Research Insight Database
Annual Reports to Shareholders and / or Forms 10-K



Long-Term Debl
Shod-Tem Deb|
Prefemed Stock
Common Equily
‘Totel Capital

Long-Term Debt
Short-Temn Clebl
Profermd Stock
Commeon Equity
Tola) Capitnl

Long-Term Dedl
Shod-Tem Debt
Proferred Slock
Comman Equity
Total Capitst

Long-Term Debt
Shorl-Tomm Dabt
Prefemed Slock
Common Eqully
Total Capltal

NICOR inc.
Long-Term Debl
Shorl-Tem Debt
Prefomed Sock
Common Equlty
Toial Capiial

Narthwe:
Leng-Tarm Debt
Shorl-Tem Debl
Praiermed Stock
Common Equity
Total Capital

Long-Termn Debt
Short-Tom Debt
Prefamed Stock
Common Equity
Tota! Caphal

Biedmont Nalued Gas Co., Inc,
Long-Term Deht
Short-Tem Deb!
Prefaned Stock
Commaon Equity
Total Capttal

Long-Tesm Dabt
Shont-Temn Ded!
Prefemed Stock
Commen Equilty
Total Capital

Proxy Group of Nine Valua Line
Gas Qisighuiien Companes

Long-Term Debt
Shon-Tarm Debl
Prefered Stock
Common Equity
Tolal Capitol

55.58 %
68
0.00

102.00 %

57.00 %
4.10
0.00

100D %

4648 %
B.62
0.12

100 %

3436 %
18.87
o000

100.00 %

2174 %
0.00
100.00 %
4260 %
10.19
0.00

100.00 %

52.56 %
0.00
100.00 %

BIE%
h:Bct]
000

5183
100,00 %

3B.71 %
2456
176

100.00 %

4386 %
9.77
0z

46,15

100.00 %

Natione! Fuet Gas Distdbution Comoration
Coplial Structure Based upon Tolal Capital for

the Proay Group of Nine Vialue Line Gas Didribution Componies
torine Years 2001 thraugh 2008

48.62 %
8 56
045

4287
A00.00 %
3208 %
24,24
a0
100.00 %
2863 %
822
0.00
100.00 %
42.65 %
876
0.00

100.00 %

49,22 %
00d

LINER
100,00 %

QeI %
6.74
oo0

100,00 %

3988 %
587
1.3

100.00 %

N51%
10.76
L3 ]
47.52

100.00 %

2003

4722 %
641
¢]

100.00 %

5863 %
1.35
Q00

100.00 %

IO %
26 51
015

100.00 %

30.09 %
21.48
000

100.00 %

2721 %
3148
Q00

100.00 %

4503 %
7.80
000

100.00 %

41,35 %
11.55

100.00 %

28.05 %
33.69
L]

3826
100.00 %

39.04 %
10.09
1.70

00.00 %

3938 %
18.70
o021
4arn

100.00 %

4906 %
10.33
0.00

10000 %

59.09 %
0.00
100,00 %
3881 %

2205
017
100.00 %
43,53 %
M
004

44.12
100.00 %
324 %

2040

0.28

100.00 %

4536 %
a8
100.00 %

37.05 %
18.56
000

100.00 %

44 45 %
406
000

10000 %

44.51 %
569
177

100.00 %

433 %
1035
034
44.97
100,00 %

Sourcs of information: Standard & Poor's Compustat Services, Inc., PC Plus { Research hsigh! Data Base
Conspany Annual Forms 10-K {Shiing Fund Requiraments}
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5YEAR
2001 AYERAGE
ATE0 % 4856 %
1343 677
00 000
3887 4467
100.00 % 100.00 %
4361 % 5336 %
1398 6.5
600 o000
42.43 4049
100.00 % 100,00 %
2115 % 4241 %
1693 1653
02q 017
4188 40.69
10000 % 100,00 %
4471 % 3705 %
1083 16.51
o 13174
44.42 4552
100.00 % 10000 %
3L % 2937 %
18.32 2594
042 014
48,12 44.54
100.00 % 100.00 %
40.65 % 4342 %
10.53 882
n 082
45.5¢ 46.94
100.00 % 100.00 %
J618 % 4321 %
2467 11.26
0.00 000
39,13 4547
100.00 % 100.00 %
4631 % 3964 %
250 1134
0.00 000
.79 48,02
100.90 % 100,00 %
39.88 % 40564 %
B47 652
1.78 1.75
49.79 5108
100.00 % 100.00 %
41.26 % 4207 %
1345 1221
0.54 032
44455 4540
100.00 % 100,00 %
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National Fuel Gas Distributlon Corporation
Weather Normalization Adjustment (WNA) Clauses
for the Proxy Group of Nine Value Line Gas Distribution Companies

Weather
Normalization
Clause
Proxy Group of Eight Value Line
Gas Distribution Companies
Atmos Energy Corporation Yes {1}
Cascade Natural Gas Corporation Ne
The Laclede Group, Inc. Yes (2}
New Jersey Resources Corp. Yas
NICOR Inc. No
Northwest Natural Gas Company Yes (3)
Paoples Energy Corporation No (4)
Pledmont Natural Gas Co., Inc. Yes
WGL Holdings, (nc. Yes (5)
Notes: (1) Atmos Energy Corporation has WNA clauses in the following
slates: Georgia, Kansas, Kentucky, Mississippi, Tennessee,
Texas and Virginia.

(2) Laclede Group doss not have a WNA. However, as part of
the 2002 rale casa setiiement, the Utility initiated, effaclive
November g, 2002, an Innovative westher miligation rate
design that lessens the impact of weather volatllity on
Laclede Gas custormners during cold winters and is expecled
{o stabilize the ullity's earings for the future.

(3) Northwest Natural Gas Company operates in the states of
Qregon and Washington as NW Natural. The company has
a WNA in Oregon, but not in Washinglon.

(4) Peoples Energy had risk-reducing weather slabflization
products for fiscal years 2004 and 2005. However, the
company did not purchase weather insurance for fiscal year
2008. For fiscal year 2008, the company wlll manage
weather risk only through the use of block rates in ulllity rate
design.

(5) InAugust 2005, WGL Holding's subsidiary in Maryland

raceived approval from the PSC to implement a Revenue
Normalization Adjustment (RNA).  Furthermore, WGL
Holdings Inc. has risk-reducing weather stabilization
insurance producls in piace for Washinglon D.C. and the
state of Virginia. However, the company is not recovering
the insurance premiums in rates.

Source of Information: Company Annual Reports to Shareholders and / or

Forms 10-K
Cormpany Provided Information
Regulatory Research Assodiates, Inc., An SNL Energy Company
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Caplial Siructure and Related Rallos for
National Fuel Gas Company and Subsidiories and
National Fuel Gas Distrihution Carporallon
Arlual ol Jameary 31, 2008
Nalional Fuel Gas Company
and Subsidiaries Nabonal Fue! Gas Distribulion Corporalion
Actual 81 January 31, 2006 Actual a1 January 31, 2006
Ratios Based on Rellos Based on Tota!
Ameunt Total invesior Amount Invastor Provided
Type of Capital Outstanding {1) Provided Caplal Ch ding (1) Capllal
( 5 0005) [ § 000s)
Long-Termm Debt $ 1,096,181 4157 % H 218,310 2380 %
Shor-Term Debt 42,753 1.63 110,506 12.10
Total Debt 3 1,138,934 4320 3 328,816 35.00
Common Equlty 1.487,778 56.80 584.502 54.00
Total Capial $ 2.636.712 100.00 % 3 913,318 100.00 %

Basad upon the Utiized Capilal Structure Based upan the Utiized Capital Siruciure Rotios

Ratios
Ratios Based on Raligs Based on Toial
Amount Total Investor Amount Investor Provided
Type of Capital Qultstanding Provided Capital QOuistanding Capital
{ $000s) { $000s)
Long-Term Deblt H 1,230,817 (2) 46.68 % s 365693 (4) 40.04 %
Short-Tarm Debt 47,988 (2) 1.82 77,267 (4) 8.46
Tolol Dabt H 1,278,805 (3) 48.50 3 4428959 {3 48 50 (5)
Common Equily 1.357,907 (3} 51.50 470,359 {3} 51.50
s [4}] 100.00 % 3 913,318 {1) 100.00 %

Tela! Capilol $ 2,636,712

Noles:
{1) Company-provided.
{2} Derived by allocating iotal utilized debt outstanding of $1,278,805 darivad in Note 3 below by the proportions of long-term pnd shori-lerm debl to tolal
debt outslanding al January 31, 2006 as derived befow:

Natonat Fusl Gas Company

and Subsldiarios
Long-Term Debl H 1,096,181 88.25 %
Shon-Term Debt 42,153 375
Total Dabt s 1,138.934 100.00 %
(3 Derived by mulliplying \otal capliat outstanding at Jsnuary 31, 2008 by a hypothelical debt rallo of 46.50% and 2 hypothetical common equity rello

of 51.50%.

{4) Derived by sllocaling lotal utilized debl oustanding of $442,959 by the proportions of long-term and shorl-term debt to tolal deb! outstonding at
Janvuary 31, 2006 as derived In nols 5 below.

& The 48.50% tolal debl rallo has boen sliocated betwaen long-tarm and shorl-lem debt based ypon the mid-point of the average long-temn and
shiorl-term dabt ratios of the proxy group of four gas distibution companias and the proxy group of nine Value Line gas disidbullon campantes (of
the five queriers ended Dacember 31, 2005 as shown on pages 3 and 4 this Schadule. Tha allocation Is derlved as follows:

Average lor tha Flve Quarters Ended December 31, 2005

Proxy Group of Four Gas Distribulion Proxy Group of Ning Volug Line Gas Distribution
Companics Companies
Ralios % lo Total Ralios % 1o Total
Long-Term Debt 42,36 % 82.86 % 4292 % 8224 %
Short-Term Deb! 8.76 17.14 9.27 17.76
Total Debt 51.12 % 100.00 % 52.18 % 100.00 %
=

Midpoint of the Proxy Group of Four Gas
Distribution Companies and Lhe Proxy Group of
Ning¢ Value Line Gas Distdbulion Companies

Rallos % 1o Total
Long-Tarm Debt 4264 % 8255 %
Short-Term Dub! §.02 1745
Total Debt 51.66 % 100.00 %

Therefors, the ulilized long-term debt ratio of 40 D4% is derived as 82 55% * 4B.50% and tha short-torm debi ratia of 8 46% Is derived as 17 45% °
48.50%.
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Caplte! Stucture and Related Ratios for

Nalional Fusl Gas Ce y and Subsidiaries and
Nallenal Fuel Gas Distribution Corporation
Estimated at January, 31, 2007
National Fuel Gas Company
angd Subsidiasies Natlonal Fuel Gas Distibution Corporation
Estimated al January 31, 2007 Est d at January 31, 2007
Ratios Based on RaYos Based on
Armount Total Investor Amount Tolal Investor
Typu of Caplial Ouistanding (1) Provided Capilal Outstandging (1) Provited Capltal
[ $ 000s) ( $ 000s}
Long-Term Dobt 3 1,086,031 42.87 % ] 258,310 2891 %
Short-Term Debt 75,840 2.97 103 493 11,58
Tolal Debt - 1971871 45.84 H 361,803 4048
Comimaon Equity 1,384 760 54.16 531,715 59.51
Total Capiial L 2,556,621 100.00 % s 893,518 100.00 %

Bascd upon the Ulillzed Copital Structure

Based vpon tho Utlized Capltal Structure

Ratios Ratlos
Ratios Basad on Raofios Based on
Amornd Tolal Inveslor Amount Tatal Investor
Type of Capital Outstanding Provided Capital Outstanding Providad Capltat
[EXTY) { $ 000s)
Long-Term Debt - 1,159,683 {2} 4536 % $ 57765 (4) 4004 %
Shor-Term Debt 80,278 (2) 3.14 15502 (4) 8.46
Total Debt - 1,239,961 (3) 48 50 3 433,356 (3) 48.50 (5)
Cominon Equity 1,316,660 (3} 51,50 460,162 (3) 51.50
Tatal Capltat 3 2,556,621 (1) 100.00 % i 3 893,518 (!) 100,00 %
Notes:
(1) Company-provided.
{2) Derlved by allocating tolal hyp lcal debt cutstanding of 31,239,961 derived In Note 3 befow by the proportions of leng-tarm and short-tarm
del to total debt expected 1o be oulstanding at January 31, 2007 as derived balow:
Natonal Fuel Gas Company
and Subsidiaries
Long-Term Debt $ 1,098,031 9353 %
Shotl- Term Debt 75840 6.47
Total Debl 3 1,171,871 100.00 %

(3} Derived by mulliplying total copilal expecied to be outstanding st Januaty 31, 2007 by a hypolhslical debt ralio of 48.50% and o hypothatical
commen equily ratio of 51.50%.

(4) Dervad by allocaling iotal hypothelical debl oustanding of $433,356 by the propodions of long-lerm and short-lefm debl lo tolal debl expecied to
be ouistanding ot January 31, 2007 as derved in nole 5 below.

{5) Tha 48.50% (otal dabt ratio has boen allocated betwoen long-tarm and shori-term debt based upon Ihe mid-point of the avarage long-tarm and
short-tarm debt ratios of the proxy group of four gas distribution compantes and the proxy group of nine Valua Line gas distribution companies lor
the five quariers ended December 31, 2005 as shown on pages 3 and 4 this Schedule. The allocation Is derived a5 follows:

Average for the Flve Quariers Ended Dacember 31, 2006
Proxy Group of Four Gas Distribullon Proxy Group of Nine Value Line Gas

Companles Distibution Companies
Ralios % to Total Ratios % 1o Total
Long-Term Cebt 4236 % 8286 % 4292 % 8224 %
Shont-Term Dobt 8.76 17.14 227 17.76
Total Debt 51.12 % 100.00 % 52.19 % 100.00 %

Midpolnl of the Proxy Group of Four Gas
Distribution Companies and the Proxy Group of
Nine Volue Line Gas Distribution Companies

Ralios % to Total
Lonp-Temm Debl 4264 % 8255 %
Shon-Term Debt 9.02 17.45
Total Debt 5166 % 100,00 %

Thertore, the utllized long-term debt ralio of 40 04% is derived as B2.55% * 48 50% and the short-term debt ratio of 8 46% is derived as 17 45% *
48.50%,



Cascade Najural Gas Corporation
Long-Term Diabt
Shor-Term Datt
Prefemed Stock
Common Equity
Total Capital

NIGOR Inc.
Leng-Term Debl
Short-Term Debt
Preferred Slock
Common Equity
Total Capital

Long-Term Babt
Shorl-Term Debl
Prefermed Stock
Common Equity
Total Capital

Bledomont Naturml Gas Co . loc.
Long-Term Debt
Shorl-Term Debt
Profarred Stock
Coammon Equity
Total Capltal

Proxy Group 4 Gas

Long-Term Debt
Shof-Term Debt
Prefarred Stock
Cammon Equlty
Total Capltal

Quarter
Ended

5479 %
5.96
0.00

100.00 %
2174 %
30.30

0.00

100.00 %
42,60 %
10.19

0.00

100.00 %
3385 %
17.95

0.00

100.00 %

9T %
16,10
0.00

100.00 %

Quarer
Endod
2105

57.00 %
4.10
0.00

J00.00 %
34.92 %
1013

0.0

10000 %

45,16 %
6.18
0.00

10000 %

38.76 %
2.
0.00

100.00 %

4396 %
7.43
0.00

100.00 %

Quarter
Ended
805

53.56 %

3061 %
0.00
0.00

100.00 %
4811 %
000
00D
10000 %
4002 %
508
0.00

100.00 %

45.08 %
266
0.00

100.00 %

National Fuel Gas Distribulion Corporalion
Capital Structurs Basad upon Total Caphtal for
the Praxy Group of Four Gas Distribution Companies
far the Five Quarders Epded December 2008

Quarer
Ended
s

53.60 %
4.42
0.00

10000 %
36.00 %
2.64
0.00
100,00 %
4499 %
085
0.00
10000 %
4148 %
000
0.00

100.00 %

44.52 %
2.00
0.00

10000 %

Exhibit No 400
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Quarter
Ended 5 QUARTERS
12104 AVERAGE
4527 % 52084 %
1466 6.94
0.00 0.00
0.07 4022
100,00 % 100.00 %
2663 % 33.58 %
28.22 1426
0.00 ¢oo
4315 5218
100.00 % 100.00 %
4265 % 4470 %
B76 522
0.00 000
48.59 50.08
100.00 % 100.00 %
37.51 % 38.32 %
10.77 aez
0.00 0.00
31722 5105
1600 % 100.00 %
3852 % 42.38 %
15.60 8.78
0.00 0.00
4588 48,88
100.00 % 100,00 %

(1) The data ior all companles are eflective March, June, Saptember and December. However, Piedmont Natural Gas dala are for

Ihe quarters onded January, Apdl, July and Cctober,

Sourca of Information: Standard & Poors Compustat Sorvices, Inc., PC Plus / Rosaarch Insight Data Base
Company Annual Forms 10K and 10Q



the Proxy Group of Nine Velue Line Gas Distribution Companies
for tha Fiva Quarters Ended Decembear 2005

National Fuel Gas Distribution Corporation
Capital Struchwe Based upon Tolal Capital for

Quariar
Endod
BM3

6751 %
0.00
000

00.00 %

5156 %
555
000

10000 %

4680 %
583
012

0000 %

M %

18.74
0.00

10000 %

3861 %
0.00
100.00 %
81 %
0.00
£.00
10000 %
5006 %
085
000
100.00 %
4002 %
508
000
10000 %
3899 %
172
182

100.00 %

AUT5 %
4.20
022

100.00 %

Exhibit No.400
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Quaner Guartar
Endod Ended 5 QUARTERS
s 1204 AVERAGE
5307 % 5905 % 56.21 %
0.00 075 308
0.00 000 000
41,93 4020 40,69
10000 % 20000 % 10000 %
53160 % 4527 % 5284 %
442 14.66 694
0.00 0.00 0.00
41893 4007 4022
10000 % 10000 % 1000 %
44.15 % 4103 % 42317 %
10.14 1912 130
011 012 0.1
4500 2923 42.8p
100.00 % 10000 % 100 %
3439 % 2B.92 % 334 %
038 25 56 2049
0.00 oop 0.0p
aaz2 4532 4817
10000 % 100.00 % 100.00 %
3800 % 2863 % 3350 %
254 28.22 1425
13 4] 0.00 0.00
59.38 4315 §2.15
100.00 % 100,00 % 10000 %
44.98 % 4265 % 4470 %
095 876 522
4.00 000 0.00
54.08 48.59 8008
10000 % 10000 % 000 %
50.50 % 4594 % 49.36 %
0.00 8.8 g2
0.00 0.00 000
49,50 4525 46,12
100.00 % 104.00 % 10000 %
140 % 3751 % 3832 %
[He] 1077 862
000 0.00 oo
a8.52 8172 gans
00.00 % 100.00 % 100,00 %
36.76 % T2 % 36.84 %
4.96 .42 7.0
1568 165 1.68
S6.58 1 447
100,00 % 0000 % 10000 %
4473 % 4069 % 4292 %
3n 1405 927
020 020 020
8135 4506 AL50
10D.00 % ADR0D % 100.00 %
or, Pi t Natural Gas data are for

Quartor Quartor
Ended Endad
205 205
Long-Tarm Dabt 50.85 % 55.58 %
Shon-Torm Dabt 1o a6s
Profarred Stock 0.00 age
Common Equity aR12 40.74
Talal Capital 10000 % 100,00 %
Long-Tom Dobl 54,79 % 57.00 %
Short-Tem Dabt 596 410
Profnrrod Slock 000 0.00
Comman Eqully 29.25 .50
Total Capits) 100.00 % 100.00 %
Tha Lacledn Group, Ing.
Long-Term Dabl 54T % 4848 %
Shodt-Torm Debt 2382 852
Praferrod Siock 009 0.12
Common Equity 3Z52 44,78
Tolsl Capital 10000 % 10000 %
Long-Temm Dabt 2793 % 34.36 %
Shor-Torm Dabt 20,70 1867
Profored Slock 0.00 000
Commen Equity 4337 46.97
Toln! Gaplia! 10000 % 10000 %
MNICOR ine.
Lang-Term Dabt 2774 % M52 %
Shorl-Tam Datl 3030 1013
Profarrod Stock t.00 00
Common Equity 41.96 54.95
Tola! Capital 10000 % 0000 %
Boiihwnst Majeen! Gas Comonny
Leng-Torm Dabt 42.60 % 4578 %
Shori-Torm Debl 1018 6.18
Prolgrroc Stock a00 0Q0
Common Equity AT21 48.66
Total Copital 10000 % 100.00 %
Long-Torm Debl 4775 % 5266 %
Short-Tom Debt 9.46 043
Proferod Stock 0.00 Q00
Common Equity 4278 46 9§
Total Capilal 10000 % 10000 %
Biedmonl Natural Gas Co.. Inc. {1}
Long-Tem Dobl 085 % 3876 %
Shoit-Temn Debl 17.95 931
Profarred Siock o000 0.00
Common Equily 4820 S182
Tota! Capital 10000 % 10000 %
oL,
Long-Tesm Dabt 33,51 % WM %
Shon-Tom Dabl 16.39 2.56
Prefaned Steck 1.45 176
Common Equity 4861 5541
Tolal Cagliat 10000 % 10000 %
Proxy Group Nina Gas Value Lino
Gna Distibution Companies
Leng-Term Denl 3950 % 4495 %
Shord-Term Dabl 173 708
Preforrod Stock 018 on
Common Equity 4301 4176
Total Capital 100,00 % 10000 %
{1) Tho dala for all companlgs are ffeclive March, June, Sep and D

v quarters ended Jenuary, Apel, July and Cetober.

Source of Informatlon: S & Poor's Ce

Company Annual Forms 10K and 100

Sewvicos, Inc, PC Plus / Rosearch Insight Data Baso
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National Euel Gas Distribution Corporation
Hypothetical Example of the Inadequacy of
A DCF Return Rate Related to Book Value
When Market Value Is Greater / Less than Book Value
1 2 3
Book Value with Book Value with
Market to Book Market to Book
Ling No, Market Value Ratio of 180% Ratio of 80%
1. Per Share 3 24.000 $ 1333 $ 3000
2. DCF Cost Rate (1) 10.00% 10.00% 10.00%
3. Retum in Dollars 5 2400 $ 1333 $ 3.000
4, Dividends (2) $ 0.9680 $ 0960 $ 0960
5. Growth in Dollars 3 1.440 $ 0373 $ 2040
6. Retum on Market Value 10.00% 5.55% (3) 12.50% (4}
7. Rate of Growth on Market Valug’ 6.00% {5) 1.55% (6) 8.50% (7)

Notes: (1) Comprised of 4.0% dividend yield and 8.0%% growth.
{2) $24.00* 4.0% vield = $0.960,
(3) $1.333/%$24.00 market valug = 5.55%.
{4) $3.000/$24.00 market value = 12.50%,
{5) Expected rate of growth per market based DCF model.

(6) Actual rate of growth when DCF cosl rale is applied to book value ($1.333 possible earnings - $0.960
dividends = $0.373 for growth / $24.00 market valua = 1.55%).

{7} Actual rate of growth when DCF cost rafe is applied to book value ($3.000 possible eamings - $0.860
dividends = $2.040 for growth / $24.00 market value = 8.50%).
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Indicated Common Equity Cost Rate through tha use
of the Discounted Cash Flow Model for the Proxy Group of Four Gas distributlon Companies
and the Proxy Group of Nine Malue Line Gas Distritwiion Companles
i 2 3 4 8 B
Dividend
Growth Adjusled Indicated DCF
Dividend Yield Component Dividend Yleld Growih Rale Return Rale Practical DCF
{1} {2) {3) {4) {8 Resulis {6)

Proxy Group of Four
Gas Distdbution Companias
Cascade Natural Gas Corporalion 4.88 0.15 5.03 625 11.28 11.28
NICOR Inc. 4.61 0.08 4.68 3.50 819 ---
Northwast Natural Gas Company 403 0.42 415 6.00 10.15 10.15
Piedmont Natural Gas Co., Inc. 3.95 0.10 4.05 510 8.15 .-

Avaraga 4.37 % 0.11 % 4.48 % 521 % 5.69 % 10.72 %
DCF Resulls Adjusted for Financial
Laveraae 10.76 % (7) 12.05 % (7)
Proxy Group of Nine Valug Line
Gas Distribution Companies
Atmos Energy Comporatian 4,78 015 493 6,40 11.33 11.33
Cascade Naturaf Gas Corporatlon 4.88 0.15 503 625 11.28 11.28
The Laclede Group, Inc. 4,23 0.13 4.36 B.CO 10,36 10.36
New Jarsey Resources Corp, 3.25 0.08 3.33 5.00 8.33 .
NICOR Inc, 461 0.08 4.69 3.50 8.19 .-
Northwest Nalural Gas Company 403 0.12 4.15 68.00 10:15 - “10.15
Peoplos Energy Corporation 801 - 0.09 - 6.1¢ 2.90 9.00 .-
Pigdmeont Natural Gas Co., Inc, 3.95 0.10 4.05 5.10 9.15 -
WGL Holdings, Inc. 4,45 0.06 4.51 2.50 7.01 -

Avarage 4.47 0.1t % 4,57 % 4.85 % 8.42 % 10.78 %
DGF Results Adjusted for Financial
Laverane 10.30 % (7) 11,98 % (M)

Notes;

{1} From page 1 of Schedula 9 of this Exhibit.

(2) This reflects a growth rate component equal to one-half the average projected five-year
growth rate In EPS (from page 1 of Schedule 12 of this Exhibit x Line No. 1 to reflect the
periodic payment ol dividends (Gordon Model) as opposed o the conlinuous payment.
Thus, for Cascade Natural Gas 4.88% x { 1/2 x 6.25% ) = 0.15%.

(3) Column 1 + Column 2.

(4) From page 1 of Schedule 11 of this Exhibit.

{5) Column 3 + Cotumn 4.

{6) Includes only those indicated common equity cost rates which are greater than 9.45% (the
lowest rate awarded {0 & gas distribution ulltity bety J y 1, 2004 and March 31,
2006, from Schedule 16 of this Exhibit) as fully explained in Mr. Hanley's accompanying
direct lestimony.

(7) Based upon the adjusimenl described In note 1 on pages 3 and 4 of Schedule 1 of this Exhihil.




Proxy Group of Four
Gas Distribution Companies

Cascade Natural Gas Corporation
NICOR Inc.

Northwest Natural Gas Company
Piedmont Natural Gas Co., Inc.

Average

Praxy Group of Nine Value Line
(Gas Distribution Companies

Atmos Energy Corporation
Cascade Natural Gas Corporalion
The Ladlede Group, Inc.

New Jersey Resources Corp.
NICOR Inc. .
Northwest Natural Gas Company
Peoples Energy Corporation
Piedmont Natura! Gas Co., Inc.
WGL Holdings, Inc.

Average

Derivation of Dividend Yield for Use in the

Exhibit No. 400
Schedule &
Page 1 of 1

Discounted Cash Flow Mode!
Dividend Yield

Average Based Upon Average High / Low Average

Spot Market Prices (2) Dividend

{4/13/08) (1} March 2006 Feb. 2006 Yield (3)

4.86 % 4,85 % 484 % 4.88 %
478 4.53 451 4.61
4,03 4.03 402 4.03
4,05 4.01 3.80 3.95

443 % 4.38 % 429 % 4.37 %
ey E—— ]

4.82 % 4.76 % 4768 % 478 %
4.86 4.95 484 4.88
4.27 421 422 4.23
325 327 3.24 3.25
4,78 453 4.51 4.61
4.03 4.03 402 4.03
6.13 5.95 5.96 6.01
4.05 4.01 3.80 395
462 4,38 435 4.45

4.53 % 4.45 % 4,41 % 4.47 %
—_—————aa ——

Notes: (1) The spot dividend yield Is the current annualized dividend per share
divided by the spot market price on 4/13/06. The dividend yield was
calculated by using finance.yahoo.com and interquote.com and DTN
Trading Market's DTNIQ/Inferquote.com

The average 3-month dividend vield was computed by relating the
indicated annualized dividend rate and market price on the last trading
day of each of the two months ended March 20086.

Equal weight has been given to the spot, February 2006 and March

(2

(3)

Source of Information:

2006 dividend yield.

Standard & Poor's Compustat Services, Inc., PC Plus/Research Insight

Data Base

DTN Trading Markets' DTNIQ/interquote.com
http:/finance.yahoo.com



Curren{ Institutional Holdings (1) and Individual Holdings (2}
for the Proxy Group of Four Gas Distribution Companles
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and the Proxy Group of Nine Value Line Gas Distribution Companies

Proxy Group of Four

Gas Distribution Companies
Cascade Natural Gas Corporation
NICOR Inc.

Northwest Natural Gas Company
Piedmont Natural Gas Co., Inc.

Average

Proxy Group of Nine Value Line
Gas Distrlbution Companies

Atmos Energy Corporation
Cascade Natural Gas Corporation
The Laclede Group, Inc.

New Jersey Resources Corp.
NICOR Inc.

Northwest Nalural Gas Company
Peoples Energy Corporation
Piedmont Natural Gas Co., Inc.
WGL Holdings, Inc.

Average

(1) {(1-column 1).

Source of Information;

1

April 2008
Percentage of
Instifulional

Heldings

413 %
70.8
475
40.3

50.0 %

54.0 %
413 %
411
50.2
70.8
47.5
60.1
40.3
59.5

516 %

reuters.com - updated April 13, 2006

2

April 2006
Percentage of
Individual

Holdings (1)

58.7 %
292
52.5
59.7

50.0 %

46.0 %
58.7 %
58.9
49.8
292
52.5
39.9
59.7
40.5

48.4 %



Exhibit No. 400
Schedule 11
Page 1 of 10

Proxy Group of Four
Gas Distribution Companies

Cascade Natural Gas Corporation
NICOR Inc.

Northwest Natural Gas Company
Piedmont Matural Gas Co., Inc.

Average

Proxy Group of Nine Value Line
Gas Distribution Companies

Atmos Energy Corporation
Cascade Nalural Gas Corporation
The Lactede Group, Inc.

New Jarsey Resources Com.
NICOR Inc.

Northwest Natural Gas Company
Peoples Energy Corporation
Piedmont Natural Gas Co., inc.
WGL Holdings, Inc.

Average

Notes:

1 2 3
Thomson FN / First Call

Value Line Projected Median

Projected Five-Year Average Projected

2008-10 Growth Rate Five-Year
Growth Rate No. of Growth Rate
in EPS (1} EPS Estimates in EPS (2)
8.50 % 4.00 % (2] 6.25 %
4.00 3.00 (4) 3.50

7.00 5.00 {4] 6.00

6.00 4.20 1] 5.10

6.38 % 4.05 % 5.21 %
7.00 % 580 % 4] 6.40 %
8.50 % 4,00 % 2 8.25 %
7.00 5.00 (1] 6.00

4.50 5.50 [4] 5.00

4.00 3.00 [4} 3.50

7.00 5.00 [4) 6.00

0.50 5.30 [2) 2.80

6.00 4.20 M 510

2.00 3.00 [4) 2.50

517 % 453 % 4.85 %

{1) From pages 2 through 10 of this Schadule.
(2) Average of Columns 1 and 2.

Source of Information:  Value Line Investrnent Survey, {Standard Edition), March 17, 2006
ThomsonFN First Call Earnings, thomsonfn.com, updated April 13, 2006
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BUSINESS: Almos Engrgy Corpartion is angaged primardy i the  dentist; 31%, commercial 10%, indusirial, end 4% oihor. 2005
distribution and sale of natural pas to 32 miion customen vie  dopraciation rate 3.7%. Has eround 4,330 employoes. Officers and
saven togulatod naluml gay UiSty opyrations: Louishna Division,  dimcios own spproximately 2.6% of commen stock {1205 Prooy).
Mid-Staiss Division, West Taxas Division, Mig-Tex Division, Missls.  Chaimman and Chigf Execulve Officor Robart W. Bosl. In-
sippl Division, Colorado-Kansas Division, and Kentucky Divitlon. porstnd: Toxes Address: P.O. Box 650205, Dallas, Teas
Combingd 2005 gas volumes: 206 MMcl Broakdown: 55%, resk 75265, Telephone: 972-934-9227. infemat. www.oimosonamy.com.
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Atmos Energy Corporation’s share net reach $2.00 next year.

384%  395%  390%
:{NHUALRATES Pagt Past Ext'd 9305

10
4 £S5
ik 300
65% B8N 50%

for the first quarter of Escal 2008, We are constructive about the compa-
ends September 30th, was 11% better ny's 3- to 5-year prospects. With the
than the year-ago tally. The bread-and utility division now serving some 3.2 mil-
butter utility pperation was alded large‘ljy lion customers across 12 states, Atmos Is
by temperatures that were 7% colder, ad- not dependent on the economg; or rate com-
justed for Jurisdictions with weather- missions in any one region of the country.
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normalized rates. But results here contin- Moreover, the non-utility operations {(con-
ued to suffer from the impact of Hurricane tributing between 15% and 35% of net in-
Katrina, leading us to Eelleve that this come historically), possess decent growth
year's eamnings will be reduced by roughly potential, overall. Lastly, management
$0.10 a share as a result. (Atmos lost some  wiil undoubtedly stick to its successful
40,000 customers indefinitely due to the strategy of purchasing less-efficient utill-
storm.) Within the nonutility segment, the ties and shoring up their profitabili
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pipeline and storage unit enjoyed in- through cost-cutting efforts, rate rellel,

creased throughput on the Atmos and aggressive marketing initiatives.

Pipellne—Texas system, plus expanded uncertainties prevent us from in-

::::fhs for transportation and related cluding future acquisitions, however) In

tes. But profits for the natural gas the company’s present configuration, share

marketing business were squeezed a net may rise around 8% annually over the
rise in operating expenses, reflect- 2009-20]) timeframe
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ing greater headcount and higher regu- The stock offers a higl:nrleld. a well-
latory compliance costs, covered payout, and modest dividend
That said, the bottom line may ad- growth. But performance-wise, these
vance In the u -single-digit range, shares are ently hovering near our 3.
to around $1.85 a share, in fiscal 2006, te 5-year Target Price , and are
Additional improvement in operating mar- ranked only 3 (Average) for Timeliness,

gins may enable earnings per share to Frederfck L. Harris, IIf  March 17, 2006
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BUSINESSE: Cascade Naturat Gas Corporation disdribuios notumd

ors, of rofining, & food process. Inds. Maln connecting pipeling:
Narihwes! Pipakne Corp. 05 deprec. rate: 29% Est'd pland age: 12

Cath Assots 5 1.1 2.3 gas to mughly 227,000 cugtomora In Washingion and Omgon. In
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388 1119 771 | cervics (28%, 76%). Sawvus purp & papur, phywood, chom. fordilz- WA 98108, Tol : 206-624-3900. Intarmat; WW.CTC oM.
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Fix. Chg. Cov. 269%  226% 250% | bounced back sh for the first 1995) The proposed new rates would gen-
ANNUAL RATES Paxt  Past Eet'd 0305| quarter of fiscal 2 ends Septemmber erate additional annual revenues af $11.7
"R'amg’"h) - 5;’2 "}?5,'2 30th) versus the year-ago tally. Con- million. We note that our presentation will
*Cah Fiow 0% 5% 100X | sumption for the core residentlal and com- reflect this measure once approval (s
ings 15%  35% 8.5;2 merclal business was boosted by cooler granted, which is hard to determine at
Bo‘gf@g;m ey o m'g,‘ weather (especlally durin Decernber) this juncture.
- plus an expanded custamer base. Further- Salid results appear to be In store for
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BUBINESS: Lagedo Group, Inc, ks a holding company for Lackeds
Gas, which disiritadus natural gas In eastern Missouri, induding B
iy of 5t Louls, St Louis County, and parz of 8 cther counfes.
Has more than 630,000 customere. Purchased SMAP for $43 mi
fion (1/02). Tharma soid ond tonzported in (el *05: 1.12 mil. Rev.
vaun mix for Rguiated operations: residential, 60%; commercial

T

and Industrial, Z3%; t 2%; oher, 15%. Has about
3,815 enyloyess; 6,270 common slockholdom Officers and direo-
ors own about 6.0% of common sharus (1/08 Proxy). Chaiman,
Chiel Exstulive Officer, and President Douplas H. Yaoger. in-
cotpoitad: Missout, Address: 120 Olive Street, 1. Louls, Misstur
63101, Telephone: 314-342-0500. Infemet: www laciodogas.com.

Laclede Group's share net rose con-
siderably for the first quarter of fiscal
2006 (year ends September 30th).
Laclede Gas Company, the core subsidiary,
was aided by higher sales to entities that
were outside the service territory, a gener-
al rate increase (effective since last Octo-

Fiscal
Ende
2003
2004
2008
2006
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ber), and colder temperatures within the
system. But the advance was limited, to a

| Yomr § certain degree, by heightened operation

and maintenance nses. Meanwhile,
margins for the non-regulated gas market-
ing segment, Laclede Energy Resources,
widened nicely because of regional sup-

Cal.
ondar
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ply/demand imbalances caused the
recent hurricanes, plus a healthy flow of
interstate pj e wholesale transactions.
Lastly, Sbr& Utility Resources, an un-
derground facllity local firm, benefited
from the attainment of business in both
new and existing markets, as well as
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profit-enhancement initlatives (which in-
duded new training methods and quality
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assurance programs).

At this juncture, the bottom line a
pears set to ]]its:mp nearly 24%, to $2.35
a share, in cal 2006. Share net may
flatten out next year, though, due to the

difffcult com n.
Sdil, we do not envision any spec-
tacular performances for the compa-
ny out to 2009-2011. It appears that in-
temnal growth for Laclede Gas will remain
modest, at best, since the customer base in
the ater St. Louls area has been ex-
pan less than 1% annually. As such,
any substantial gains will have to come
from the unregulated units or from major
acquisitions, scenarios we don't see hap-
pening soon. Consequently, an-
nual bottom-line Increases could only be in
the mid-single-digit range over the 3- to 5-
ﬁar period.

e stock offers an appealing divi-
dend, which is amply secured by earnings.
But hikes in thef:yout will Hkely be minl-
mal, given that Laclede’s gas service area
Is in a mature €.

Long-term total-return potental is
unexciting. That's because these shares
are cwrently trading within our 2009-
2011 Target Price Range, and we are as-

suming moderate dividend growth. Mean-

while, the equity is neutrally ranked for
Imeliness

T
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man end CEO: Russ Syobel Inc: 1L Addr: 1844 Feny Road,
Naperville, IL 60563, Tal: 630-305-9500, Intarnat www.nicor.com.
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Our near-term earnings estimates for
Nicor are somewhat tentative. In late
2005, the company had recelved approval
from the Illinois Commerce Commission
(ECC) for a base rate increase of $54.2 mil-
lion. But certain matters with respect to
the rate case are currently under rehear-
ing by the ICC. Depending on the outcome,
expected soon, Nicor's level of rate relief
may be subject to change. In the worst-
case scenario, there would be a $7.1 mil-
lion reduction In additional annual reve-
nues. On the upside, the company may be
awarded antther $0.9 million annually. In
light of the uncertainty regarding the finat
decision, our top- and bottom-line es-
timates may be subject to revision. How-
ever, we think that the ICC will strongly
consider the original base rate increase,
given the latest setbacks at the core natu-
ral gas distribution business.

Unseasonably warm weather condi-
tions should weigh on profits in 2006.
There has been a significant devlation
from normal weather condidons within
Nicor's service region through the first two
months of the year. As of Febru 20,
2006, weather was estimated to be 330 de-

gree days warmer than normal. Manage-
ment indicated that a 100-degree day vari-
ance from norma! weather would impact
earnings by approximately $1.5 million-52
miltion. (Qur ecamings estimates for 2007
are partly bazed on a return to more.
seasonable temperatures.) To make mat-
ters worse, o ting and maintenance ox-
penses are likely to climb, offsetting in.
cremental revenues from the aforemen-
Honed rate case.
We do not t to see a meaningful
increase In dividends anytime soon. It
ought to be challenging for Nicor to ralse
the dividend in the near term, based on
our cash flow profections. Other considera-
tions include working capital require-
ments, as well as the planned capital ex-
nditure budget of $198 million in 2006.
fcor stock is ranked 4 (Below Aver-
age} for the year ahead. Operational
hurdles, such as mounting wages and ben.
efits costs, coupled with the nepative im-
pact of warmer weather in the early
months of 2006, are reasons for concern,
The stock’s high yield, from a well-covered
dividend, is the main appeal here.
Charjes W Noh March 17, 2006
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Revanues 45% 0% 109 | customers, fourth-quarter 2005 earnings third of its meters automatically.
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Valua : 3 6% [ all of 2005 resulted mostly from higher- growth, Local use of gas in residences is
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002 [ 35 35 N5 M5 | 12| due to warmer- or colderthan-average their dividend yleld is below the industry
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BUSINERS: Pooplas Enorgy Conporalion distibaftes naturml gas via
s utlty subsidiwios, Pooples Gas Light & Col Co. {spprox
834,000 cursiormens 6t 87(005) and Norh Shore Gas Co (155,000},
in and porheastem [Enois Fiscal 2004 gas distribuion
revanuey: $1.7 bifon: realdantial, 79%; commercial, 15%; indusir-
ol, 3%; other, 3%. Main suppber s Nature) Gas Prpeline Co. of

Amenca. Purchased gas costs and rovenve taxes sctouniod for
76% of gas rvanuos In fiecal 5. Depreciation rate: 5.5%. Esld
plant age: 11 years, Has 2,182 empls , 10,235 sharshoklars OFf.
and Dk. own 1.5% of common (106 Praxy). Chimn and CEQ:
Thomas Patrick. Inc.! (L. Address: 130 E. Randotph Dr., Chicago, IL
60601, Tol: 312-240-4730. Inlgmot www.pocoplesonarngy Com.
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Share earnings at Peoples Energy
should be relatively flat in 2008, as
margins narrow. Partfally as a result of
warmer weather in January, management
is anticpating EPS at the low end of its
gngecte:r guldance of $2.25-82.45. From
007 to the end of the decade, we expect
earnings growth to resume, albelt at a
moderate pace.
On March 6th, the Illinois Commerce
Commission (CC) approved an
amended setilement with Peoples En-
ergy. The agreement, between the compa-
nys subsidiaries and the Illincls attorney
eneral, the i of Chicago, and the
itizens Utility Board, was related to nat-

Flsca
Year | ural pas charges for 2000-2004. As part of

the settlement, PGL will pay $100 miilion
in customer refunds, spend up to $30 mil-
lion funding conservation pro, , and
cease collectons on roughly $207 million
in customer bad debt. settlement was
& tough pill to swallow, but it clears the
way to focus on normal rations.

The company recen acquired oil
and pas properties by way of subsidi-
ary 5(:0 les Energy Producton. The
deal involved the purchase of property in

east Texas, north Louisiana, and Missis-
sippl for about $139 million. This remains
consistent with the company's strategy of
acquiring property with proven reserves
and upside potentlal, as management ex-
pects the company to enjoy an abundance
of low-risk drilling oppertunites in the
cum.indg years. Also, the company appears
poised to exit the power generation busi.
ness, 85 PGL is currently looking to sell its

wer assets.

coples Ene: faces a period of
transition in 2006, as CEO omas M.
Patrick recently announced his intention
to retire within a year. The board is cur-
rently In the process of saeening for suc-
cessor candidates.
Despite the high dividend eld,
shares of PGL are not particularly at-
tractive. Although we believe manage-
ment intends 10 maintain the current divi-
dend, a payout ratio of 95% reduces the
company’s  financial flexibility. Some
much-needed rate relief is in the
preliminary stages. Theres a chance this
may become effectlve early in fiscal 2007.
For now, the stock is untimely.
Michael F. Napolf arch 17, 2006
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BUSINESS: Pidmort Natural Gas Company b primarily 8 regu-
fated natural gas distibulor, sarving over 850,000 customans In
North Carolina, South Camlina, and Teansssoe, 2005 mvenus mic

dontia (39%), iaf (24%), industrial (13%), other (24%).
Principal suppliors: Transco and Tennessoo Pipeling. Gas costs:
71.6% of revonues. '05 depreciation mia: 3.3% Estimated plant

0go; 47 ywrs. Non d operations sale of gas-powered
heallng equipmant; natuml gas bmokorng; propane sals. Hes
about 2,124 omploywes, 16,606 chamhoklyr of record. CEO &
Progidont Thomas E Shaina Incorporaied; Norh Carclina. Ad-
dresa; 1915 Rexford Road, P.O, Box 33088 Charotie, NG 28233
Telophong: T04-354-3120, Intornet www.piedmontng com.
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Pledmont Natural Gas' frst-quarter
earnings were basically flat versus
the prier year at $0.94 a share. As a re-
sult of Increased customer conservation
due to higher natural gas prices and
temperatures that were 10% warmer than
normal, system throughput for the most
recent period decreased about B% year
over year, 1o 66.2 dekatherms. However,
high natural gas prices are not always
good for distribution companies, since ris-
ing gas prices result in higher levels of
bad-debt expense and service costs. In
2005, the company's utility customer base
rose slightly over 3%, well above the na-
tonal average, which should continue this
year based on new housing startups
throughout Piedmont's service terrltmz.
Moregver, 2006 utllity results should be
enhanced from two rate case outcomes last
year. In North Carolina, the comp;ndr
recelved a Increase of $20.1 -
lion, while it received a $2.6 million in-
rease in South Carolina.
The company continues to expand its
resence in nonrepulated activities.
s has allowed Piedmont to diversify its
earnings stream into activities such as

SouthStar Energy, Pine Needle LNG, Car-
dinal Pipeline, and its newest venture,
Hardy Storage %ﬂlﬁmy These activitles
contributed $3.2 on to net income dur-
ing the first quarter. slightly below the
year-age period. Hardy Storage, a joint
vepture with Columbla Gas Transmission,
involves an underground mnatural gas
storage facility in West Virginia. The field
would have a capacity to store over 12 bil-
Hon cubic feet of natural gas and be
cagahle of delivering up to 176 million
cubic feet of gas per day to markets In the
eastern United States. The company
recelved FERC approva! to proceed ln No-
vember of 2005, and has set a target date
of completion for Aprll. Moreover, the
E;oject is fully contracted under long-term
T COntracts.
This equity remains untimely. The pri-
m Ee for investing in Piedmont
waould or its yleld, which stands at 4%,
near the industry norm, and its Safety
rank of 2 (Above Average}. Furthermore,
total return potential over the 3- to 5-year
ull is above the average stock covered in
e Value Line Investrnent Survey.
Evan I, Biatter March 17, 2006
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WGL Hoeldings {5 off to a decent start
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Book Value
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in fiscal 2006 (ends September 30th).
The mainstay utility segment, where eam-
are largely dependent on the rates it

is able to charge customers, reported eam-
ings of $0.92 a share in the most recent
uarter, 8 14% increase over a year ego.
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ntributing to these results was weather
that was 10% colder than normal. Also,
durmeg the quarter, the company pur
chas a three-year weather insurance

u& covering Washington D.C., and a
E:a g degree-day derivative contract to
tover the winter season in its Virginia
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service area. Both of these policies are
designed to fally protect against warmer-
than-norma! temperatures, which should
help second-quarter results somewhat due
to the above-average temperatures experi-
enced in January. Elsewhere, WGL contin-
ues to add meters at a nice pace, and is on

315 .38
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B - R
4% B3 am
an

38

2005

QUARTERLY DIVIDENDS PAID € »
Mar3{ Jup3d Sap30 Dec 3l

track to gain an additicnal 30,500 custom-
ers for the year, However,

318
32

3%
333

WGL Holdings' nonregulated segment
reported a loss of $0.01 a share for the
December period. This is well below the
30.07 gain last year, and was primarily
due to poor results from the retail energy

marketing segment. The unit struggled
Uwincﬁ to lower margins on natural ges,
which can be attributed to larger mark-to-
market losses. Moreover, e heating
ventilating, and alr-conditioning segment
posted a loss of $431,000, ar to the
prior year. As a result of the lackluster
performance from WGL's nonregulated ac-
dvitles, we have lowered our 2006 earn-
ings forecast by a nickel, to $1.85, which is
within management’s guided range. Mod-
est progress is possible in 2007.

The Prince Georges County repair ef-
forts continue to progress. So far,
Washington Gas has completed about 23%
of the main repiacements and 2i% of the
service work. It will evaluate the effects of
these capital nditures on its ability to
carn its allowed rate of return, before tak-
ing appropriate action,

s stock may iInterest income-
oriented investors. The yleld is very re-
spectable among WGL's utility competitors
and these shares our Highest ra
for Safety {1} and Price Stabllity (100).
This issue is not well ranked for perform-
ance, though {Timeliness: 5).

Evan I. Biatter March 17, 2006
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Indicated Gomman Equlty Cost Rate
Through Use of a Risk Premium Model
Using an Adjusted Total Markes Approach
Proxy Group Proxy Group
of Four Gas of Nine
Distribution Value Line Gas
Companies Distribution Campanies
Prospective Yield on Aaa Rated
Corporate Bonds (1) 593 % 5983 %
Adjustment to Reflect Yield Spread
Betwaen Aaa Rated Corporate
Bonds and A Rated Public
Utility Bonds 0.47 _(2) 0.47 (2)
Adjusted Prospective Yield on A Rated
Public Utility Bonds 640 % 640 %
Adjustment to Refiect Bond
Raling Difference 0.00 (3) 0.00 (3)
Adjusted Prospective Bond Yield 6.40 6.40
Equity Risk Premium (4} 4.30 4.22
Risk Premlum Derived Common
Equity Cost Rata 10.70 % {5) 10.62 % (5)

Derived in Note (4} on page 6 of this schedule.

The average yield spread of A rated public utility bonds over Aaa rated
corporate bonds of 0.47% from page 4 of this schedule.

No adjusiment necessary as the average Moody's bond rating for the proxy

group Is A2,
From page 5 of this schedule.

Using equity risk premiums of 4.13% and 4.07%, based upon the years 1979-
2005 and 1978-2003, inclusive, (derived in Note 5 on page 5 of this Schedule)
results in risk premium derived common equity cost rates of 10.53% (4 LDCS)

and 10.47% (9 LDCS).
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National Fuel Gas Distribution C .
Comparison of Bord Ratings and Business profile
for the Proxy Group of Four Gas Distribution Companies
P G f Eight Value Line Gas Dislribution C .
March 2006 March 2006
Moody's Standard & Poor's Standard & Poor's
Bond Rating Bond Rating Business Profile (2}
Bond Numerical Bond Numerical
Rati Weighting (1) Rati Welghting (1)
Proxy Group of Four
Gas Distribution Companies
Cascade Natural Gas Corporation Baaf 8.0 886+ 84 2.0
NICOR Inc. (3) Aa3 4.0 AA 30 2.0
Northwest Natural Gas Company A2 6.0 AA- 4.0 1.0
Piedmont Natural Gas Co., Inc. A3 70 A 6.0 2.0
Average A2 6.3 A+ 53 . 1.8
o — ] _— L — ]
Proxy Group of Nine Value
Line Gas Distribution Companies
Almos Energy Corporation (4) Baa3 10.0 BBB 9.0 4.0
Cascade Natural Gas Corporation Baa1 8.0 BBB+ 8.0 2.0
The Laclede Group, Inc. (5) A3 7.0 A 6.0 3.0
New Jersey Resources Corp. (6) Aa3 4.0 AA- 4.0 2.0
NICOR Inc. (3) Aa3 4.0 AA 30 2.0
Northwest Natural Gas Company A2 6.0 AA~ 4.0 1.0
Peoples Energy Corporation (7) Aa3 40 A- 7.0 3.0
Piedmont Natural Gas Co., Inc. A3 7.0 A 6.0 2.0
WGL Hoidings, Inc. (B) A2 6.0 AA- 4.0 20
Average A2 6.2 A 57 2.3
National Fuel Gas Company Baa1 8.0 BBB+ 8.0 7.0
Notes: (1) From page 3 of this schedule.
(2) From Standard & Pgor's U.S. Utility And Power Ranking List, April 12, 2006
(3) Ralings and business profile are those of NICOR Gas Company.
(4) Moody's Ratings and business profile are those of Atmos Energy Corporation. S&P ratings are
those of Almos Energy Corporation and Unitied Cities Gas Company dba Atmos Energy
Corporation.
(5) Ratings and business profite are those of Laclede Gas Co.
(6) Ralings and business profile are those of New Jersey Natural Gas.
(7) Ratings and business profile are a composite of those of North Shore Gas Company and Peoples
Gas Light & Coke Company.
(8) Ratings and business profile are those of Washington Gas Light Company
Source of Information: Moedy's Investors Service

Standard & Poor's Global Utilllies Rating Servica
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Comparison of Interest Rate Trends

Spread - Corporate v. Public Utility Bonds

Spread - Public Utility Bonds

Corporate Aa (Pub. A (Pub. Util.) Baa (Pub.
Bonds Public Utility Bonds Util.) over over Aaa LHil.) over
Years Aaa Rated Aa Rated A Rated Baa Rated Aaa (Corp.) (Corp.) Aaa (Corp.) Aover Aa Baa over A
January-08 529 % 5.50 % 575 % 6.06 % 021 % 0.46 % 077 % 025 % 0.3t %
February-06 5.35 5.55 5,82 6.11 020 % 047 % 0.76 % 0.27 % 0.29 %
Average Spread (2) 021 % 0.47 % 0.77 % 0.26 % 0.30 %

Notes: (1) All yields are distributed yields.
(2) Equal weight has been given to the January and February 2006 spread.

Source of Information: Mergent Bond Record Monthly Update, March 26, Vol. 73, No. 3
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Judgment of Equity Risk Premium for
for the Proxy Group of Four Gas Distribution Companies
Proxy Group Proxy Group
of Four Gas of Nine
Distribution Value Line Gas
Companles Distribullon Companies
Calculated equity risk
premium based on the
total market using
the beta approach (1) 4.45 % (3) 4.29 % (3)
Mean equity risk premium
based on a study
using the holding partod
returns of public utilities with:
A raled bonds (2} 4.14 (4 4,14 (4)
Average equity risk premium 4.30 % (5) 4.22 % (5)

{1) Fram page & of this schedule.

{2) From page 8 of this schedule.

(3) The equity risk premium based on the lotal market using the
beta approach and an historical equity risk premlum for the
years 1879 - 2005, incluslve, are 3.52% (4 LOCS) and 3.38% (9
LDCS), as derived in Note 9 on page 6 of this Schedule.

{4} The mean equity risk premlum based on a study using the
holding period retums of public utiliies with A raled bonds for
the years 1979 - 2003, Inclusive, Is 4.74%, as derived in Note 4
on page 8 of this Schedule.

(5) The average aquity risk premiums based upon the years 1979 -
2005 / 1979 - 2003, as indicated In Notes 3 and 4 above Is
4,13% (4 LDCS - 4.13% = (3.52% + 4.74%) /2) and 4.07% (9
LDCS - 4.07% = (3.39% + 4.74%) / 2).



Exhibit No. 400

Scheduie 12
Page 6of 9
lational Fuel Gas Distdbution C "
Derivation of Equity Risk Premium Based on the Totzl Markel Approach
for the Proxy Group of Four Gas Distribution Companies
1 thn P " N
Proxy Group Proxy Group
of Four Gas of Nine
Distribution Value Line Gas
Line Companies Distribution Companies
No.
1. Arithmetlc mean total return rale on
the Slandard & Poor's 500 Composlie
tndex - 1926-2005 (1) 12.30 % 1230 %
2. Arithmetic mean yie!d on
Aaa and Aa Corporate Bonds
1926-2005 (2} {6.10} 6.10,
3 Historical Equity Risk Premium 6.20 % (7} 6.20 % (7)
4. Forecasted 3-5 year Total Annual
Maerkal Relum (3} 1018 % 10.18 %
&, Prospective Yiold an Aoa Ratod
Cormporate Bonds {4) 5.93 5.93
B. Foracasted Equity Risk Pramium 4.25 % 4.25 %
T Average of Hislorical and Forccested
Equity Risk Premlurm (5) 523 %(B) 5.23 % (8)
8. Adjusied Value Line Beta (6) 0.85 ___ 082
8. Beta Adjusted Equity Risk Premium 4.45 % (%) 4.20 % (9)
Notes: (1) From Stocks, Bonds, Blils and Inflation - 2006 Yearbook Valuation Edilion, Ibbolson Assoclales, Inc.,

Chicago, IL, 2006.
{2) From Moody's Industrial Manus) and Mergenl Bond Record Monthly Updale.
{3} From page 4 of Schedule 14.

{4} Average foracas| based upon six quarterly eslimates of Aaa rated corporale bonds per
the cansensus of nearly 50 economisis reported In Blue Chip Financial Forecasts dated
Aptit 1, 2008 (see page 7 of this schedula). The estimales are detailad below.

—

Secand Quarter 2006 57 %
Third Quarier 2006 589
Fourlth Quarer 2008 6.0
Firgl Quarter 2007 6.0
Second Quarter 2007 6.0
Third Quarter 2007 8.0
Average 5.93 %

{5) Awvaraga of the Hislorical Equity Risk Premlum of 6.20% from Line No. 3 and the
Forecasted Equity Risk Premlum of 4.25% from Line No. 8 ((8.20% + 4.25%) /2 =
5.23%).

From page 9 of this schedule.

The Historical Equity Risk Premium for the years 1878 - 2005, inclusive, is the
difference between the arithmellc maan lolal retum rale on the S&P 500 Composite
Index of 14.50% and the asithmelic mean {olal retum rale of the Salomon Brothers
Long-Term High-Grade Caorporale Bond Index of 10.47% or 4.03%. (4.03% = 14.50% -
10.47%).

Average of the Historical Equity Risk Premlum for the years 1979 - 2005 of 4.03%
(derived In Note 7 above) and lhe Forecasied Equity Risk Premium of 4.25% from Line
No. Big 4.14%. {(4,03% + 4.25%)/ 2 = 4,14%).

(9) Applying the average adjusted ¥alua Line beta of the proxy groups, 0.85 {4 LOCS) and
0.82 (9 LDCS), to he average equity risk premium of 4.14% (gderived in Nole 8 above)
yields Bela Adjusted Equity Risk Premiums of 3.52% {4 LDCS) and 3.39% (9 LOCS;).

(B
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—

8
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Consensus Forecasts Of U.S, Interest Rates And Key Assumptions’

History--- Consensus Forecasts-Quarterly Avg.

Average For Week Ending—-—- —-— Average For Month-—- Latest 9% 2Q  3Q 4Q 1Q 20 3Q

Interest Rates Mar, 17 Mar. 10 Mar.3 Feb.24 Feb. Jan.  Dec. JO 2006|2006 2006 2006 2007 2007 2007
Federal Funds Rate 451 451 4.50 4.49 449 429 4.16 4.43 4.8 5.0 50 49 48 4.7
Prime Rate 7.50 7.50 7.50 7.50 1.50 7.26 7.15 742 78 8.0 8.0 7.9 7.8 1.7
LIBOR, 3-mo. 4.92 4.88 4.83 4.99 4.76 4.60 4.49 4.75 51 52 52 S1 S50 50
Commercial Paper, 1-mo.  4.62 4.53 447 4.50 4.47 4.36 4.23 q4.46 49 51 5.1 50 4.9 4.9
Treasury bill, 3-mo. 4.62 4.60 4.62 458 454 4.3 397 4.50 48 49 49 48 47 47
Treasury bill, 6-mo. 4.80 4.77 4.75 4.2 4.69 4.47 4.33 4.64 4.9 540 5.0 50 4.9 4.8
Treasury bill, 1 yr. 4.76 4.77 4.74 4.72 4.68 445 4.35 4.63 49 51 50 50 49 49
Treasury note, 2 yr. 467 4.74 4.72 4.71 4.67 4.40 4.40 4.59 4.9 590 50 49 49 4.9
Treasury note, 5 yr. 4.67 4.76 4,66 4.61 4.57 4,15 4.39 4.54 48 50 5.0 50 49 49
Treasury note, 10 yr. 41 4.74 4.6] 4.56 4.57 442 4.47 4.56 48 50 S50 5.0 50 5.0
Treasury note, 30 yt. 4.73 4.72 4.58 4.51 4.54 na na na 49 50 51 5.1 5.1 5.1
Corporate Aaa bond 5.53 5.53 5.38 5.32 535 5.30 5.37 5.38 57 5% 60 60 60 60
Corporate Baa bond 6.4] 6.41 6.27 6.23 6.27 6.24 632 6.29 67 68 69 70 69 69
State & Local bonds 4.40 4.45 4.39 4.36 4.4] 4.37 4.46 4.40 47 48 48 49 4.9 49
Home mortgage rate 6.34 6.37 6.24 6.26 6.25 6.15 6.27 6.24 65 66 67 67 67 6.7
- History. Consensns Forecasts-Quarterly Avg.

20 iQ 4Q 1Q 2Q Q 4Q 0 |20 30 40 1Q 20 3Q

Key Assumptions 2004 2004 2004 2005 2005 2005 2005 2006 12006 2006 2006 2007 2007 2007
Major Currency Index 88.0 86.5 8.9 81.3 835 84.7 85.8 84.9 847 841 833 826 820 Bl4
Real GDP 35 4.0 33 3.8 3.3 4.1 1.6 4.8 i3 30 29 3.0 30 3.0
GDF Price Index 3.9 1.5 27 3.1 26 33 33 2.5 24 23 23 23 22 22
Consumer Price Index 19 2.1 16 23 38 5.5 3.3 2.4 25 25 2.5 2.5 24 2.4

'Individual pang] members' forecosts are on pages 4 through 9. Historical data for interest rates exccpt LIBOR is from Federal Reserve Release (FRSR) H.15. LIBOR quotes

U.S. Federnl Reserve Board’s Major Currency Index is from FRSR H.10 ond G.5. Historical dote for Real GDP andd.64 GDP Chained Price Indox arc from the Buresu of Eco-

. available from The Wall Street Journol. Definitions reported here are same a1 those in FRSR H.15, Treasury yiclds are reported on a constant maturity basis Historical data for the

nomic Analysis (BEA). Consumer Price Index (CPI) history is from the Department of Laber's Bureau of Labor Statistics (BLS). *futerest rote data for 1Q 2006 based on his-
forical data thraugh the week ended Marelr 17th. .Data for 1Q 2006 Major Currency Index also is based on data throngh week ended March 17t Figures for 1Q 2006 Real
GDP, GDP Chained Price Index and Consumer Price Index nre consensns forecasts based on a special question survey this month of the panel mentbers.

.S, Treasury Yield Curve
Weok ondod Morch 17, 2006 ond Yanr Ago vs.
2Q 2006 nnd 3Q 2007 Consonous forocosts
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Derlvation of Mean Equity Risk Premium Based on a Study

Using Holding Period Refuins of Public Uililies

Over A Rated
Public Utility Bonds
AUS Consultants -

Utillty Services

Study (1}
1

1928-2003 (3}
Arithmetic Mean Hotding Period

Retums (2):
Standard & Paor's Public
Utillty Index 10.77 %
Arithmetic Mean yield on:
A-rated Public Utility Bonds . (6.63)
Equity Risk Premium 4.14 %

SE&P Public Utillty Index and Moody's Public Utility Bond Average Annual
Yields, 1928-2003 {AUS Consultants - Ulility Services, 2004).

Holding period retums are calculated based upon income received (dividends
and interest) plus the relative change in the market value of a securlty over a
one-year holding period.

2003 information is the latest avallable at the time of preparation.

An adjusted equity risk premium based upon holding period returns for the
years 1979-2003, inclusive, can be derived as follows:

1979-2003
Arithmetic Mean Holding Period
Retumns (2):
Standard & Poor's Public
Utility Index 14.64 %

Arithmetic Mean yield on:
A-rated Public Utility Bonds {9.90)

Equity Risk Premlum 4.74 %
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National Fuel Gas Distribution C i

Value Line Adjusled Betas

for the Proxy Group of Four Gas Distribution Companies

and the Proxy Group of Nine Value Line Gas Distribution Companies

Proxy Group of Four Gas Distribution
Companies

Cascade Natural Gas Corporation
NICOR Inc.

Northwest Natural Gas Company
Piedmont Natural Gas Co., Inc.

Average

. ...Proxy.Group of Nine Value Line Gas

Distribution Companies

Atmos Energy Corporation
Cascade Natural Gas Corporation
The Laclede Group, Inc.

New Jersey Resources Corp.
NICOR Inc.

Northwest Natural Gas Company
Peoples Energy Corporation
Piadmont Nalural Gas Co., Inc,
WGL Holdings, lnc.

Average

Value Line
Adjusted

Beta

0.80
1.15
0.70
0.75

0.85

0.70
0.80
0.80
0.80
1.16
0.70
0.85
0.75

0.80

0.82

Source of Information:  Value Line Investment Survey, (Standard Edition)

March 17, 2006
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The Equity Risk Premium

For example, if bond yields rise unexpectedly, investors can receive 2 higher coupon payment from a
newly issued bond than from the purchase of an outstanding bond with the former lower-coupon
payment. The ourstanding lower-coupon bond will thus fait to attract buyers, and its price will
decrease, causing jts yield 1o increase correspondingly, as its coupon payment remains the same. The
newly priced outstanding bond will subsequently attract purchasers who will benefit from the shift in
price and yield; however, those investors who already held the bond will suffer a capital loss due 1o
the fall in price.

Anticipated changes in yields are assessed by the marker and figured into the price of a bond.
Furure changes in yields that are not anticipated will cause the price of the bond to adjust accord-
ingly. Price changes in bonds due to unanticipated changes in yields introduce price risk into the total
return. Therefore, the total return on the bond series does not represent the riskless rate of return.
The income return better represents the unbiased estimate of the purely riskless rate of return, since
an investor can hold a bond to maturity and be entitled to the income return with no capital loss.

Arithmetic versus Geometric Means

The equity risk premium data presented in this book are arithmetic average risk premia as opposed
to geometric average risk premia. The arithmetic average equity risk premium can be demonstrated
to be most appropriate when discounting future cash flows. For use as the expected equity risk
premium in either the CAPM or the building block approach, the arithmetic mean or the simple
difference of the arithmetic means of stock market rerurns and riskless rates is the relevant number.
This is because both the CAPM and the building bleck approach are additive models, in which the
cost of capital is the sum of its parts. The geometric average is more appropriate for reporting past
performance, since it represents the compound average return,

The argument for using the arithmetic average is quite straightforward. In looking at projected
cash flows, the equiry risk premium that should be employed is the equity risk premium that is
expected to actually be incurred over the future time periods. Graph 5-3 shows the realized equiry
risk premium for each year based on the returns of the S&P 500 and the income return on long-term
government bonds. (The actual, observed difference between the rerurn on the stock market and the
riskless rate is known as the realized equity risk premium.) There is considerable volatility in the
year-by-year statistics. At times the realized equity risk premium is even negative,
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Graph 5-3
Realized Equity Risk Premium Per Year
1926-2005
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To illustrate how the arithmetic mean is more appropriate than the geometric mean in discounting
cash flows, suppose the expected return on a stock is 10 percent per year with a standard deviarion
of 20 percent. Also assume that only two outcomes are possible each year— +30 percent and -10
percent (i.e., the mean plus or minus one standard deviation). The probability of occurrence for
each ourcome is equal. The growth of wealth over a two-year period is illustrated in Graph 5-4.
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Graph 5-4
Growth of Wealth Example
$1.70 - $1.69

$1.00 &

$0.70 T

0 1
Years

m ]

The most common outcome of $1.17 is given by the geometric mean of 8.2 percent. Compounding
the possible cutcomes as follows derives the geometric mean:

[(1+0.30)x (1- 0.10)}% - 1= 0.082

However, the expected value is predicted by compounding the arithmetic, not the geometric, mean.
To illustrate this, we need to look at the probability-weighted average of all possible outcomes:

{0.25 X $1.69) = $0.4225
+ {0.50 % $1.17) = $0.5850
+ {0.25 % $0.81) = §0.2025

Total $1.2100

Therefore, $1.21 is the probability-weighted expected value. The rate that must be compounded to
achieve the terminal value of $1.21 after 2 years is 10 percent, the arithmetic mean:

$1x(1+0.10) = $1.21
The geometric mean, when compounded, results in the median of the distribution:
$1x (14 0.082f = $1.17

The arithmetic mean equates the expected future value with the present value; it is therefore the
appropriate discount rate,
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Appropriate Historical Time Period

The equity risk premium can be estimated using any historical time period. For the U.5., market data
exists at leasr as far back as the late 1800s. Therefore, it is possible to estirnate the equity risk premium
using data that covers roughly the past 100 years.

‘The Ibbotson Associates equity risk preminm covers the time period from 1926 to the present.
The original dara source for the time series comprising the equity risk premium is the Center for
Research in Security Prices. CRSP chose 1o begin their analysis of market returns with 1926 for two
main reasons, CRSP determined that the time period around 1926 was approximately when quality
financial data became available. They also made a conscious effort 1o include the period of extreme
market volatility from the late twenties and early thirties; 1926 was chosen because it includes one
full business cycle of data before the market crash of 1929. These are the most basic reasons why
Tbbotson Associates’ equiry risk premium calculation window starts in 1926.

Implicit in using history to forecast the future is the assumption that investors’ expectations for
future outcomes conform to past results, This method assumes that the price of taking on risk changes
only slowly, if ar all, over time. This “future eguals the past” assumption is most applicable to a
random time-series variable, A time-series variable is random if its value in one period is independent

of its value in other periods.

Does the Equity Risk Premium Revert to lts Mean over Time?

Some have argued that the estimate of the equiry risk premium is upwardly biased since the stock
market is currently priced high. In other words, since there have been several years with
extraordinarily high market returns and realized equity risk premia, the expectation is that returns
and realized equity risk premia will be lower in the future, bringing the average back to a normalized
level. This argument relies on several studies that have wied to determine whether reversion to the
mean exists in stock market prices and the equity risk premium.? Several academics contradict each
other on this ropic; moreover, the evidence supporting this argument is neither conclusive nor
compelling enough to make such a strong assumption.

Qur own empirical evidence suggests that the yearly difference between the stock market total
return and the U.S. Treasury bond income return in any particular year is random. Graph 5-3,
presented earlier, illustrates the randomness of the realized equiry risk premium.

3 Fama, Eugene E., and Kenneth R. French. “Permanent and Temporary Components of Stock Prices,™ Journa! of Political
Econony, April 1988, pp. 246-273. Powerba, James M., and Lawrence H. Summers. “Mean Reversion in Stock Prices,”
Journal of Financial Economics, October 1988, pp. 27-58. Lo, Andrew W., and A. Craig MacKirlay. “Stock Marker
Prices Do Not Follow Random Walks: Evidence from a Sirmople Specibication Test,™ Tha Reviewe of Financial Studies, Spring
1988, pp. 41~66. Finnerty, John D., and Dean Leistikow. “The Behavior of Equity and Debt Risk Premiums: Are They
Mean Reverting and Downward-Trending?™ The Journal of Portfolic Management, Summer 1993, pp. 73-84. Tbbotson,
Roger G, and Scort L. Lemmer. “The Behavior of Equity and Debr Risk Premiums: Corament,” Tbe Journal of Forifolio
Management, Summer 1994, pp, 98-100. Finperty, John D., and Dean Leistikow. “The Behavior of Equiry and Debt Risk
Premioms: Reply vo Comment," The Journal of Portfolio Maragement, Summer 1394, pp. 101-102,
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A statistical measure of the randomness of a return series is its serial correlation. Serial
correlation (or autocorrelation) is defined as the degree to which the return of a given series is related
from period to period. A serial correlation near positive one indicates that rerurns are predictable
from one period to the next period and are positively related. That is, the returns of one period are a
good predictor of the returns in the next period. Conversely, a serial correlation near negative one
indicates that the returns in one period are inversely related to those of the next period. A serial
correlation near zero indicates that the returns are random or unpredictable from one period to the
next. Table 5-3 contains the serial correlation of the market total returns, the realized long-horizon
equity risk premioum, and inflation.

Table 5-3

Interpretation of Annual Serial Correlations

1926-2005

Series Serlal Correlation Interpretation
Large Company Stock Total Returns 0.03 Random
Equity Risk Premium 0.04 Random
Inflation Rates 0.65 Trand

The significance of this evidence is that the realized equity risk premium next year will not be
dependent on the realized equity risk premium from this year. That is, there is no discernable pattern
in the realized equity risk premium—it is virtually impossible to forecast next year’s realized risk
premium based on the premium of the previous year. For example, if this year's difference between
the riskless rate and the return on the stock market is higher than last year’s, that does not imply that
next year’s will be higher than this year's. It is as likely to be higher as it is lower. The best estimate of
the expected value of a variable that has behaved randomly in the past is the average {or arithmetic
mican) of its past values.

Table 5-4 also indicates that the equity risk premium varies considerably by decade, from a
high of 17.9 percent in the 1950s to a low of 0.3 percent in the 1970s. This look at the historical
equity risk premium reveals no observable pattern.

Table 5-4

Long-Horizon Equity Risk Premium by Decade

1926-2005

1920s* 19305 1940s 1850s 1960s 18703 19808 19908 20008™ 1 9?6-2005
17.6% 2.3% 8.0% 17.8% 4.2% 0.3% 7.9% 121%  ~5.1% 5.19%
"Based on the perkx] 1926~1929.

**Basad on the pariod 2000~-2005.
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Finnerty and Leistikow perform more economerrically sophisticated tests of mean reversion in the
equity risk premium. Their tests demonstrate that-—as we suspected from our simpler rests—the equity
risk premium that was realized over 1926 to the present was almost perfectly free of mean reversion
and had no statistically identifiable time trends.* Lo and MacKinlay conclude, “the rejection of the
random walk for weekly returns does not support a mean-reverting model of asser prices.”

Choosing an Appropriate Historical Period

The estimate of the equity risk premium depends on the length of the data series studied. A proper
estimate of the equity risk premium requires a data series long enough to give a reliable average without
being unduly influenced by very good and very poor short-term returns, When calculated using a Jong
data series, the historical equity risk preminm is relatively stable.* Furthermore, because an average of
the realized equiry risk premium is quite volatile when calculated using a short history, using a long
series makes it less likely that the analyst can justify any number he or she wants. The magnirude of
how shorter periods can affect the result will be explored later in this chapter.

Some analysts estimate the expected equity risk premium using a shorter, more recent time
period on the basis that recent events are more likely to be repeated in the near furure; furthermore,
they believe that the 1920s, 1930s, and 1940s contain too many unusual events. This view is suspect
because all periods contain “unusual™ events. Some of the most unusual events of this century took
place quite recently, including the inflation of the late 19705 and early 1980s, the October 1987
stock market crash, the collapse of the high-yield bond market, the major contraction and consolida-
tion of the thrift industry, the collapse of the Soviet Union, and the development of the European
Economic Community—all of these happened approximately in the last 30 years.

It is even difficult for economists to predict the economic environment of the future. For
example, if onc were analyzing the stock market in 1587 before the crash, it would be statistically
improbable to predict the impending short-term volatility without considering the stock marker
crash and market volatility of the 1929-1931 period. .

Without an appreciation of the 19205 and 1930s, no one would believe thar such events could
happen. The 80-year period starting with 1926 is representative of what can happen: it includes high
and low returns, volatile and quiet markets, war and peace, inflation and deflation, and prosperity
and depression. Restricting artention to a shorter historical period underestimates the amount of
change that could occur in a long future period. Finally, because historical event-types (not specific

4 Though the srudy pecformed by Finnerty and Leistikow demonstrates that the traditional equity risk premium exhibits ne
mean reversion or drift, they conclude that, “the processes generating these risk premiums are generally mean-reverting.”
This conclusion is completely unrelated to their statistical findings and has received some criticism. In addition to
examining the tradirional equiry risk premin, Finnerty and Leistikow include analyses on “real” risk premin as well as
separate risk premia for income and capita!l gains, In their comments on the study, Ibbotson and Lummer show that these
“real” risk premia adjust for inflation rwice, “creating vaziables with no economic content.” In addition, separating
income and capital gains does not shed light on the behavior of the risk premia as a whole.

[+]

This assertion is further corroborated by data presented in Global Investing: The Professional’s Guide to the World of
Capital Markets (by Roger G. Ibbetson and Gary P. Brinson and published by McGraw-Hill, New York). Ibbotson and
Brinson constructed 2 stock marker total return series back to 1790, Even with some uncertainty about the accuracy of the
darta before the mid-nineteenth century, the results are remarkable. ‘The real {adjusted for inflation) returns that investors
received during the three 30-year periods and one S1-year period between 1790 and 1990 did not differ greatly from one
another (that is, ip a stadstically significant amount). Nor did the real returns differ greatly from the overall 201-year
average, This finding implies thar because real stock-market returns have been reasonably consistent over time, investors
can use theee past rerurns as reasonable bases for forming their expectations of furure returns.
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events) tend to repeat themselves, long-run capital marker return studies can reveal a great deal
about the furure. Investors probably expecr “unusual” events to occur from time to time, and their
return expectations reflect this.

A Look at the Historical Resulis

It is interesting to take a look at the realized returns and realized equity risk premium in the context
of the above discussion. Table 5-5 shows the average stock market return and the average (arithmetic
mean) realized long-horizon equity risk premium over various historical time periods. Similarly,
Graph 5-5 shows the average {arithmetic mean) realized eguity risk premium calculated through
2005 for different starting dates. The table and the graph both show that using a longer historical
period provides a more stable estimate of the equiry risk premium. The reason is that any unique
period will not be weighted heavily in an average covering a longer historical period. It better
represents the probability of these unique events cccurring over a long peried of time.

Table 5-5

Stock Market Return and Equity Risk Pramium Over Time

1926-2005

Perled Periad Large Company Stock Arlthmatic Long-Horlzon Equity
Length Dates Mean Total Roturn Risk Pramium
B0 years 1926-2005 12.3% 71%

70 years 1936—2005 12.5% 7.0%

60 yoars  1946-2005 12.8% 6.8%

50 ypars 1956-2005 11.7% 5.0%
40years  1966-2005 11.6% 4.2%

30 yoars 1976-2005 13.8% 6.0%

20 years 1986~-2005 13.2% 6.4%

15 years 18912005 13.0% B.7%
10years  1996-2005 10,7% 5.1%

5 years 2001-2005 2.4% ~3.0%

Looking carefully at Graph 5-5 will clarify this point. The graph shows the realized equity risk
premium for a series of time periods throngh 20035, starting with 1926. In other words, the first
value on the graph represents the average realized equity risk premivm over the period 1926-2005.
The next value on the graph represents the average realized equity risk premium over the period
1927-2005, and so on, with the last value representing the average over the most recent five years,
2001-2005. Concentrating on the left side of Graph 5-5, one notices that the realized equity risk
premium, when measored over long periods of time, is relatively stable. In viewing the graph from
left to right, moving from longer to shorter historical periods, one sees that the value of the realized
equity risk premium begins to decline significantly. Why does this occur? The reason is that the
severe bear market of 1973-1974 is receiving proportionately more weight in the shorter, more
recent average. If you continue to follow the line to the right, however, you will also notice that when
1973 and 1974 fall out of the recent average, the realized equity risk premium jumps up by nearly
1.3 percent. :
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Natiopal Fuel Gas Distibution C .
Indicated Common Equity Cost Rate Through Use of the

Capital Asset Pricing Model! for the Proxy Group of Four Gas Distribution Companies
p G f Nine Value | ine Gas Distribution C .

Proxy Group Proxy Group
of Four Gas of Ning Value Line
Line Distribution Gas Distribution
No. Companies Companies
1. Traditional Capital Asset Pricing Model
Derived Company Equity
Cosl Rates (1) 1025 % 10.05 %
Practical CAPM Cost Rates (1) 10.56 % 10,25
2 Ermpirical Capital Asset Pricing Model
Derived Company Equity
Cost Rate (2) 10,48 % 1033 %
Practical ECAPM Caost Rates (2) 1048 % 1033
3. (a) CAPM Resulls 10.37 % {3) 1018 % (3)
(b) Practical CAPM Results 10.82 % (4) 10.20 % (4)

Notes: (1) Developed on page 2 of this schedule.
(2) Developed on page 3 of this schedule.

(3) Average Ibbotson Assoclates historical maket premiumn for the years 1979-2005, inclusive, of 6.48%
{from Nole 6 on page 4 of this Schedule) with the 5.13% Value Line market risk premium (from Note
1, page 3 of this Schedule) results in a 5.81% market premium. Applying the traditional and
empirical CAPM, using this 5.81% market premium, the average Malue Line adjusted betas of the
proxy groups of 0.85 (4 LDCS) and 0.82 (9 LDCS) and risk-free rate of 5.05% (from Note 2, page 4
of this Schedule), results in traditional CAPM cost rates of 8.99% (4 LDCS) and 9.81% (9 LDCS) and
empirical CAPMs of 10.21% (4 LDCS) and 10.07% (9 LDCS), for average CAPM cost rates of
10.08% (4 LDCS) and 9.94% (9 LDCS).

(4) Includes only those Indicaled common equity cost rates which are greater than 9.45% (the Jowest
rate awarded o a gas distribution utility between January 1, 2004 and March 31, 2008, from
Schedule 16 of this Exhibit) as fully explained in Mr. Hanley's accompanying direct testimony.



Proxy Group of Four Gas
Distribution Companies

Cascada Nalural Gas Corparation
NICOR tne.

Northwest Natural Gas Company
Piadmenl Natura! Gas Co , Inc.

Average

Proxy Group of Nine Value Line
Gas Distribution Companles
Atmas Energy Corporation
Cascade Natural Gas Comorzlion
The Laclede Group, Inc

New Jersey Resources Cormp.
NICOR Inc.

Northwest Natural Gas Company
Peoples Encrgy Corporalion
Piadmont Natural Gas Co , Inc.
WGL Holdings, Inc.

Average

See page 4 for noles,

Value Line
Adjusted

Beta

0.80
1.15
0.70
0.75

0.85

0.70
0.80
0.8¢
0.80
1.15
070
08s
075
080

0.82
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National Euel Gas Distdbution Corporation
Indicated Common Equity Cost Rate Through Use
Company-Specific CAPM Result
Risk Premium Including
Based on Markel Risk-Frea Practical CAPM
Premium of 6.12% (1} Rate of 5.05% (2) Resulls (3)
Iraditional Capital Asset Pricing Madel (4)

490 % 995 % 9.85 %
704 1209 1208
4.28 933 -
459 9564 984
5,20 % 10.25 % 10.56 %
4,26 % 8.33 % -« %
4.80 % 8.95 % 995 %
4.90 985 895
4.80 945 985
7.04 1209 12.09
4,28 933 .-
520 10.25 1025 -
4 59 9.64 964
480 9.95 a85
5.00 % 10.05 % 1025 %




Proxy Group of Four Gas
Distribution Companies

Cascade Natural Gas Cosperatien
NICOR Ing

Northwest Natural Gas Compony
Piedmont Naturnl Gas Co., Inc.

Average

Proxy Group of Nine Value Line
Gas Distribution Componies
Almos Energy Corporallen
Cascade Natural Gas Comporation
The Laciede Graup, Inc.
New Jersey Resources Comp
NICOR Inc.
Northwes! Nalural Gas Comparny
Peoples Energy Corporation
Piedmomt Natural Gas Co., Inc
WGL Holdings. Inc.

Average

See page 4 for noles.
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Schedulo 14
Pogoe dof4
Dbatinpat Fuel Gas Distitulion Comparation
Indicated Commeon Equity Cosl Rale Through Use
oflhe Capital Asset Pricing Mode]
Company-Specific CAPM Result
Value Line Risk Premium tncluding
Adjusted Based on Markat Risk-Free Practical CAPM
Bela Premlum o1 6.12% (1) Rale of 5.05% (2} Resuits (3}
Empitical Capital Assat Pricing Madal (5)

0.80 520 % 10256 % 1025 %
115 681 11.86 11.86
0.70 4,74 9.79 .78
0.75 497 10.02 10.02
0.85 543 % 10.48 % 10.48 %
070 474 % 9.78 % 9.79 %
080 5.20 1025 10.25 %
0.80 5.20 10.25 10.25
0.80 5.20 10.25 10.25
1.15 881 11.B6 1186
070 4.74 9.79 8.79
0485 643 10.48 10 48
075 4.97 1002 1002
0 60 5.20 10.25 10.25
0.82 5.28 % 10.33 % 10.33 %
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(3)

(4)
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(6)
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National Fuel Gas Distribution Corporation
Development of the Market-Required Rate of Return on Common Equity Using the
Capital Asset Pricing Model for the Proxy Group of Four Gas Distribution Companies
and the Proxy Group of Nine Vaiue Line Gas Distribution Companies
Adjusted to Reflect a For ted Risk-Free Rate and Marke{ Retum

From the two previous month-end {January '06 — February '06), as well as a recently available (March 3, 2006),
Value Line Summary & Index, a forscasted 3-5 year total annual market return of 10.18% can be derived by
averaging the January 2006, February 2006, and spot forecasted total 3-5 year total appreciation, converling it
into an annual market appreciation and adding the Value Line average forecasted annual dividend yield.

The 3-5 year average total market appreciation of 39%, produces a four-year average annual retum of
8.58% (((1.39°*) - 1)*100). When the average annual forecasted dividend vield of 1.80% is added, a total
average markel return of 10.18% (1.60% + 8.58%) is derived.

January 2006, February 2006 and spot forecasted total market returm of 10.18% minus the risk-free rate
of 5.05% (developed in Note 2) is 5.13% (10.18% - 5.05%). The Ibbotson Asscciates calculated market
premium of 7.10% for the period 1926-2005 resulls from a total market return of 12.30% less the average
incoma return on long-lerm U.S. Govamment Securities of 5.20% (12.30% - 5.20% = 7.10%). This is then
averaged with the 5.13% Vatue Line market premium resufting in a 6.09% market premium. The 6.12% market
pramium Is then multipfled by the beta in column 1 of pages 2 and 3 of this schedule.

Average forecast based upon six quarterly estimates of 30-year Treasury Note yields per the consensus of
nearly 50 economists reported in the Blue Chip Financial Forecasts dated April 1, 2006 (see page 7 of Schedule
12 of this exhiblt). The estimates are delailed below:

30-Year

Treasury Note Yield
Second Quarter 2006 4.90%
Third Quarter 2006 5.00
Fourth Quarter 2006 5.10
First Quarter 2007 5.10
Second Quarler 2007 5.10
Third Quarter 2007 5.10
Average 5.05%

Includes only those indicated common equity cost rates which are greater than 9.45% for reasons fufly
explained in Mr. Hanley's accompanying direct testimony.

The traditiona! Capital Asset Pricing Model {CAPM) is applied using the following formula:
Rs =R + B (Ru - Re)

Where Rg = Return rate of common stock
Re = Risk Free Rate
B = Value Line Adjusted Beta
Ry = Return on the market as a whole

The empirical CAPM is applied using the following formula:
Rg=Re +.25(Ry -Re )+ 758 (Ry -Re)

Where Rg = Return rate of common stock
R¢ = RIsk-Free Rate
B =Value Line Adjusted Beta
R, = Raturn on tha market as a whole

The Ibbotson Associates calculated market premium of 6.48% for the period 1979-2005 resulls from a total
market retumn of 14.50% less the average income retum on long-term U.S. Government Securities of 8.02%
{14.50% - B.02% = 6.48%)

Source of Information:  Value Line Summary & Index (Standard Edition}

Blue Chip Financial Forecasts, April 1, 2006

Value Line Investment Survey, March 17, 2006

Stocks, Bonds, Bills and Inflation — Valuation Edition -2006_Yearbook Market
Results for 1926-2005 Ibbotson Associates, Inc., Chicago, IL




Exhibit No. 400

Schodule 15
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Comparable Eamings Anplysia
for & Proxy Gruup of Slxty-Fow Hon-Liillity Companies Comparable to
e Proney Group, of Fou G Distritution Companles (1)
S-Year Projected Rate of Relum on
Slandard Net Worth, Equity or Pariners’

Proxcy Growp of Slxty-Fouwr Non-Uiliy Eror Capital [2)
Companies Comparebile U the Proxy Group of Ad of the Sludents
Four Gy Distribation Companes {1) Bela Bola Regression Percent T-Tesl
Alpsznder & Bakwin 085 086 20403 1250 % {0 45)
Allstnia Corp 090 orr 25832 1300 [039)
AplarGrup ous o067 26750 1200 (051}
Astoria Financlal 08l 1113 28307 200 oer
Awtomatie Daia Proc 0es 028 271879 17 00 008
Avery Dennlson 0os Das 25971 2150 081
BO¥ Financial 0B85 [ Eal 25848 1300 039}
Baldar Electric [13:5] oar 26705 1600 {0 04)
Banla Cop 080 082 2 63681 1350 (033
Bard (CH) 07s 059 29625 21 50 1]
Becion Dickinson 080 082 28442 1950 038
Buckeys Pariners L P 615 058 2 5987 1950 938
Buriington Northem 09 oM 28715 14 50 21
CLARCOR Inc 0es 0Bs 28944 130 039
CovacaPhitips ooo o7 27574 700 (.09
Croscen! Real Ext 0 BS D76 27749 ns (0 58}
CullenvFrost Bankers [1]: 4] oTr 28993 16 50 402
Delphl FIN1' A []: -] -1 25568 11.50 (0.56)
Duka Realty Corp. 015 D& 25185 .00 (0 B8)
Dun & Bradsieel 0 (111 27582 o0 173
Farria Mae 0B5 073 25445 13.00 033
Fedoral Rty Inv Trust 075 060 26073 1700 008
Foderated Invesions 050 085 25541 3100 173
FAflh Third Bancorp 090 D84 26110 1550 (0 09)
First Horzon Nationa! 085 74 25448 16.00 004}
Frecdie Mac 085 076 27285 115 {D 58)
GlaxoSmiinKing ADR [+]:5) on 26556 5500 (1) 455
Goklen West Finl 0% on 27482 1700 0oa
Graco inc 050 B4 28370 41.00 (3} 297
HCC Insurance Hidgs 0w ] ] 2 67 1Z00 {051
HNICormp. 1] 1 ] ] 28273 1600 020
Hilenoeand Incs ers o057 28672 1900 a2
Hoapitality Praperties [3: 5] [+2:¢] 28265 100 {109
Huson Cly Bancorp o8s 072 26544 850 [11]:r4]
ITT Industries [1]: 1] Grs Far-:] 1B 026
Lancaster Cotony 080 [ ] 2p708 oo {pan
Liz Clatbome 080 (103 28650 ERE ] (019}
Markal Corp. (35 062 25107 1% (0 a3}
M Graw-Hil 080 064 25824 AR 06!
Media Genaral ‘A’ 080 oe 26158 7,50 (1 04)
Minorals Techn. o8s naz 2B4T2Z 850 {082)
New Plsn Excel Rily 075 as9 28181 1050 {0 68)
Ceeidenial Patolewn LiE: o83 28420 17.80 014
Packaglng Comp oes 076 2 pog? 1950 03
Pgnit REIT. avs 062 T4 750 {104}
Peoply's Bank 080 oer 29689 12 50 {045}
Plaor Ing. 090 b 28314 2300 o790
Pl Creek Timber 080 065 25585 1550 o
Progrossive [Ohic) 080 oal 26849 12 00 st}
Reinsursnce Group oes 088 2953 1100 {0 62)
SAFECO Corp 0es on 27383 10 {0 62)
Sigma-Adrich 080 oer 27952 1950 038
Simon Property Group 075 vt 25468 1000 074
Sysco Cop 080 083 2.0146 4050 (3) 285
TCF Finandal aes ] °] 2017 2500 102
TO Banxsorih inc 08¢ 081 25978 00 {109)
Tribuw Co [3: ) oa2 2 BMB 1000 {074)
Trizec Propesties oes 075 975t 800 {0 98)
Universol Corp. 075 0sa 2 5661 1300 {039)
VF.Corp 035 1] ] 2.7480 1600 {004}
Valspar Carp 085 075 2 6469 "o {02
waigrmen Co (] 06 2960 1800 020
Washington RE1Y 060 0ES 26275 1950 038
Wels Markels 075 061 271357 1000 {074)
Average (or the Non-UBlty Group L] A 77433
Average for tha Proxy Group of Four Gas
Distribution Companies 0.85 0.73 (4) 2.7367 (5}
Mean (3) 1487 %
Contlusion {8) 14.56 %

See pages 5 and 6 lor noles
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National Fusl Gas Dist c -

Comparable Earnings Analysis
{or a Proxy Group of Thirty-Six Non-Utllity Companles Comparable 1o

5-Year Projected Rate of Return on

Standard Net Worth, Equity or Partners'
Proxy Group of Thirty-six Non-Ulitity Error Capital (2)
Companies Comparable to lhe Proxy Group of Adj. Unadj. of the Studenl's
Eight Value Ling Gas Disiribution Camparnies (7} Beta Beta Ragression Psrcent T-Tast
Alislate Gorp. 0.90 .77 25832 1300 % {0.41)
BOK Financial 0.85 0.71 2.5848 13.00 (0.41)
BRE Properties 0.75 0.60 24042 8.00 (0.96)
Bank of Hawail 0.90 0.81 2.2667 21.00 0.68
Cedar Fair L.P. 0.70 0.54 2.3394 37.50 (B) 2.95
Chevron Corp. 0.85 0.73 2.2628 17.50 .21
City Nalional Carp, 0.80 0.67 2.3911 16.50 0.07
Duke Realty Comp. 0.75 0.60 25186 8.00 (0.86)
Ecolab Inc. 0.85 0.76 2.3784 24.50 1.7
Equity Office Pplys 0.75 0.55 2.4039 7.50 {1.18)
Equity Residential 0.80 0.64 2.4408 6.00 (1.37)
Exxon Mobil Corp. 0.85 0.75 2.2324 18.50 0.35
Firs1 Horizon Nalional 0.85 0.74 2.5448 16.00 Q.00
Gannett Co. 0.90 0.77 2.219 13.00 (0.41)
Genuine Parts 0.80 0.78 21745 14.50 {0.20)
Harle-Hanks 0.80 0.78 2.3850 18.50 0.35
Kimco Realty 0.75 0.57 2.3201 18.00 .28
Liberly Property 0.75 0.60 2.4684 14.00 {0.27}
Markel Corp. 0.75 0.62 25107 13.50 {0.34)
McClalchy Co. 0.75 0.54 2.3070 10.00 {0.82)
McGraw-Hill 0.80 0.64 2.5824 21.50 0.76
Mercury General 0.85 071 2.4919 15.50 *- (0.06)
Moody's Corp- Q.75 0.58 2.4653 35.00 (8} 2.61
New York Timas 0.85 0.76 2.4422 16.00 a.00
Pitney Bowes 0.90 0.78 2.2537 32.50 (8) 227
Plum Cresk Tirmber 0.80 0.66 2.5585 15.50 {0.08)
Protective Life 0.40 0.80 2.3361 11.50 (0.61)
Simon Property Group 0.75 0.81 2.5468 10.00 (0.82)
St. Joe Corp. 0.85 D0.73 2.4750 19.00 0.42
Transatlantic Hidgs. 0.80 065 2.3995 12.00 (0.54}
Union Pacific 0.85 0.73 2.4195 9.00 {0.96)
Unlled Dominlon R'ity 0.75 0.55 2.2688 8.00 (1.08)
Unlversal Corp. 0.75 0.58 2.5681 13.00 {0.41}
Wal-Mart Slores 0.80 Q.56 2.4482 21.5G Q.76
Washington Federal 0.85 0.1 2.2850 14.50 {0.20)
Webster Fin'l 0.90 0.80 2.3 10.00 {0.82)
Average for tha Non-Utility Group 082 U.B8 23077
Average for the Proxy Group of Nine Value Line
Gas Distribution Companies n.az 0.68 (9) 2.3821 (10}
Mean (8) 14.24 %
Conclusion {6) 1448 %

EErE—C——

See pages 5 and & for noles.
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National Fuel Gas Distribution Carporation
Comparable Eamings Analysig

The criteria for selection of the proxy group of sixty-four non-utility companies was
that the non-utility companies be domestic and have a meaningful projected 2008 —
2010 rate of return on net worth or partners' capital as reported in Value Line
Investment Survey (Standard Edition). The proxy group of sixty-four non-utility
companies was selected based upon the proxy group of four gas distribution
companies’ unadjusted beta range of 0.57 — 0.89 and standard error of the
regression range of 2,.4963 — 2.9771. These ranges are based upon plus or minus
two standard deviations of the unadjusted beta and standard error of the regression
as detailed in Mr. Hanley's accompanying direct testimeny. Plus or minus two
standard deviations captures 95.5% of the distribution of unadjusted betas and
standard errors of the regression.

2008-2010.

The Student's T-statistic associated with this projected return exceeds 1.960 at the
95% level of confidence. Therefore, it has been excluded, as an oultlier, to amrive ata
proper mean projected return as fully explained in the accompanying direct
testimony.

The standard deviation of the proxy group of four gas distribution companies’
unadjusted beta is 0.0777.

The standard deviation of the proxy group of four gas distribution companies’
standard error of the regression is 0.1202. The standard deviation of the standard
error of the regression is calculated as follows:

Standard Deviation of the Standard Error of the Regression =

Standard Error of the Regression
V2N

Where: N = number of observations. Since Value Line betas are derived from
weekly price change observations over a period of five years, N= 259

Thus, 0.1202 = 2.7367 = 2.7367
V518 22,7596

Average of 5-year projected rates of return excluding those above 20% and below
9.45% for reasons fully explained in Mr. Hanley's testimony.

The criteria for selection of the proxy group of thirty-six non-utility companies was
that the non-utility companies be domestic and have a meaningful projected 2008 —
2010 rate of return on net worth or partners' capital as reported in Value Line
Invesiment Survey (Standard Edition). The proxy group of twenty-three non-utility
companies was selected based upon the proxy group of nine Value Line gas
distribution companies’ unadjusted beta range of 0.54 — 0.82 and standard error of
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National Fuel Gas Distribution Corporation
Comparable Earnings Analysis

the regression range of 2.1727 — 2.5915. These ranges are based upon plus or
minus two standard deviations of the unadjusted beta and standard error of the
regression as detailed in Mr. Hanley's accompanying direct testimony. Plus or minus
two standard deviations captures 95.5% of the distribution of unadjusted betas and
standard errors of the regression

(8) The Student's T-statistic associated with this projected return exceeds 1.960 at the
95% level of confidence. Therefore, it has been excluded, as an oullier, to arrive ata
proper mean projected return as fully explained in the accompanying direct
testimony.

(9) The standard deviation of the proxy group of nine Value Line gas distribution
companies’ unadjusted beta is 0.0676.

(10) The standard deviation of the proxy group of nine Value Line gas distribution
companies' standard error of the regression is 0.1047= (2.3821 / 22.7596).

Source of Information: Value Line, Inc., Proprietary database, March 16, 2008
Value Line Investment Survey (Standard Edition)
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Matiopal Fuel Gas Distibugion Corparalion
Authorized Relums on Commen Fquity and
for tha period January 2004 throtigh Margh 2006
Authorized Relum on  Authorized Common
Company Data Jurisd lction Common Equity Equity Ratlo
Madison Gas and Electric 0113104 wi 1200 % 5591 %
Public Service Co of New Mexico 01/13/04 NM 1025 (1) ar.rv
City Gas Co. of Florida 02/09/04 FL 1125 38.77 (2,3)
Southwest Gas Comporalion 03/1B/04 CA 10.80 42 00
Interstate Power & Light 44/05/04 MN 11.00 47.15
TXU-Gas 05/25/04 > 10 00 49.80
Southamn tndiana Gas & Electric 06/30/04 N 1050 {1} 4400 (2)
South Jarsay Gas 07/08/04 NJ 1000 (1) 48.00
Centarpoint Enemgy Arkla 0712204 LA 1025 (1) 45.80 (4}
Soulhwest Gas, Sourthern Division 0B/26/04 NV 1050 40.00
Southem Gas, Northem Division QB/26R04 NV 10.50 40.00
Avista Corporation 08/08/04 [s) 10,40 42.59
Missour Gas Energy 08/21/04 MO 10 50 25.99
Consolidated Edison of New York 08127104 NY 1030 (1} 45.00
washington Gas 08727104 VA 1050 (1} 50.88
Chattanooga Gas 10720104 ™ 10.20 35.50
Indiana Gas 11/30/04 IN 1080 (1) 50.08
Yankee Gas Service 12/08/04 cY 880 (1) 47.90
Wisconsin Public Service 12/121/04 wi 11.50 §57.35
Madison Gas and Electric 12/22/04 wi 11.50 57.64
Gentarpoint Energy Arkla 12/28/04 OK 1025 (1) 49.86
Puget Sound Energy 02/18/05 WA 10.30 43.00
SEMCO Energy Gos 03/29/05 ML 11.00 (1) --
Vectren Enargy Delivery of Ohio 04/13/05 CH 10.60 48.10 {5)
Michigan Consolidated Gas 04/28/05 Mi 11.00 /AN (2,3
AmereniP - Formery Ninols Powar 0517103 IL 1000 (1) 5308
CentarPoint Energy Minnegasco 06/08/05 MN 10.18 50.27
Atlanta Gas Light 06/10/05 GA -10.80 {1) -- (6)
Entergy Gulf States - O7/06/05 LA 1050 (1) 47,52
Wisconsin Power and Light 01119105 Wi 11.50 81.75
Northem Stales Power 08/11/05 MN 1040 (1) 50.24 {3)
Centerpoinl Energy Arkansas Gas 09118/05 AR 945 31.80 (2)
Northem lliinois Gas - Now Nicor Gas 09/30/05 L 10.51 56,37
Qklahome Nalural Gas 10/04/05 OK 830 (1) 45.76
Interstale Power & Light 1014105 1A 10.40 (1) 4935 (3)
South Caroline Eleciric & Gas 10/34/05 sC 1028 (1) 50.75
Arkansas Weslemn Gas 11/02/05 AR 0.70 33.03 (2}
Bay Stain Gas 14/30/05 MA 10.00 5385
Arkangas Oklahoma Gas 12/08/05 AR 8.70 41.04 {2,5)
Magison Gas and Elactric 12112/05 wi 11.00 56 65
Pacific Gas and Electric 12116/05 CA 11.35 52 00
San Dlege Gas & Eleclric 1218105 CA 10.70 4900
Baktlmore Gas & Eleclric 121211705 MD 11.00 48 40
Avista Corporation 12/21/05 WA 1040 (1) 40.00
Wisconsin Public Service 12122105 wi 11.00 59.73
Union Light, Heat & Power 12122108 KY 19.20 54.45
Southem Conneclicut Ges 12/28/05 CT 1000 (N 51.28
Northem Stales Power 01/05/06 wi 1100 53.66
Wisconsin Electric Power D1/25/06 wi 1120 56,34
Wisconsin Gas 01/25/06 Wi 1120 50.20
Pubile Service Co. of Colorado 02/03/08 co 1050 (1) 55 .49
Southwest Gas 02/23/06 AZ o 50 4000 (4)
Aquila 03/01/06 1A, 1040 1) 5138 (5)
Average 10.54 % 4184 %
Average of Litigated Cases % 47.30 %

Notes: (1)

(2

3}
0
(5
(6)

o

Soume of Information:  Major Rale Case Declslons - January 2004 - December 2005

Major Rala Case Declslons - January 2006 - March 31, 2006
Regulatory Focus - Supplemental Studies, April 5, 2006

10.67

Omder followed stipulalion or setllemant by the parties. Decision
particulars nol necessarily pracedeni-setting or specifically adopted
by the regulatory body,

Capital structure includes cost-free tems or lax credit balances al
the overall rate of retum

Interim rates Implemenied prior 1o issuance of final order.

Hypothetical capital struclure ulilized.

Eslimated

Revised

Regulatory Focus - Supplemental Siudies, January 12, 2006

Published by Regulatory Research Assoclates, Inc., An SNL Energy Company
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NATIONAL FUEL GAS DISTRIBUTION CORPORATION
PENNSYLVANIA RATE JURISDICTION
53.53 Il. RATE OF RETURN
A.ALL UTILITIES

1. Provide capitalization and capitalization ratios for the last five-year period
and projected through the next two years. (With short-term debt and without
short-term debt.) (Company, Parent and System [consolidated].)

a. Provide year-end interest coverage before and after taxes for the last
three years and at latest date. (Indenture and SEC Basis.) (Company,
Parent and System [consolidated].)

b. Provide year-end preferred stock dividend coverage for the last three
years and at latest date (Charter and SEC Basis).

‘ 1. Capitalization and capitalization ratios for 2001 through 2005 can be found in
Exhibit No. 400, Schedule 3, pages 1 and 2. Capitalization and capitalization
ratios projected at September 30, 2006 and 2007 are as follows:

{in millions) NFG Consolidated NFG Consolidated Distribution Corp. Distribution Corp.
September 30, 2006  September 30, 2007 September 30, 2006 September 30, 2007

Amount Ratio Amount  Ratio Amount Ratio Amount Ratio
Long-Term Debt $ 1,119 446% § 1,110 418% $ 258 285% § 258 28.1%
Short-Term Debt 163 6.5% 124 4.7% 123 13.6% 162 17.6%
Total Debt 1,282 51.1% 1,234 46.5% 381 42 1% 420 45.7%
Comman Equity 1,226 48.9% 1,424 53.5% 524 57.9% 498 54.3%

Total Capital $ 2,508 100.0% § 2,658 100.0% $ 905 100.0% § 918 100.0%

a.
Twelve Months Ended
December 31, September 30, September 30, September 30,
2005 2005 2004 2003
Indenture 5.36 5.19 4.75 4.52
SEC 4.22 3.92 3.67 3.91

0 b. Not applicable.
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NATIONAL FUEL GAS DISTRIBUTION CORPORATION
PENNSYLVANIA RATE JURISDICTION
53.53 Il. RATE OF RETURN
A. ALL UTILITIES

2. Provide latest quarterly financial report (Company and Parent)

National Fue! Gas Distribution Corporation does not publish quarterly financial
reports.

Q Attached is National Fuel Gas Company’s December 31, 2005 Form 10-Q. -
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UNITED STATES \g;gl:;s: Bauer
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

[X] QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended December 31, 2005

OR

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

For the transition period from to

Commission File Number 1-3880

NATIONAL FUEL GAS COMPANY

{Exact name of registrant as specified in its charter)

New Jersey 13-1086010
{State or other jurisdiction of (I.LR.S. Employer
incorporation or organization) Identification No.)

6363 Main Street

Williamsville, New York 14221
{Address of principal executive offices) {Zip Code)

(716) 857-7000
(Registrant's telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed afl reports required to be filed by Section 13 or
15(d) of the Securities Exchange Acl of 1934 during the preceding 12 months and (2) has been subject to
such filing requirements for the past 90 days. YES__X NO

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-
accelerated filer. See definition of “accelerated filer and large accelerated filer” in Rule 12b-2 of the
Exchange Act. (Check one): Large Accelerated Filer __X Accelerated Filer Non-Accelerated
Filer

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the
Exchange Act). YES NO __X

Indicale the number of shares outstandlng of each of the issuer's classes of common stock as of the
latest practicable date:

Common stock $1 par value outstandmg at January 31 2006: 34 509 054 shares




GLOSSARY OF TERMS
Frequently used abbreviations or acronyms used in this report:

National Fuel Gas Companies

Data-Track
Distribution Corporation
Empire

ESNE

Highland

Harizon

Horizon LFG
Horizon Power
Leidy Hub

Model City
National Fuel

NFR

Registrant

Seneca

Seneca Energy
Supply Corporation
The Company

U.E.

Regulatory Agencies
FASB

FERC

NYPSC

PaPUC

SEC

Other
2005 Form 10-K

APB 20
APB 25

Bbl

Bcf

Board foot

Capital expenditure
Cashout revenues

Degree day

Derivative

Exhibit No. 402
Witness: Bauer
Page 3

Data-Track Account Services, Inc.
National Fuel Gas Distribution Corporation
Empire State Pipeline

Energy Systems North East, LLC
Highland Forest Resources, Inc.
Horizon Energy Development, Inc.
Horizon LFG, Inc.

Horizon Power, Inc.

Leidy Hub, Inc.

Model City Energy, LLC

National Fuel Gas Company
National Fuel Resources, Inc,
National Fue! Gas Company
Seneca Resources Corporation
Seneca Energy |l, LLC

* National Fue! Gas Supply Corporation

The Registrant, the Registrant and its subsidiaries or the Registrant's
subsidiaries as appropriate in the context of the disclosure
United Energy, a.s.

Financial Accounting Standards Board
Federal Energy Regulatory Commission

State of New York Public Service Commission
Pennsylvania Public Utility Commission
Securities and Exchange Commission

The Company's Annual Report on Form 10-K for the year ended
September 30, 2005

Accounting Principles Board Opinion No. 20, Accounting Changes

Accounting Principles Board Opinion No. 25, Accounting for
Stock Issued to Employees :

Barrel (of oil)

Billion cubic feet (of natural gas)

A measure of lumber and/or timber equal to 12 inches in length by 12
inches in width by one inch in thickness.

Represents additions to property, plant, and equipment, or the amount of
money a company spends to buy capital assets or upgrade its existing
capital assets.

A cash resolution of a gas imbalance whereby a customer pays Supply
Corporation for gas the customer receives in excess of amounts
delivered into Supply Corporation’s system by the customer’s shipper.

A measure of the coldness of the weather experienced, based on the
extent to which the daily average temperature falls below a reference
temperature, usually 65 degrees Fahrenheit.

A financial instrument or other contract, the terms of which include an

underlying (a price, interest rate, index rate, exchange rate, or other
variable) and notional amount (number of units, barrels, cubic feet,
eic.).

The terms also permit for the instrument or contract o 'be settled net
and no initial net investment is required to enter into the financial
instrument or contract. Examples include futures contracts, options,
no cost collars and swaps.
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GLOSSARY OF TERMS (Cont.)

Energy Policy Act

Exchange Act

Expenditures for
long-lived assets

FIN 47

Firm transportation
and/or storage

GAAP

Goodwill

Hedging

Hub
Interruptible transportation

and/or storage

LIFO

Mbbl

Mcf

MD&A
MDth
MMcf
Order 667
Order 2004

Precedent Agreement

Proved developed reserves
Proved undeveloped

reserves

PUHCA 1935
PUHCA 2005
Reserves

Restructuring

SFAS

British thermal units, approximately equal to the heating value of 1 Mcf
of natural gas.

Energy Policy Act of 20056

Securities Exchange Act of 1934, as amended

Includes capital expenditures, stock acquisitions andfor investments in
partnerships.

FASB Interpretation No. 47, Accounting for Conditional Asset Retirement
Obligations - an interpretation of SFAS 143

The transportation and/or storage service that a supplier of such service
is obligated by contract to provide and for which the customer is
obligated to pay whether or not the service is utilized.

Accounting principles generally accepted in the United States of America

An intangible asset representing the difference between the fair value of
a company and the price at which a company is purchased.

A method of minimizing the impact of price, interest rate, andfor foreign
currency exchange rate changes, often times through the use of
derivative financial instruments.

Location where pipelines intersect enabling the trading, transportation,
storage, exchange, lending and borrowing of natural gas.

The transportation and/or storage service that, in accordance with
contractual arrangements, can be interrupted by the supplier of such
service, and for which the customer does not pay unless utilized.

Last-in, first-out

Thousand barrels {of oil)

Thousand cubic feet (of natural gas)

Management’s Discussion and Analysis of Financial Condmon and
Results of Operations

Thousand dekatherms (of natural gas)

Million cubic feet (of natural gas)

An order issued by FERC entitled “Repeal of the Public Utility Holdlng
Company Act of 1935 and Enactment of the Public Utility Holding
Company Act of 2005"

An order issued by FERC entitled "Standards of Conduct for
Transmission Providers”

An agreement between a pipeline company and a potential customer to
sign a service agreement after specified events (called
“conditions precedent”) happen, usually within a specified time.

Reserves that can be expected to be recovered through existing wells
with existing equipment and operating methods.

Reserves that are expected to be recovered from new wells on undrilled
acreage, or from existing wells where a relatively major expenditure is
required to make these reserves productive.

Public Utility Holding Company Act of 1935, as amended

Public Utility Holding Company Act of 2005

The unproduced but recoverable oil andfor gas in place in a formation
which has been proven by production.

Generally referring to partial “deregulation” of the utility industry by
statutory or regulatory process. Restructuring of federally regulated
pipelines separate (or “unbundled”) gas commodity service from
transportation service for wholesale and large-volume retail markets.
State restruciuring programs attempt to extend the same process to
retail mass markets.

Statement of Financial Accounting Standards



GLOSSARY OF TERMS (Concl.)

SFAS 3
SFAS 123
SFAS 123R
SFAS 143
SFAS 154

Stock acquisitions
Unbundied service

WNC

Exhibit No. 402

Statement of Financial Accounting Standards No. 3, Reporting ~ Witness: Bauer
Accounting Changes in Interim Financial Statements Page 5

Statement of Financial Accounting Standards No. 123, Accounting
for Stock-Based Compensation

Statement of Financial Accounting Standards No. 123R,

Share-Based Payment

Statement of Financial Accounting Standards No. 143, Accounting for
Asset Retirement Obligations

Statement of Financial Accounting Standards No. 154, Accounting
Changes and Error Corrections

investments in corporations.

A service thatl has been separated from other services, with rates
charged that reflect the cost of only the separated service.

Weather normalization clause; a clause in utility rates which adjusts
customer rates to allow a utility to recover its normal operating costs
calculated at normal temperatures. If temperatures during the
measured period are warmer than normal, customers are assessed
a surcharge. If temperatures during the measured period are colder
than normal, customers receive a credit.

-4-
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) Page 6
. Part |. Financial Information . . Page
Item 1. Financial Statements (Unaudited)
a. Consolidated Statements of Income and Earnings Reinvested in the
Business - Three Months Ended December 31, 2005 and 2004 6
b. Consolidated Balance Sheets — December 31, 2005
and September 30, 2005 7-8
c. Consolidated Statements of Cash Flows — Three Months
Ended December 31, 2005 and 2004 9
d. Consolidated Statements of Comprehensive Income - Three
Months Ended December 31, 2005 and 2004 10
e. Notes to Consolidated Financial Statements 11-21

Item 2. Management's Discussion and Analysis of Financial

Condition and Results of Operations 22-36
ltem 3. Quantitative and Qualitative Disclosures About Market Risk 36
item 4. Controls and Procedures 36

Part Il. Other information

’ item 1. Legal Proceedings 36-38

item 1 A. Risk Factors ' 38
Item 2. Unregistered Sales of Equity Securities and Use of Proceeds 38
Item 3. Defaults Upon Senior Securities .
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Itern 5. Other Information .
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+ The Company has nothing to report under this item.

Reference to "the Company” in this report means the Registrant or the Registrant and its
subsidiaries collectively, as appropriate in the context of the disclosure. All references to a certain year in
this report are to the Company's fiscal year ended September 30 of that year, unless otherwise noted.

This Form 10-Q contains “forward-looking statements™ within the meaning of Section 21E of the
Securities Exchange Act of 1934, Forward-looking statements should be read with the cautionary
statements and important factors included in this Form 10-Q at item 2 - MD&A, under the heading "Safe
Harbor for Forward-Looking Statements.” Forward-looking statements are all statements other than

statements of historical fact, including, without limitation, those statements that are designated with an
Q asterisk (**") following the statement, as well as those statements that are identified by the use of the

words ‘anticipates,” "estimates,” “expects,” ‘intends,” “plans,” ‘“predicts,” “projects,” and similar
expressions.
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Part . Financial Information

Exhibit No. 402
Witness: Bauer
National Fuel Gas Company Page 7
Consolidated Staternents of Income and Earnings
Reinvested in the Business

item 1. Financial Statements

(Unaudited)
Three Months Ended
December 31,
(Thousands of Dollars, Except Per Common Share Amounts) 2005 2004
INCOME
Operating Revenues $710,756 $500,283
Operating Expenses
Purchased Gas 436,778 256,156
Operation and Maintenance 103,628 92,623
Property, Franchise and Other Taxes 17,181 17,056
Depreciation, Depletion and Amortization 43,046 42,709
600,633 408,544
Operating Income 110,123 91,739
Other Income (Expense):
Income from Unconsolidated Subsidiaries 1,264 785
Interest Income 1,134 272
Other Income 741 552
Interest Expense on Long-Term Debt (18,218) {18,376)
Other Interest Expense {1,775} (2,417)
Income from Continuing Operations Before
Income Taxes 93,269 72,555
Income Tax Expense 35,850 27,725
Income from Continuing Operations 57,419 44,830
Income from Discontinued Operations, Net of Tax - 5,608
Net Income Available for Common Stock 57,419 50,438
EARNINGS REINVESTED IN THE BUSINESS
Balance at October 1 813,020 718,926
870,439 769,364
Dividends on Common Stock
(2005 - $0.29; 2004 - $0.28) 24,488 23,274
Balance at December 31 $845,951 $746,090
Earnings Per Common Share:
Basic:
Income from Continuing Operations $0.68 $0.54
Income from Discontinued Operations - 0.07
Net Income Available for Common Steck $0.68 $0.61
Diluted:
Income from Continuing Operations $0.67 $0.53
Income from Discontinued Operations - 0.07
Net Income Available for Common Stock $0.67 $0.60
Weighted Average Common Shares Outstanding:
Used in Basic Calculation 84,422,717 83,150,086
Used in Diluted Calculation 86,256,862 84,638,106

See Notes to Condensed Consolidated Financial Statements
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Item 1. Financial Statements (Cont.)

Exhibit No, 402

National Fuel Gas Company Witness: Bauer

Consclidated Balance Sheets

’ (Unaudited) Page 8
December 31, September 30,
2005 2005
{Thousands of Dollars)
ASSETS
Property, Plant and Equipment $4,471,581 $4,423,255
Less - Accumulated Depreciation, Depletion
and Amortization 1,602,254 1,583,955
2,869,327 2,839,300
Current Assets
Cash and Temporary Cash Investments 64,464 57.607
Hedging Caollateral Deposils 38,681 77,784
Receivables - Net of Allowance for Uncollectible Accounts of
$33,279 and $26,940, Respectively 289,229 155,064
Unbilled Utility Revenue 97,932 20,465
Gas Stored Underground 60,040 64,529
Materials and Supplies - at average cost 32,083 33,267
Unrecovered Purchased Gas Costs 28,552 14,817
Prepayments and Other Current Assets 53,697 65,469
Deferred Income Taxes 47,635 83,774
Fair Value of Derivative Financial Instruments 797 -
713,100 572,776
g Other Assets
Recoverable Future Taxes 85,000 85,000
Unamortized Debt Expense 17,025 17,567
Other Regulatory Assets 50,790 47,028
Deferred Charges 3,864 4,474
Other Investments 82,336 80,394
Investments in Unconsolidated Subsidiaries 10,771 12,658
Goodwill 5,476 5,476
Intangible Assets 41,637 42,302
Other 10,609 15,677
307,508 310,676
Total Assets $3,880,935 $3,722,652

See Notes to Condensed Consolidated Financial Statements
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item 1. Financial Statements {Cont.)

Exhibit No. 402

National Fuel Gas Company . .
Consolidated Balance Sheets g;g::;& Bauer
{(Unaudited)
December 31, Seplember 30,
2005 2005
(Thousands of Dollars)
CAPITALIZATION AND LIABILITIES
Capitalization:
Comprehensive Shareholders’ Equity
Common Stock, $1 Par Value
Authorized - 200,000,000 Shares;
Issued And Qutstanding — 84,498,511 Shares
And 84,356,748 Shares, Respectively $ 84,439 $ 84,357
Paid in Capital 538,907 529,834
Earnings Reinvested in the Business 845,951 813,020
Total Common Shareholder Equity Before
ltems of Other Comprehensive Loss 1,469,357 1,427,211
Accumulated Other Comprehensive Loss (148,064) (197.,628)
Total Comprehensive Shareholders’ Equity 1,321,293 1,229,583
Long-Term Debt, Net of Current Portion 1,116,779 1,119,012
Total Capitalization 2,438,072 2,348,595
Current and Accrued Liabilities
Notes Payable to Banks and
Commercial Paper 74,800 -
Current Portion of Long-Term Debt 9,516 9,393
Accounts Payable 212,067 155,485
Amounts Payable to Customers 1,031 1,158
Dividends Payable 24,488 24,445
Other Accruals and Current Liabilities 58,788 60,404
Fair Value of Derivative Financial Instruments 127,428 209,072
508,118 459,957
Deferred Credits
Deferred Income Taxes 500,982 489,720
Taxes Refundable to Customers 11,066 11,009
Unamortized Investment Tax Credit 6,621 6,796
Cost of Removal Regulatory Liability 91,724 90,396
Other Regulatory Liabilities 64,360 66,339
Pension and Other Post-Retirement Benefit Liabilities 153,242 - 143,687
Asset Retirement Obligation 41,647 41,411
Other Deferred Credits 74,103 64,742
943,745 914,100
Commitments and Contingencies - -
Total Capitalization and Liabilities $3,889,935 $3,722,652

See Notes to Condensed Consolidated Financial Statements
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Item 1. Financial Statements (Cont.)

National Fuel Gas Company Ex_hibit No. 402
Consolidated Statements of Cash Flows Witness: Bauer
(Unaudited) Page 10
. Three Months Ended
December 31,
{Thousands of Dollars) 2005 2004
OPERATING ACTIVITIES
Net income Available for Common Stock $57,419 $50,438

Adjustments to Reconcile Net Income 1o Net Cash
Provided by Operating Activities:

Depreciation, Depletion and Amortization 43,046 46,940
Deferred Income Taxes 16,653 (1,864)
Income from Unconsolidated Subsidiaries, Net of
Cash Distributions : 1,887 715
Minority Interest in Foreign Subsidiaries - 937
Excess Tax Benefits Associated with Stock-Based
Compensation Awards (6,439) -
Other 3,159 2,684
Change in:
Hedging Collateral Deposits . 39,093 973
Receivables and Unbilled Utility Revenue (211,491) {132,963)
Gas Stored Underground and Materials and
Supplies 5,692 12,824
Unrecovered Purchased Gas Costs (13,735) 636
Prepayments and Other Current Assets 17,075 6,946
Accounts Payable 56,580 43,950
Amounts Payable to Customers (127) 7.640
Other Accruals and Current Liabilities (554) 14,605
Q Other Assets (3,083) (13,894)
Other Liabilities 15,394 18,560
Net Cash Provided by QOperating Activities 20,569 59,127
INVESTING ACTIVITIES
Capital Expenditures (70,368) (40,022)
QOther (745) (1,046}
Net Cash Used in Investing Activities (71,113) (41,068)
FINANCING ACTIVITIES
Change in Notes Payable to Banks and Commercial Paper 74,800 13,300
Excess Tax Benefits Associated with Stock-Based
Compensation Awards 6,439 -
Reduction of Long-Term Debt (2,110) (3,509)
Dividends Paid on Common Stock {24,445) (23,210)
Net Proceeds from Issuance of Common Stock 2,670 3,452
Net Cash Provided by (Used in) Financing Activities 57,254 {9,967)
Effect of Exchange Rates on Cash 147 5,338
Net Increase in Cash and Temporary Cash Investments 6,857 13,431
Cash and Temporary Cash Investments at October 1 57,607 57,541
Cash and Temporary Cash Investments at December 31 $64,464 $70,8972

See Notes to Condensed Consolidated Financial Statements
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Item 1. Financial Statements {Cont.)

National Fuel Gas Company Exhibit No. 402
Consolidated Statements of Comprehensive Income Witness: Bauer
{Unaudited) Page 11
Three Months Ended
December 31,
{Thousands of Dollars) 2005 2004
Net Income Available for Common Stock $57 419 $50,438
Other Comprehensive Income, Before Tax:
Foreign Currency Translation Adjustment 255 30,984
Unrealized Gain on Securities Available for Sale
Arising During the Period 1,142 1,129
Unrealized Gain on Derivative Financial Instruments
Arising During the Period 40,997 20,102
Reclassification Adjustment for Realized Losses on
Derivative Financial Instruments in Net Income 37,931 18,196
Other Comprehensive Income, Before Tax 80,325 70,411
Income Tax Expense Related to Unreaiized Gain
on Securities Available for Sale Arising During the Period 400 395
Income Tax Expense Related to Unrealized Gain on Derivative
Financial Instruments Arising During the Period 15,776 7,727

Reclassification Adjustment for Income Tax Benefit on
Realized Losses from Derivative Financial Instruments

In Net Income 14,585 6,911
Income Taxes — Net 30,761 15,033
Other Comprehensive Income 49,564 55,378
Comprehensive Income $106,983 $105,816

See Notes to Condensed Consolidated Financial Statements .
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Exhibit No. 402
Item 1. Financial Statements (Cont.) . . Witness: Bauer
Page 12
National Fuel Gas Company
Notes to Condensed Consolidated Financial Statements
(Unaudited)

Note 1 - Summary of Significant Accounting Policies

Principles of Consolidation. The Company consolidates its majority owned entities. The equity
method is used to account for minority owned entities. Al significant intercompany balances and
transactions are eliminated.

The preparation of the consolidated financial statements in conformity with accounting principles
generally accepted in the United States of America requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets
and liabilities at the date of the financial statements and the reported amounts of revenues and expenses
during the reporting period. Actua!l results could differ from those estimates.

Reclassification. Certain prior years amounts have been reclassified to conform with current year
presentation,

Earnings for Interim Periods. The Company, in its opinion, has included all adjustments that are
necessary for a fair statement of the results of operations for the reported periods. The consolidated
financial statements and notes thereto, included herein, should be read in conjunction with the financial
statements and notes for the years ended September 30, 2005, 2004 and 2003 that are included in the
Company's 2005 Form 10-K. The 2006 consclidated financial statements will be examined by the
Company's independent accountants after the end of the fiscal year.

The earnings for the three months ended December 31, 2005 should not be taken as a
prediction of earnings for the entire fiscal year ending September 30, 2006. Most of the business of the
Utility and Energy Marketing segments is seasonal in nature and is influenced by weather conditions.
Due to the seasonal nature of the heating business in the Ulility and Energy Marketing segments,
earnings during the winter months normally represent a substantial part of the earnings in those
segments for the entire fiscal year.

Consolidated Statement of Cash Flows. For purposes of the Consolidated Statement of Cash Flows,
the Company considers all highly liquid debt instruments purchased with a maturity of generally three
months or less to be cash equivalents.

Hedging Collateral Deposits. Cash held in margin accounts serve as collateral for open positions on
exchange-traded futures contracts, exchange-traded options and over-the-counter swaps and collars.

Gas Stored Underground - Current. In the Utility segment, gas stored underground ~ current is carried
at lower of cost or market, on a LIFO method. Gas stored underground — current normally declines
during the first and second quarters of the year and is replenished during the third and fourth quarters. In
the Utility segment, the current cost of replacing gas withdrawn from storage is recorded in the
Consolidated Statements of Income and a reserve for gas replacement is recorded in the Consolidated
Balance Sheets under the caption “Other Accruals and Current Liabilities.” Such reserve, which
amounted to $18.4 million at December 31, 2005, is reduced to zero by September 30 of each year as
the inventory is replenished.

Accumulated Other Comprehensive Income (Loss). The components of Accumuiated Other
Comprehensive Income (Loss), net of related tax effect, are as follows (in thousands):
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Exhibit No. 402
Witness: Bauer

Item 1. Financial Statements {Cont.} Page 13
At December 31, 2005 At September 30, 2005

Minimum Pension Liability Adjustment $(107,844) $(107,844)
Cumulative Foreign Currency

Translation Adjustment 28,264 28,009
Net Unrealized Loss on Derivative

Financial Instruments (74,772) (123,339)
Net Unrealized Gain on Securities

Available for Sale 6,288 5,546
Accumulated Other Comprehensive Loss $(148,064) $(197,628)

Earnings Per Common Share. Basic earnings per common share is computed by dividing income
available for common stock by the weighted average number of common shares outstanding for the
period. Diluted earnings per common share reflect the potential dilution that could occur if securities or
other coniracts to issue common stock were exercised or converted into cornmon stock. For purposes of
determining diluted earnings per common share, the only potentially dilutive securities the Company has
outstanding are stock options. The diluted weighted average shares outstanding shown on the
Consolidated Statement of Income reflects the potential dilution as a result of these stock options as
determined using the Treasury Stock Method. Stock options that are antidilutive are excluded from the
calculation of diluted earnings per common share. For the quarters ended December 31, 2005 and
December 31, 2004, there were no stock options excluded as being antidilutive.

Stock-Based Compensation. The Company has various stock option and stock award plans which
provide or provided for the issuance of one or more of the following to key employees: incentive stock
options, nonqualified stock options, restricted stock, performance units or performance shares. Stock
options under all plans have exercise prices equal to the average market price of Company common
stock on the date of grant, and generally no option is exercisable less than one year or more than ten
years after the date of each grant. Restricied stock is subject to restrictions on vesting and
transferability. Restricted stock awards entitle the participants to full dividend and voting rights.
Certificates for shares of restricted stock awarded under the Company's stock option and stock award
plans are held by the Company during the periods in which the restrictions on vesting are effective.
Restricted stock awards generally lapse ratably over a period of not more than ten years afler the date of
each grant.

Prior to Cctober 1, 2005, the Company accounted for its stock-based compensation under the
recognition and measurement principles of APB 25 and related interpretations. Under that method, no
compensation expense was recognized for options granted under the Company’s stock option and stock
award plans. The Company did record, in accordance with APB 25, compensation expense for the
market value of restricted stock on the date of the award over the periods during which the vesting .
restrictions existed.

Effective October 1, 2005, the Company adopted SFAS 123R, which requires the measurement
and recognition of compensation cost at fair value for all share-based payments, including stock options.
The Company has chosen to use the modified version of prospective application, as allowed by SFAS
123R. Using the modified prospective application, the Company is recording compensation cost for the
portion of awards granted prior to October 1, 2005 for which the requisite service had not been rendered
and is recognizing such compensation cost as the requisite service is rendered on or after October 1,
2005. Such compensaticn expense is based on the grant-date fair value of the awards as calculated for
the Company's disclosure using a Binomial option-pricing model under SFAS 123. Any new awards,
modifications 1o awards, repurchases of awards, or cancellations of awards subsequent to September
30, 2005 will follow the provisions of SFAS 123R, with compensation expense being calculated using the
Black-Scholes-Merton closed form model. The Company has chosen the Black-Scholes-Merton closed
form model since it is easier to administer than the Binomial option-pricing model. Furthermore, since
the Company does not have complex stock-based compensation awards, it does not believe that
compensation expense would be materially different under either model. There were no stock-based
compensation awards during the quarters ended December 31, 2005 and December 31, 2004. Stock-
based compensation expense for the quariers ended December 31, 2005 and December 31, 2004
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Exhibit No. 402
Witness: Bauer
Page 14

fotaled approximately $149,000 and $164,000, respectively, and is included in operation and
maintenance expenses in the consolidated statement of income. The total income tax benefit related
to stock-based compensation expense during the quarters ended December 31, 2005 and December
31, 2004 was approximately $59,000 and $65,000, respectively. There were no capitalized stock based
compensation costs during the quarters ended December 31, 2005 and December 31, 2004.

Item 1. Financial Statements {Cont.)

The following table illustrates the effect on net income and earnings per share of the Company
had the Company applied the fair value recognition provisions of SFAS 123 relating to stock-based
employee compensation for the quarter ended December 31, 2004;

Three Months Ended
December 31, 2004

(in thousands, except per common share amounis)
Net Income, Available for Common Stock, As Reported $ 50 438

Add: Stock-Based Employee Compensation Expense Included in
Reported Net Income, Met of Tax 106

Deduct: Total Stock-Based Employee Compensation Expense
Determined Under Fair Value Based Method for all Awards, Net
of Related Tax Effects

(362)
Pro Forma Net Income Available for Common Stock $ 50,182
Earnings Per Common Share:
Basic—As Reported $ 0.61
Basic~Pro Forma $ 0.60
Diluted—As Reported $ 060
Diluted—Pro Forma $ 0.59

Stock Options

Transactions during the quarter ended December 31, 2005 were as follows (in thousands, except
option prices and years}):
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Exhibit No. 402
Witness: Bauer

Weighted Average :
Average Remaining Aggregate
Number Exercise Contractual _Intrinsic
of Options Price Life (Years) Value

Options Outstanding at September 30, 2005 10.997 § 23.78
Granted _ _
Exercised (178) 21.24
Forfeited _ _
Options Outstanding at December 31, 2005 10819 $ 2382 438 § 79.699
Options Exercisable at December 31, 2005 10669 $ 23.82 78.595

438 &

The total intrinsic vaiue of stock options exercised during the quarters ended December 31, 2005
and December 31, 2004 totaled approximately $1.9 million and $2.9 million, respectively. The amount of
cash received by the Company from the exercise of such stock options was approximately $2.7 million
during the quarter ended December 31, 2005 and approximately $3.7 million during the quarter ended
December 31, 2004, The 1ax benefit realized by the Company from the exercise of such stock options
during the quariers ended December 31, 2005 and December 31, 2004 was $0.9 million and $1.1 million,
respectively. No stock options were granted or became fully vested during the quarters ended
December 31, 2005 and December 31, 2004, As of December 31, 2005, unrecognized compensation
expense related to stock options totaled approximately $0.2 million, which will be recognized over a
welghted average period of 1.3 years. '

For options granted prior to October 1, 2005, the fair value of options at date of grant was
estimated using a Binomial option-pricing madel with the following weighted average assumptions:

Three Months Ended

December 31,
2005 2004
Risk Free Interest Rate 4.04% 4.81%
Expected Life (years) 6.6 57
Expected Volatility 21 2% 21 9%
Expected Dividend Yield {Quarteriy) 1.10% 1.06%

The risk-free interest rate is based on the yield of a Treasury Note with a remaining term
commensurate with the expected term of the option. The expected life and expected volatility are based
on historical experience.

The Company used a forfeiture rate of 13.6% for calculating stock-based compensation expense
related to stock options and this rate is based on historical experience of the Company's currently
unvested stock option grants.
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Page 16
Q Restricted Share Awards

Transactions during the quarter ended December 31, 2005 were as follows (in thousands, except
fair values):

Number of
Restricted Weighted Average
Share Fair Value per
Awards Award

Restricted Share Awards Outstanding at September

30, 2005 85 $ 24.46
Granted —_ —_
Vested (8) 23.75
Forfeited —_ —
Restricted Share Awards Qutstanding at December

31, 2005 ' 57 $ 24.56

As of December 31, 2005, unrecognized compensation expense related to restricted share
0 awards totaled approximately $0.2 million, which will be recognized over a weighted average period of
1.1 years.

New Accounting Pronouncements. In March 2005, the FASB issued FIN 47, an interpretation of SFAS
143, FIN 47 provides ciarification of the term “conditional asset retirement obligation” as used in SFAS
143, defined as a legal obligation to perform an asset retirement activity in which the timing and/or
method of settlement are conditional on a future event that may or may not be within the control of the
Company. Under this standard, a company must record a liability for a conditional asset retirement
obligation if the fair value of the obligation can be reasonably estimated. FIN 47 also serves to clarify
when a company would have sufficient information to reasonably estimate the fair value of a conditional
asset retirement obligation. FIN 47 becomes effective no later than the end of fiscal 2006. The
Company is currently evaluating the impact of FIN 47, if any, on its consolidated financial statements.

In May 2005, the FASB issued SFAS 154. SFAS 154 replaces APB 20 and SFAS 3 and
changes the requirements for the accounting for and reporting of a change in accounting principle. The
Company is required to adopt SFAS 154 for accounting changes and corrections of errors that occur in
fiscal 2007. Early adoption is permitted. The Company's financial condition and results of operations will
only be impacted by SFAS 154 if there are any accounting changes or corrections of errars in the future.

Note 2 - Income Taxes

The components of federal, state and foreign income taxes included in the Consolidated
Statement of Income are as follows (in thousands):
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Three Months Ended
December 31,

2005 2004
Operating Expenses:
Current Income Taxes
Federal $14,311 $23,742
State 4,814 6,525
Foreign 72 68
Deferred Income Taxes
Federal 10,870 (2,182)
State 1,695 (960)
Foreign 4,088 532
) 35,850 27,725
Other Income:
Deferred Investment Tax Credit {174) (174)
Discontinued Operations - 1,968
Total Income Taxes $35,676 $29,519

The U.S. and foreign components of income before income taxes are as follows (in thousands):

Three Months Ended
December 31,

2005 2004
U.S. $79,630 $68,582
Foreign 13,465 11,375
$93,095 $79,957

Total income taxes as reported differ from the amounts that were computed by applying the
federal income tax rate to income before income taxes. The following is a reconciliation of this difference

{in thousands):
Three Months Ended

December 31,

2005 2004
Income Tax Expense, Computed at
Statutory Rate of 35% : $32,583 $27,985
Increase {Reduction} in Taxes Resulting From:
State Income Taxes 4,231 3,647
Fareign Tax Differential (557) (1,399)
Miscellaneous (581} {684)
Total Income Taxes $35,676 $29,519

Significant components of the Company's deferred tax liabilities (assets) were as follows (in
thousands):

-16-



Item 1. Financial Statements {Cont.)

Deferred Tax Liabilities:

At December 31, 2006

Exhibit No. 402
Witness: Bauer
Page 18

At September 30, 2005

Property, Plant and Equipment $577,306 $567,850
Other 54,509 52,436
Total Deferred Tax Liabilities 631,815 620,286
Deferred Tax Assets:
Minimum Pension Liability Adjustment (58,070) (58,069)
Capital Loss Carryover (8,459) (9,145)
Unrealized Hedging Losses (44,897) (75,657)
Cther (69,819) {74,346)
(181,345) (217,247)
Valuation Allowance 2,877 2,877
Total Deferred Tax Assets {178,468) {214,340)
Total Net Deferred Income Taxes $453,347 $405,946
Presented as Follows:
Net Deferred Tax Asset — Current (47,635) (83,774)
Net Deferred Tax Liability — Non-Current 500,982 489,720
Total Net Deferred Income Taxes $453,347 $405,046

Regulatory liabilities representing the reduction of previously recorded deferred income taxes
with rate-reguiated activities that are expected to be refundable to customers amounted to $11.1 million
and $11.0 million at December 31, 2005 and September 30, 2005, respectively. Also, regulatory assets
representing future amounts collectibie from customers, corresponding to additional deferred income
taxes not previously recorded because of prior ratemaking practices, amounted to $85.0 million at
December 31, 2005 and September 30, 2005.

The American Jobs Creation Act of 2004 was signed into law on October 22, 2004. This
legislation included a provision which provided a substantially reduced tax rate of 5.25% on certain
dividends received from foreign affiliates. In the quarter ended June 30, 2005, the Company received a
dividend of $72.8 million from a foreign affiliate and recorded a tax of $3.8 million on such dividend.

A capital loss carryover of $24.2 million existed at December 31, 2005, which expires if not
utilized by September 30, 2008. Although realization is not assured, management estimates that a
portion of the deferred tax asset associated with this carryover will be realized during the carryover
period, and a valuation allowance is recorded for the remaining portion. Adjustments to the valuation
. allowance may be necessary in the fulure if estimates of capital gain income are revised.

Note 3 - Capitalization

Common Stock. During the three months ended December 31, 2005, the Company issued 141,763
shares of common stock under the Company's stock option and director compensation plans.

Note 4 - Commitments and Contingencies

Environmental Matters. The Company is subject to various federal, state and local laws and
regulations relating to the protection of the environment. The Company has estabiished procedures for
the ongoing evaluation of its operations to identify potential environmental exposures and comply with
regulatory policies and procedures, It is the Company's policy to accrue estimated environmental ciean-
up costs (investigation and remediation) when such amounts can reasonably be estimated and it is
probable that the Company will be required to incur such costs. At December 31, 2005, the Company
has estimated its remaining clean-up costs related to former manufactured gas plant sites and third party
waste disposal sites will be $3.7 million. This liability has been recorded on the Consolidated Balance
Sheet at December 31, 2005. The Company expects to recover its environmental clean-up costs from a
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combination of insurance proceeds and rate recovery. Other than as discussed in Note G of the
Company's 2005 Form 10-K, the Company is currently not aware of any material additional exposure to
environmental liabilities. However, adverse changes in environmental regulations or other factors could
impact the Company.

Other. The Company is involived in litigation arising in the normal course of business. Also in the normal
course of business, the Company is involved in tax, regulatory and other governmental audits,
inspections, investigations and other proceedings that involve state and federal taxes, safety, compliance
with regulations, rate base, cost of service and purchased gas cost issues, among other things. While
the resolution of such litigation or regulatory matters could have a material effect on earnings and cash
flows in the quarterly and annual period of resolution, none of this litigation, and none of these regulatory
matters, are expected to change materially the Company's present liquidity position, nor have a material
adverse effect on the financial condition of the Company.

Note 5 - Discontinued Operations

On July 18, 2005, the Company completed the sale of its entire 85.16% interest in U.E., a district
heating and electric generation business in the Bohemia region of the Czech Republic, to Czech Energy
Holdings, a.s. for sales proceeds of approximately $116.3 million. The sale resulted in the recognition of
a gain of approximately $25.8 million, net of tax, at September 30, 2005. Market conditions during 2005,
including the increasing value of the Czech currency as compared to the U.S. dollar, caused the value of
the assets of U.E. to increase, providing an opportunity to sell the U.E. operations at a profit for the
Company. As a result of the decision to sell its majority interest in U.E., the Company began presenting
the Czech Republic operations, which are primarily comprised of U.E., as discontinued operations in
June 2005. U.E. was the major component of the Company's International segment. With this change in
presentation, the Company discontinued all reporting for an International segment.

The following is selected financial information of the discontinued aperations for U.E.:

Three Months Ended
December 31,

{Thousands) 2004
Operating Revenues $43.975
Operating Expenses 35,777
Operating Income 8,198
Other Income 826
Interest Expense - (169)
Income before income Taxes and Minority Interest 8,855
Income Tax Expense 2,310
Minority Interest, Net of Taxes 937
Income from Discontinued Operations $5,608

Note 6 — Business Segment Information

The Company has five reportable segments: Utility, Pipeline and Storage, Exploration and
Production, Energy Marketing, and Timber. The breakdown of the Company's reportable segments is
based upon a combination of faclors including differences in products and services, regulatory
environment and geographic factors. :

The data presented in the tables below reflect the reportable segments and reconciliations to
consolidated amounts. As stated in the 2005 Form 10-K, the Company evaluales segment performance
based on income before discontinued operations, extraordinary items and cumulative effects of changes
in accounting (when applicable). When these items are not applicable, the Company evaluates
performance based on net income. There have been no changes in the basis of segmentation nor in the
basis of measuring segment profit or loss from those used in the 2005 Form 10-K. There have been no
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material changes in the amount of assets for any operating segment from the amounts disclosed in the
2005 Form 10-K.
Quarter Ended December 31, 2005 (Thousands)
Exploration Total Corporate and
Pipeline and and Energy Reportable Intersegment Total
Uility Storage Production  Marketing Timber Segments All Other Eliminations Consolidated
Revenue from External
Customers $431,479 $34,738 $82,087° $145,560 516,908 $710,772 $(16) 5 - $710,756
[ntersegment Revenucs 54,121 $21,295 5 - 5 - $23 $25,440 £4,527 $(29,967) 5 -
Segment Profit (Loss):
Net Income (Loss) $21,753 $15,850 $17,435 $987 $1.464 $57.489 $570 $(640) $57,419
Quarter Ended December 31, 2004 (Thousands)
Exploration Total Corporate and
Pipeline and and Energy Reportable . Intersegment Total
Lhility Storage Production  Marketing Timber Segments All Other Eliminations Consolidated
Quc from Extemnal
omers $316,829 $32.445 371,838 363,494 $12,995 $497,601 $2,682 5 - $500,283
Intersegment Revenues $4,305 520,599 5 - 5 - s - $24,904 $1,080 $(25,984) 5 -
Segment Profit (Loss):
Income (Loss) from
Continuing Operations  $18,072 $12,277 513,923 5150 5753 $45,775 5600 $(1,545) $44,830
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The components of the Company's intangible assets were as follows {in thousands}:
At September 30,
At December 31, 2005 2005
Gross Net Net
Carrying Accumulated Carrying Carrying
Amount  Amortization  Amount Amouynt
Intangible Assets Subject to Amortization
Long-Term Transportation Contracts $8,580 $(3.118)  $5,462 $5,729
Long-Term Gas Purchase Contracts 31,864 {3.831) 28,033 28,431
Intangible Assets Not Subject to
Amortization
Retirement Plan Intangible Asset 8,142 - 8,142 8,142
$48,586 $(6,949) $41,637 $42,302

Aggregate Amortization Expense

(Thousands)
Three Months Ended December 31, 2005 $666
Three Months Ended December 31, 2004 $666

Amortization expense for the transportation contracts is estimated to be $0.8 million for the
remainder of 2008 and $1.1 million annually for 2007 and 2008. Amortization expense is estimated 1o be
$0.5 million and $0.4 million for 2009 and 2010, respectively.

Amortization expense for the long-term gas purchase contracts is estimated to be $1.2 million for
the remainder of 2006 and $1.6 million annually for 2007, 2008, 2009 and 2010.

Note B — Retirement Plan and Other Post-Retirement Benefits
Components of Net Periodic Benefit Cost (in thousands):

Three months ended December 31,

Retirement Plan Other Post-Retirement Benefits
2005 2004 005 2004
Service Cost $4,104 $3,429 $2,007 $1,538
Interest Cost 10,049 10,520 6,701 6,446
Expected Return on Plan Assets (12,486) (12,386) (5,576) (4,715)
Amortization of Prior Service Cost 239 257 1 1
Amortization of Transition Amount - - 1,782 1,782
- Amortization of Losses 5,777 2,618 5,850 3,116

Net Amortization and Deferral

For Regulatory Purposes (Including

Volumetric Adjustments) (1) (1,528) 883 {2,684) {713)
Net Pericdic Benefit Cost $6,155 $5,321 $8,081 $7.455

" The Company's policy is to record retirement plan and other post-retirement benefit costs in the Utility
segment on a volumetric basis to reflect the fact that the Utility segment experiences higher throughput of
natural gas in the winter months and lower throughput of natural gas in the summer months.
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Employer Contributions. During the three months ended December 31, 2005, the Company

contributed $1.8 million to its retirement plan and $7.8 million to its post-retirement benefit plan. In the

remainder of 2006, the Company expects to contribute in the range of $13.0 million to' $18.0 million to its

retirement plan and to contribute in the rangé of $25.0 million to $32.0 million to its post-retirement

benefit plan. . C
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CRITICAL ACCOUNTING POLICIES

For a complete discussion of critical accounting policies, refer to "Critical Accounting Policies” in
Item 7 of the Company's 2005 Form 10-K. There have been no subsequent changes to that disclosure.

RESULTS OF OPERATIONS
Earnings

The Company's earnings were $57.4 million for the quarter ended December 31, 2005 compared
to earnings of $50.4 million for the quarter ended December 31, 2004. As previously discussed, the
Company began presenting its Czech Republic operations as discontinued operations in June 2005.
Prior year amounts have been reclassified to reflect this change in presentation. The Company's
earnings from continuing operations were $57.4 million for the gquarter ended December 31, 2005
compared to earnings from continuing operations of $44.8 million for the quarter ended December 31,
2004. The increase in earnings from continuing operations of $12.6 million is primarily the resuit of
higher earnings in the Utility, Pipeline and Slorage, and Exploration and Production segments. Additional
discussion of earnings in each of the business segments can be found in the business segment

information that follows. Note that all amounts used in the earnings discussions are after-tax amounts.

Earnings (Loss) by Segment

Increase

Three Months Ended December 31 (Thousands) 2005 2004 (Decrease)
Utility $21,763 $18,072 $3,681
Pipeline and Storage 15,850 12,277 " 3,573
Exploration and Production 17,435 13,923 3,512
Energy Marketing 987 750 237
Timber 1,464 753 711

Total Reportable Segments 57,489 45,775 11,714
All Other 570 600 (30)
Corporate (640) (1,545) 905

Total Earnings from Continuing Operations 57,419 44,830 12,589
Earnings from Discontinued Operations - 5,608 {5,608)

Total Consolidated $57,419 $ 50,438 $6,981

™ Includes earnings from the former International segment’s activity other than the activity from the

Czech Republic operations included in Earnings from Discontinued Operations.

Utility
Utility Operating Revenues
Increase
Three Months Ended December 31 (Thousands) 2005 2004 {Decrease)
Retail Sales Revenues:
Residential $344,873 $255,066 $89,807
Commercial 56,8890 41,783 15,107
Industrial 4,452 2,143 2,309
406,215 293,992 107,223
Transportation 26,916 20,960 5,956
Other 2,469 1,182 1,287
$435,600 $321,134 $ 114,466
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Utility Throughput
Increase
Three Months Ended December 31 (MMch 2005 2004 (Decrease)
Retail Sales:
Residential 19,524 19,869 (345)
Commercial 3,443 3,454 (11)
Industrial 327 176 151
23,284 23,499 {205)
Transportation 14,342 14,103 239
37,636 37,602 34
Degree Days
Percent
Three Months Ended Colder (Warmer} Than
December 31 Normal 2005 2004 Normal Prior Year
Buffalo 2,260 2,210 2,172 (2.2) 1.7
Erie 2,081 2,048 1,997 {1.6) 2.6

2005 Compared with 2004

Operating revenues for the Ulility segment increased $114.5 million for the quarter ended
December 31, 2005 as compared with the quarter ended December 31, 2004. The $107.2 million
increase in retail gas sales was primarily the result of the recovery of higher gas costs (gas costs are
recovered dollar for dollar in revenues). The increase in transportation revenues was primarily due to an
out-of-period adjustment of $3.9 million to correct the New York jurisdiction's calculation of the
symmetrical sharing component of the Gas Adjustment rate, The adjustment resulted when it was
determined that certain credits that had been included in the calculation should have been removed
during the implementation of a previcus rate case settlement. The symmetrical sharing component is a
mechanism included in Distribution’s New York rate settlement that shares with customers 90% of the
difference between actual revenues received from large volume customers and the level of revenues that
were projected to be received during the rate year. The adjustment related to fiscal years 2002 through
2005. The impact of the New York rate case settlement, which became effective in August 2005, was to
increase operating revenues by $7.4 million. This increase consisted of a base rate increase, the
implementation of a merchant function charge, the elimination of certain bill credits, and the elimination of
the gross receipts tax surcharge. In the Pennsylvania jurisdiction, the impact of a base rate increase,
which became effective in April 2005, was to increase operating revenues by $2.7 million.

The Utility segment’s earnings for the quarter ended December 31, 2005 were $21.7 million, an
increase of $3.7 million when compared with the quarter ended December 31, 2004. In the New York
jurisdiction, earnings increased $1.8 million. The increased earnings in the New York jurisdiction largely
related to the symmetrical sharing adjustment discussed above ($2.6 million). The positive impact to
revenues of the New York rate case settlement ($4.8 million) was mostly offset by lower usage per
customer account {$1.9 million), higher bad debt expense ($2.1 million), higher pension expense ($0.6
miliion), and higher interest expense ($0.6 million). In the Pennsylvania jurisdiction, earnings increased
$1.9 million. Increased earnings in the Pennsylvania jurisdiction resulted primarily from a base rate
increase first implemented in April 2005 ($1.8 million). This increase more than offset slightly higher bad
~ debt expense {$0.8 million).

The impact of weather variations on earnings in the New York jurisdiction is mitigated by that
jurisdiction’s weather normalization clause (WNC). The WNC in New York, which covers the eight-month
period from Oclober through May, has had a stabilizing effect on earnings for the New York rate
jurisdiction. For the quarters ended December 31, 2005 and December 31, 2004, the WNC preserved
$0.5 million and $1.3 miflion of earnings, respectively, since it was warmer than normal. In periods of
colder than normal weather, the WNC benefits Distribution Corporation’s New York customers.
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Pipeline and Storage

Pipeline and Storage Operating Revenues

Increase
Three Months Ended December 31 (Thousands) 2005 2004 (Decrease)
Firm Transportation $31,086 $29,531 $1,555
Interruptible Transportation 1,323 926 397
32,409 30,457 1,952
Firm Storage Service 16,248 16,094 154
Other 7,377 6,493 884
$56,034 $53,044 $ 2,990
Pipeline and Storage Throughput
Increase
Three Months Ended December 31 (MMcf) 2005 2004 {Decrease)
Firm Transportation 102,822 83,742 19,080
interruptible Transportation 3,723 1,662 2,061
106,545 85,404 21,141

2005 Compared with 2004

Operating revenues for the Pipeline and Storage segment increased $3.0 million for the quarter
ended December 31, 2005 as compared with the quarter ended December 31, 2004. The $2.0 million
increase in transporiation revenues was primarily due to additional contracts with customers and the
renewal of contracts at higher rates, both of which reflect the increased demand for transportation
services due to market conditions resulting from the effects of last fall's hurricane damage to production
and pipeline infrastructure in the Gulf of Mexico. The $0.9 million increase in other operating revenues
was primarily due to higher revenues from unbundled pipeline sales due to higher natural gas prices
($1.4 million), offset by a decrease in cashout revenues ($0.7 million). Cashout revenues are completely
offset by purchased gas expense and consequently have no impact on earnings.

Earnings in the Pipeline and Storage segment increased $3.6 million from $12.3 million for the
quarter ended December 31, 2004 to $15.9 million for the quarter ended December 31, 2005. The major
factors contributing to the increase were higher transportation revenues ($1.3 million) and higher
revenues from unbundled pipeline sales ($0.9 million), both noted above, as well as lower operating
expenses ($1.1 million). Operating expenses decreased primarily due to a lower reserve for preliminary
project costs associated with the Empire State Pipeline Expansion project ($0.7 milliocn) and the impact of
lower pension expense ($0.2 million).

Exploration and Production

Exploration and Production Operating Revenues

: Increase

Three Months Ended December 31 (Thousands) 2005 2004 {Decrease)
Gas (after Hedging) $49,341 $42,744 $6,597
Oil (after Hedging) 29,395 26,896 2,499
Gas Processing Plant 13,419 8,704 4715
Other 1,524 753 771

Intrasegment Elimination ! (11,592) (7,259) (4,333)

' $82,087 $71,838 $ 10,249

™ Represents the elimination of certain West Coast gas production included in "Gas (after Hedging)" in
the table above that was sold to the gas processing plant shown in the table above. An elimination for
the same doflar amount was made to reduce the gas processing plant’s Purchased Gas expense.
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Production Volumes

Increase
Three Months Ended December 31 2005 2004 {Decrease)
Gas Production (Mmcf) '
Gulf Coast 1,667 3,225 (1,558)
West Coast 1,018 1,039 {21)
Appalachia . 1,253 1,206 47
Canada 1,911 1,665 246
| 5,849 7,135 {1,286)
Oil Production (Mbbi)
Guif Coast 107 289 (182)
West Coast 685 653 32
Appalachia 10 3 7
| _Canada 87 76 11
889 1,021 {132)
Average Prices
Increase
Three Months Ended December 31 2005 2004 {Decrease)
Average Gas Price/Mcf
Gulf Coast $10.74 $6.50 $4.24
West Coast $11.08 $6.55 $4.53
Appalachia $13.62 $7.73 $5.89
Canada $10.76 $5.45 $5.31
Weighted Average $11.42 . 647 $4.95
Weighted Average After Hedging $8.44 $5.99 $2.45
Average Qil Price/Bbl
Gulf Coast $57.90 $47.08 $10.82
Woest Coast $51.34 £37.14 $14.20
Appalachia $61.53 $44.33 $17.20
Canada $43.18 $38.43 $4.75
Weighted Average $51.45 $40.08 $11.37
LWeighted Average After Hedging $33.07 $26.35 $6.72

2005 Compared with 2004

Operating revenues for the Exploration and Production segment increased $10.2 million for the
quarter ended December 31, 2005 as compared with the quarter ended December 31, 2004. Gas
production revenue after hedging increased $6.6 million. An increase in the weighted average price of
gas after hedging ($2.45 per Mcf) more than offset an overall decrease in gas production. Qil production
revenue after hedging increased $2.5 million. An increase in the weighted average price of oil after
hedging ($6.72 per bbl) more than offset an overall decrease in oil production of 132,000 barrels. Most of
the decrease in gas and oil production occurred in the Gulf Coast (a 1,558 MMcf decline in gas
production and a 182,000 bbi decline in oil production), which is consistent with this region's expected
delays in production volumes due largely to the impact of last fall's hurricane damage to pipeline
infrastructure in the Gulf of Mexico. Currently, Seneca has approximately 87% of its pre hurricane Gulf of
Mexico production back on line. The remaining 13% continues to wait on pipeline and facilities repair.
These repairs may be completed within the next six months.*

The Exploration and Production segment’s earnings for the quarter ended December 31, 2005
were $17.4 million compared with earnings of $13.9 million for the quarter ended December 31, 2004.
The increase is attributable to the positive impact of higher natural gas and crude oil revenues, as
discussed above ($5.9 million positive coniribution to earnings). Partially offsetting this increase, the
Exploration and Production segment experienced higher lease operating costs ($2.0 million}, primarily in
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the West Coast region due to higher steaming costs associated with heavy crude oil production in the
California Midway-Sunset field.

Energy Marketing
Energy Marketing Operating Revenues

Increase
Three Months Ended December 31 (Thousands) 2005 2004 {Decrease)
Natural Gas (after Hedging) $145,523 $63,489 $82,034
Qther 37 5 32

$145,560 $63,494 $ 82,066

Energy Marketing Volumes

Increase
Three Months Ended December 31 2005 2004 {Decrease)
Natural Gas — (MMcf) ' 9,975 8,007 1,968

2005 Compared with 2004

Operating revenues for the Energy Marketing segment increased $82.1 million for the quarter
ended December 31, 2005 as compared with the quarter ended December 31, 2004. This increase
primarily reflects higher gas sales revenue due to an increase in the price of natura) gas and, to a lesser
extent, an increase in throughput.

The Energy Marketing segment's earnings increased $0.2 million from $0.8 miliion for the quarter
ended December 31, 2004 to $1.0 million for the quarter ended December 31, 2005. The major factors
contributing to the increase were higher gross margin ($0.5 million) resulting from higher throughput
offset by an increase in operating expenses ($0.3 million).

Timber

Timber Operating Revenues

Increase
Three Months Ended December 31 (Thousands) 2005 2004 {Decrease)
Log Sales $6,256 $4,876 $1,380
Green Lumber Sales 1,462 1,446 16
Kiin Dry Lumber Sales 8,500 6,274 2,226
Other 713 399 314
QOperating Revenues ' $16,931 $12,995 $3,936
Timber Board Feet
Increase
Three Months Ended December 31 (Thousands) 2005 2004 (Decrease)
Log Sales . 2,491 1,745 746
Green Lumber Sales 1,974 2,164 (190)
Kiln Dry Lumber Sales 4,486 3,366 1,120
8,951 7,275 1,676
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2005 Compared with 2004

Operating revenues for the Timber segment increased $3.9 million for the quarter ended
December 31, 2005 as compared with the quarter ended December 31, 2004. Higher revenues from kiln
dry lumber sales ($2.2 million and 1.1 million board feet) are partially responsible for the increase due to
an increase in processing capacity for kiln dry lumber. The increase in capacity resulted from the
addition of two new Kilns in February 2005. Higher log sales of $1.4 million also contributed to the
increase in revenues. Favorable weather conditions allowed for the harvesting of greater volumes of

timber and the accompanying cherry veneer logs, which have the highest price in the harvested timber
mix.

The Timber segment's earnings for the quarter ended December 31, 2005 were $1.5 million, an
increase of $0.7 million when compared with earnings of $0.8 million for the quarter ended December 31,
2004. The increase was principally due to higher margins from lumber and log sales {$1.2 million). This
was partially offset by higher depletion expense ($0.3 million).

Corporate and All Other
2005 Compared with 2004

Corporate and All Other recorded a loss of $0.1 million for the quarter ended December 31, 2005
compared with a loss of $0.9 million for the quarter ended December 31, 2004. This improvement was
principally due {0 an increase in interest income resulting from the investment of proceeds received from
the sale of U.E. in July 2005.

CAPITAL RESOURCES AND LIQUIDITY

The Company's primary source of cash during the three-month period ended December 31,
2005 consisted of short-term borrowings and cash provided by operating activities. This source of cash
was supplemented by issuances of common stock under the Company's stock plans. During the three
months ended December 31, 2005, the common stock used to fulfill the requirements of the Company's
401(k) plans and Direct Stock Purchase and Dividend Reinvestment Plan was obtained via open market
purchases.

Operating Cash Flow

Internally generated cash from operating activities consists of net income available for common
stock, adjusted for noncash expenses, noncash income and changes in operating assets and liabilities.
Noncash items include depreciation, depletion and amortization, deferred income taxes, income or loss
from unconsolidated subsidiaries net of cash distributions, and minority interest in foreign subsidiaries.

Cash provided by operating activities in the Utility and the Pipeline and Storage segments may
vary from period to period because of the impact of rate cases. In the Utility segment, supplier refunds,
over- or under-recovered purchased gas costs and weather may also significantly impact cash flow. The
impact of weather on cash flow is tempered in the Utility segment's New York rate jurisdiction by its WNC
and in the Pipeline and Storage segment by Supply Corporation's straight fixed-variable rate design.

Because of the seasonal nature of the heating business in the Utility and Energy Marketing
segments, revenues in these segments are relatively high during the heating season, primarily the first
and second quarters of the fiscal year, and receivable balances historically increase during these periods
from the balances receivable at September 30.

The storage gas inventory normally declines during the first and second quarters of the year and
is replenished during the third and fourth quarters. For storage gas inventory accounted for under the
LIFO method, the current cost of replacing gas withdrawn from storage is recorded in the Consolidated
Statements of Income and a reserve for gas replacement is recorded in the Consolidated Balance
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Sheets under the caption "Other Accruals and Current Liabilities." Such reserve is reduced as the
inventory is replenished.

Cash provided by operating activities in the Exploration and Production segment may vary from
period to period as a result of changes in the commodity prices of natural gas and crude oil. The
Company uses various derivative financial instruments, including price swap agreements and no cost
collars in an attempt to manage this energy commodity price risk.

Net cash provided by operating activities totaled $20.6 million for the three months ended
December 31, 2005, a decrease of $38.5 miilion compared with the $59.1 million provided by operating
activities for the three months ended December 31, 2004. This decrease can be attributed to the timing
of gas cost recovery in the Utility segment. It also can be attributed to the timing of federal tax payments
and reflects the fact that the Company no longer has positive cash flow from its former Czech Republic
operations, which were sold in July 2005. These decreases were partially offset by higher oil and gas
revenues in the Exploration and Production segment and a decrease in hedging collateral deposits for
the quarter ended December 31, 2005 in the Exploration and Production and Energy Marketing
segments. Hedging collateral deposits serve as collateral for open positions on exchange-traded futures
contracts, exchange-traded options and over-the-counter swaps and collars.

Investing Cash Flow

Expenditures for Long-Lived Assels

The Company's expenditures for long-lived assets totaled $70.4 million during the three months
ended December 31, 2005. The table below presents these expenditures;

Three Months Ended December 31, 2005
{in miltions of doflars)

Total
Expenditures for
Long-Lived Assets

Utility $12.4
Pipeline and Storage 6.2
Exploration and Production 50.9
Timber 0.5
Corporate and All Other 0.4
$70.4

Utility

The majority of the Utility capital expenditures for the three months ended December 31, 2005
were made for replacement of mains and main extensions, as well as for the replacement of service
lines.

Pipeline and Storage

The majority of the Pipeline and Storage capital expenditures for the three months ended
December 31, 2005 were made for additions, improvements, and replacements to this segment's
transmission and gas storage systems.

The Company continues to explore various opportunities to expand its capabilities to transport
gas to the East Coast, either through the Supply Corporation or Empire systems or in partnership with
others. In October 2005, Empire filed an application with the FERC for the authority to build and operate
the Empire Connector project to expand its natural gas pipeline operations to serve new markets in New
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York and elsewhere in the Northeast by extending the Empire Pipeline.* Assuming the proposed
Millennium Pipeline is constructed, the Empire Connector will provide an upstream supply link for Phase |
of the Millennium Pipeline and will transport Canadian and other natural gas supplies to downstream
customers, including KeySpan Gas East Corporation, which has entered into precedent agreements to
subscribe for at least 150 MDth per day of natural gas transportation service through the Empire State
Pipeline and the Millennium Pipeline systems.* The Empire Connector will be designed to move up to
approximately 250 MDth of natural gas per day.* Empire anticipates that FERC will provide a
determination on this application by November 2006.* The targeted in-service date is November 2007."
The Company anticipates financing this project with cash on hand andfor through the use of the
Company's bilateral lines of credit.* As of December 31, 2005, the Company had incurred
approximately $4.7 million in costs (all of which have been reserved) related to this project. Of this
amount, $0.7 million and $1.7 millilon were incurred during the quarters ended December 31 2005 and
December 31, 2004, respectively.

The Company also plans to extend Supply Corporation's pipeline system from the Tuscarora
storage field to the intersection of the proposed Millennium and Empire Connector pipelines {the
Tuscarora Extension).” The Tuscarora Extension will be designed initially to move up to approximately
130 MDth of natural gas per day.* The targeted in-service date is late in calendar 2007 or early in
calendar 2008.* The Company anticipates financing this project with cash on hand and/or through the
use of the Company's bi-lateral lines of credit.* The Tuscarora Extension is contingent on market
developments, and the Company has not yet filed an application with the FERC for the authority to build
and operate it. There have been no costs incurred by the Company related to this project as of
December 31, 2005.

Exploration and Production

The Exploration and Production segment capital expenditures for the three months ended
December 31, 2005 included approximately $12.1 million for Canada, $24.0 million for the Gulf Coast
region {$24.0 million for the off-shore program in the Gulf of Mexico), $9.4 million for the West Coast
region and $5.4 million for the Appalachian region. The significant amount spent in the Gulf Coast region
is related to high commadity prices, which has improved the economics of investment in the area. These
amounts included approximately $8.0 million spent to develop proved undeveloped reserves,

Timber

The majority of the Timber segment capital expenditures for the three months ended December
31, 2005 were made for purchases of equipment for Highland's sawmili and kiln operations.

Corporate and All Other

The majority of the Corporate and All Other capital expenditures for the three maonths ended
December 31, 2005 were for the construction of a distributed generation facility at the Company’s
corporate headquarlers.

The Company continuously evaluates capital expenditures and investments in corporations,
partnerships, and other business entities. The amounts are subject to modification for opportunities such
as the acquisition of attractive ¢il and gas properties, timber or natural gas storage facilities and the
expansion of natural gas transmission line capacities. While the majority of capital expenditures in the
Utility segment are necessitated by the continued need for replacement and upgrading of mains and
service lines, the magnitude of future capital expenditures or other investments in the Company's other
business segments depends, to a large degree, upon market conditions.*

Financing Cash Flow
Consolidated short-term debt increased $74.8 million during the three months ended December

31, 2005. The Company continues to consider short-term debt (consisting of short-term notes payable to
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banks and commercial paper) an important source of cash for temporarily financing capital expenditures
and investments in corporations and/or partnerships, gas-in-storage inventory, unrecovered purchased
gas costs, margin calls on derivative financial instruments, exploration and development expenditures
and other working capital needs. Fluctuations in these items can have a significant impact on the
amount and timing of short-term debt. At December 31, 2005, the Company had outstanding short-term
notes payable to banks of $74.8 million. There was no outstanding commercial paper at December 31,
2005. The Company had SEC authorization under PUHCA 1935 fo borrow and have outstanding as
much as $750.0 million of short-term debt at any time through February 8, 2006. PUHCA 1935 was
repealed effective February 8, 2006, and as of that date the Company no longer needs authorization from
the SEC under that act to issue short-term debt. As for bank loans, the Company maintains a number of
individual (bi-lateral) uncommitted or discretionary lines of credit with certain financial institutions for
general corporate purposes. Borrowings under these lines of credit are made at competitive market
rates. Each of these credit lines, which aggregate to $420.0 million, are revocable at the option of the
financial institutions and are reviewed on an annual basis. The Company anticipates that these lines of
credit will continue to be renewed.* The total amount available to be issued under the Company's
commercial paper program is $200.0 million. The commercial paper program is backed by a
syndicated committed credit facility which totals $300.0 miliion and extends through September 30, 2010.
The Company plans to increase the size of its commercial paper program from $200.0 million to $300.0
million.*

Under the Company's committed credit facility, the Company has agreed that its debt to
capitalization ratio will not exceed .65 at the last day of any fiscal quarter from September 30, 2005
through September 30, 2010. At December 31, 2005, the Company's debt to capitalization ratio (as
calculated under the facility) was 48. The constraints specified in the committed credit facility would
permit an additional $1.25 billion in shori-term and/or long-term debt to be outstanding (further limited by
the indenture covenants discussed below) before the Company's debt to capitalization ratio would exceed
.65. If a downgrade in any of the Company's credit ratings were to occur, access to the commercial
paper markets might not be possible.* However, the Company expects thatit could borrow under its
uncommitted bank lines of credit or rely upon other liquidity sources, including cash provided by
operations.”

Under the Company's existing indenture covenants, at December 31, 2005, the Company would
have been permitted to issue up to a maximum of $837.0 million in additional long-term unsecured
indebtedness at then-current market interest rates in addition to being able to issue new indebtedness to
replace maturing debt. The Company's present liquidity position is believed to be adequate to satisfy
known demands.”

The Company's 1974 indenture, pursuant to which $399.0 million (or 35%) of the Company’s
long-term debt (as of December 31, 2005) was issued, contains a cross-default provision whereby the
failure by the Company to perform certain obligations under other borrowing arrangements could trigger
an obligation to repay the debt outstanding under the indenture. In particular, a repayment obligation
could be triggered if the Company fails (i) to pay any scheduled principal or interest on any debt under
any other indenture or agreement or (ii)to perform any other term in any other such indenture or
agreement, and the effect of the failure causes, or would permit the holders of the debt to cause, the debt
under such indenture or agreement to become due prior to its stated maturity, unless cured or waived.

The Company's $300.0 million committed credit facility also contains a cross-default provision
whereby the failure by the Company or its significant subsidiaries to make payments under other
borrowing arrangements, or the occurrence of certain events affecting those other borrowing
arrangements, could trigger an obligation to repay any amounts outstanding under the committed credit
facility. In particular, a repayment obligation could be triggered if (i) the Company or any of its significant
subsidiaries fails to make a payment when due of any principal or interest on any other indebtedness
aggregating $20.0 million or more or (ii) an event occurs that causes, or would permit the holders of any
other indebtedness aggregating $20.0 million or more to cause, such indebtedness to become due prior
to its stated maturity. As of December 31, 2005, the Company had no debt outstanding under the
committed credit facility.
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The Company also had authorization from the SEC, under PUHCA 1935 to issue long-term debt
securities and equity securities in an aggregate amount of up to $1.5 billion during the period from
November 2002 through February 8, 2006. As a result of the repeal of PUHCA 1935 (effective February
8, 2006), the Company no longer needs authorization under that act to issue long-term debt securities
and equity securities. The Company has an effective registration statement on file with the SEC under
which it has available capacity to issue an additional $550.0 million of debt and equity securities under
the Securities Act of 1933, The Company may sell all or a portion of the remaining registered securities if
warranted by market conditions and the Company's capital requirements. Any offer and sale of the
above mentioned $550.0 million of debt and equity securities will be made only by means of a prospectus
meeting the requirements of the Securities Act of 1933 and the rules and regulations thereunder.

- The amounts and timing of the issuance and sale of debt or equity securities will depend on
market conditions, indenture requirements, regulatory authorizations and the capital requirements of the
Company.

On December 8, 2005, the Company’s board of directors authorized the Company to implement
a share repurchase program, whereby the Company may repurchase outstanding shares of common
stock, up to an aggregate amount of 8 million shares in the open market or through privately negotiated
transactions. It is expected that this share repurchase program will be funded with cash provided by
operating activities and/or through the use of the Company's bi-lateral lines of credit.* Currently, no
shares have been repurchased under this program, but it is expected that open market repurchases will
begin in February 2006 and continue from time to time depending on market conditions.*

OFF-BALANCE SHEET ARRANGEMENTS

The Company has entered into certain off-balance sheet financing arrangements. These
financing arrangements are primarily operating and capital leases. The Company's consolidated
subsidiaries have operating leases, the majority of which are with the Utility and the Pipeline and Storage
segments, having a remaining lease commitment of approximately $49.8 million. These leases have
been entered into for the use of buildings, vehicles, construction tools, meters, computer equipment and
other items and are accounted for as operating leases. The Company's unconsolidated subsidiaries,
which are accounted for under the equity method, have capital leases of electric generating equipment
having a remaining lease commilment of approximately $8.4 million. The Company has guaranteed 50%
or $4.2 million of these capital lease commitments.

OTHER MATTERS

The Company is invalved in litigation arising in the normal course of business. Also in the normal
course of business, the Company is involved in tax, regulatory and other governmental audits,
inspections, investigations and other proceedings that involve state and federal taxes, safety, compliance
with regulations, rate base, cost of service and purchased gas cost issues, among other things. While
the resolution of such litigation or regulatory matters could have a material effect on earnings and cash
flows in the quanterly and annual period of resolution, none of this litigation, and none of these regulatory
matiers, are expected to change materially the Company's present liquidity position, nor have a material
adverse effect on the financial condition of the Company.*

Market Risk Sensitive Instruments

For a complete discussion of market risk sensitive instruments, refer to "Market Risk Sensitive
Instruments” in ltem 7 of the Company's 2005 Form 10-K. There have been no subsequent material
changes to the Company's exposure to market risk sensitive instruments.

Rate and Regulatory Matters

Energy Policy Act
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On August 8, 2005, President Bush signed into law the Energy Policy Act, which, amaong other
things, repealed PUHCA 1935 effective February 8, 2006. With repeal of PUHCA 1935, the
Company is no longer subject to that act's broad regulatory provisions, including provisions relating to
the issuance of securities, sales and acquisitions of securities and utility assets, intra-company
transactions and limitations on diversification. The Energy Policy Act includes PUHCA 2005, which,
among other things, grants the FERC and state public utility regulatory commissions access to certain
books and records of companies in holding company systems, provides (upon request of a state
commission or holding company system) for FERC review of allocations of costs of non-power goods
and administrative services in electric utility holding company systems, and modifies the jurisdiction of
FERC over certain mergers and acquisitions involving public utilities or holding companies. On
December 8, 2005, pursuant to PUHCA 2005, the FERC issued Order 667. As required by Order 667,
the Company will file a “Notification of Holding Company Status” with the FERC by March 10, 2006.
Certain subsidiaries of the Company may be eligible for exemption from the requirements of PUHCA
2005 and Order 667. The Company is in the process of evaluating that matter and may file appropriate
exemption notifications with the FERC. The Company is unable to predict at this time what the ultimate
outcome of these or future legislative or regulatory changes will be. The Company is still in the process -
of analyzing the effect of the Energy Policy Act on the Company, including the effects of any related
proceeding at the state level and new regulations at the federal level.

Utility Operation

Base rate adjustments in both the New York and Pennsylvania jurisdictions do not reflect the
recovery of purchased gas costs. Such costs are recovered through operation of the purchased gas
adjustment clauses of the appropriate regulatory authorities.

New York Jurisdiction

On August 27, 2004, Distribution Corporation filed proposed tariff amendments and supporting
teslimony designed to increase its annual revenues by $41.3 million beginning October 1, 2004, Parties,
including the NYPSC Staff, the New York State Consumer Protection Board, Multiple Intervenors (an
advocate for farge commercial and industrial customers}, natural gas marketers and others, filed
responsive testimony recommending a base rate decrease, among other things. Thereafter, the Parties
and other interests commenced settlement negotiations. On April 15, 20085, Distribution Corporation, the
Parties and others executed an agreement settling all outstanding issues. In an order issued July 22,
2005, the NYPSC, approved the April 15, 2005 settlement agreement, substantially as filed, for an
effective date of August 1, 2005. The settlement agreement provides for a rate increase of $21 million by
means of the elimination of bill credits ($5.8 million) and an increase in base rates ($15.2 million). For
the two-year term of the agreement and thereafter, the return on equity level above which earnings must
be shared with rate payers will be 11.5%.

Pennsylvania Jurisdiction

On September 15, 2004, Distribution Corporation filted proposed tariff amendments with PaPUC
lo increase annual revenues by $22.8 million to cover increases in the cost of service to be effective
November 14, 2004. The rate request was filed to address throughput reductions and increased
operating costs such as uncollectibles and personnel expenses. Applying standard procedure, the
PaPUC suspended Distribution Corporation's tariff filing to perform an investigation and hold hearings.
On February 16, 2005, the parties reached a settlement of all issues. The settlement was submitted to
the Administrative Law Judge, who, on March 2, 2005 issued a decision recommending adoption of the’
settlemenl. The settlement provides for a base rate increase of $12.0 million and terminates the tracking
of pension expenses versus the rate allowance, The settlement was approved by PaPUC on March 23,
2005, and the new rates went into effect on April 15, 2005.
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Pipeline and Storage

Supply Corporation currently does not have a rate case on file with the FERC. Management will
continue to monitor Supply Corporation’s financial position to determine the necessity of filing a rate case
in the future. '

On November 25, 2003, the FERC issued Order 2004. Order 2004 was clarified in Order 2004-A
on April 16, 2004 and Order 2004-B on August 2, 2004. Order 2004, which went into effect September
22, 2004, regulates the conduct of transmission providers (such as Supply Corporation) with their “energy
affiliates.” The FERC broadened the definition of “energy affiliates” to include any affiliate of a
transmission provider if that affiiate engages in or is involved in transmission (gas or electric)
transactions, or manages or controls transmission capacity, or buys, sells, trades or administers natural
gas or electric energy or engages in financial transactions relating to the sale or transmission of natural
gas or electricity. Supply Corporation’s principal energy affiliates are Seneca, NFR and, possibly,
Distribution Corporation.* Order 2004 provides that companies may request waivers, which the
Company has done with respect to Distribution Corporation and is awaiting rulings. Order 2004 also
provides an exemption for local distribution companies that are affiliated with interstate pipelines (such as
Distribution Corporation), but' the exemption is limited, with very minor exceptions, to local distribution
corporations that do not make any off-system sales. Distribution Corporation stopped making such
off-system sales effective September 22, 2004, although it continues to make certain sales permitted
by a prior FERC order; FERC has required Supply Corporation to provide arguments justifying the
continued effectiveness of that order. Supply Corporation and Distribution Corporation would like to
continue operating as they do, whether by waiver, amendment or further clarification of the new rules, or
by complying with the requirements applicable if Distribution Corporation were an energy affiliate.
Treating Distribution Corporation as an energy affiliate, without any waivers, would require changes in the
way Supply Corporation and Distribution Corporation operate which would decrease efficiency, but
probably would not increase capital or operating expenses to an extent that would be material to the
financial condition of the Company.* Until there is further clarification from the FERC an the scope of
these exemptions and rulings on the Company's waiver requests, the Company is unable to predict the
impact Order 2004 will have on the Company. As previously mentioned, Distribution Corporation stopped
making off-system sales, effective September 22, 2004. The Company does not expect that change to
have a material effect on the Company's results of operations, as margins resulting from off-system sales
are minimal as a result of profit sharing with retail customers.”

Empire currently does not have a rate case on file with the NYPSC. Management will continue to
monitor its financial position in the New York jurisdiction to determine the necessity of filing a rate case in -
the future. Among the issues that will be resolved in connection with Empire’s FERC application to build
the Empire Connector are the rates and terms of service that would become applicable to all of Empire's
business, effective upon Empire accepting the FERC certificate and placing its new facilities into service
(currently targeted for November 2007}, when Empire would become an interstate pipeline subject to
FERC regulation.*

Environmental Matters

The Company is subject to various federal, state and local laws and regulations relating to the
protection of the environment. The Company has established procedures for the ongoing evaluation of
its operations to identify potential environmental exposures and comply with regulatory policies and
procedures. It is the Company's policy to accrue estimated environmental clean-up costs (investigation
and remediation) when such amounts can reasonably be estimated and it is probable that the Company
will be required to incur such costs. The Company has estimated its remaining clean-up costs related to
former manufactured gas plant sites and third party waste disposal site will be $3.7 million.* This liability
has been recorded on the Consolidated Balance Sheet at December 31, 2005. The Company expects to
recover its environmental clean-up costs from a combination of rate recovery and insurance proceeds.”
Other than as discussed in Note G of the 2005 Form 10-K (referred to below), the Company is currently
not aware of any malerial additional exposure to environmental liabitities. However, adverse changes in
environmental regulations or other factors could impact the Company.*
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For further discussion refer to Note G - Commitments and Contingencies under the heading
. "Environmental Matters” in tem 8 of the 2005 Form 10-K, and to Part il, ltem 1, "Legal Proceedings."

New Accounting Pronouncements

In March 2005, the FASB issued FIN 47, an interpretation of SFAS 143. FIN 47 provides
additional guidance on the term “conditional asset retirement obligation™ as used in SFAS 143, and in
particular the standard clarifies when a Company must record a liability for a conditional asset retirement
obligation. The Company is currently evaluating the impact of FIN 47, if any, on its consolidated financial
statements. For further discussion of FIN 47 and its impact on the Company, refer to Iltem 1 at Note 1 —
Summary of Significant Accounting Policies.

In May 2005, the FASB issued SFAS 154. SFAS 154 replaces APB 20 and SFAS 3 and
changes the requirements for the accounting for and reporting of a change in accounting principle. The
Company's financial condition and results of operations will only be impacted by SFAS 154 if there are
any accounting changes or corrections of errors in the future. For further discussion of SFAS 154 and its
impact on the Company, refer to Item 1 at Note 1 — Summary of Significant Accounting Policies.

Safe Harbor for Forward-Looking Statements

The Company is including the following cautionary statement in this Form 10-Q to make

applicable and take advantage of the safe harbor provisions of the Private Securities Litigation Reform

Act of 1895 for any forward-looking statements made by, or on behalf of, the Company. Forward-looking

statements include statements concerning plans, objectives, goals, projections, strategies, future events

or performance, and underlying assumptions and other statements which are other than statements of

historical facts. From time to time, the Company may publish or otherwise make available forward-

locking statements of this nature. All such subsequent forward-looking statements, whether written or

oral and whether made by or on behalf of the Company, are also expressly qualified by these cautionary

. statements. Cerlain statements contained in this report, including, without limitation, those which are

designated with an asterisk {"*") and those which are identified by the use of the words “anticipates,”

“estimates," “expects,” “intends,” "plans,” “predicts,” “projects,” and similar expressions, are "forward-

looking” statements as defined in the Private Securities Litigation Reform Act of 1995 and accordingly

involve risks and uncertainties which could cause actual results or outcomes to differ materially from

those expressed in the forward-looking statements. The forward-looking statements contained herein

are based on various assumptions, many of which are based, in turn, upon further assumptions. The

Company's expectations, beliefs and projections are expressed in good faith and are believed by the

Company to have a reasonable basis, including, without limitation, management's examination of

historical operating trends, data contained in the Company's records and other data available from third

patties, but there can be no assurance that management's expectations, beliefs or projections will result

or be achieved or accomplished. In addition to other factors and matters discussed elsewhere herein,

the following are important factors that, in the view of the Company, could cause actual resuits to differ
materially from those discussed in the forward-looking statements:

1. Changes in laws and regulations to which the Company is subject, including changes in tax,
environmental, safety and employment laws and regulations, and changes in laws and regulations
refating to repeal of the Holding Company Act;

2. Changes in economic conditions, including economic disruptions caused by terrorist activities, acts
of war or major accidents;

3. Changes in demographic patterns and weather conditions, including the occurrence of severe
weather, such as hurricanes;

4. Changes in the availability and/or price of natural gas or oil and the effect of such changes on the

. accounting treatment or valuation of derivative financial instruments or the Company's natural gas
and oil reserves;
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5.
6.

10.

1.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.
24,

25,

Impairments under the SEC’s full cost ceiling test for natural gas and oil reserves;
Changes in the availability andfor price of derivative financial instruments;
Changes in the price differentials between various types of oil;

Failure of the price differential between heavy sour crude oil and light sweet crude oil to return to
its historical norm;

inability to obtain new customers or retain existing ones;

Significant changes in competitive factors affecting the Company;

Governmental/regulatory actions, initiatives and proceedings, including those involving
acquisitions, financings, rate cases (which address, among other things, allowed rates of return,
rate design and retained gas), affiliate relationships, industry structure, franchise renewal, and
environmental/safety requirements;

Unanticipated impacts of restructuring initiatives in the natural gas and electric industries;
Significant changes from expectations in actual capital expenditures and operating expenses and
unanticipated project delays or changes in project costs or plans, including changes in the plans of
the sponsors of the propesed Millennium Pipeline with respect to that project;
The nature and projected profitability of pending and potential projects and other investments;
COccurrences affecting the Company’s ability to obtain funds from operations, debt or equity to
finance needed capital expenditures and other investments, including any downgrades in the
Company's credit ratings;

Uncertainty of oil and gas reserve estimates;

Ability to successfully identify and finance acquisitions or other investments and ability to operate
and integrate existing and any subsequently acquired business or properties;

Ability to successfully identify, drill for and produce eccnomically viable natural gas and oil
reserves;

Significant changes from expectations in the Company's actual production levels for natural gas or
oil;

Regarding foreign operations, changes in trade and monetary policies, inflation and exchange
rates, taxes, operating conditions, laws and regulations related to foreign operations, and political
and governmental changes;

Significant changes in tax rates or policies or in rates of inflation or interest;

Significant changes in the Company’s refationship with its employees or contractors and the
potential adverse effects if labor disputes, grievances or shortages were to occur,

Changes in accounting principles or the application of such principles to the Company;
The cost and effects of legal and administrative claims against the Company;
Changes in actuarial assumptions and the return on assets with respect to the Company's

retirement plan and post-retirement benefit plans;
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26. Increasing health care costs and the resulting effect on heaith insurance premiums and on the
obligation to provide post-retirement benefits; or

27.  Increasing costs of insurance, changes in coverage and the ability to obtain insurance.

The Company disclaims any obligation to update any forward-looking statements to refiect
events or circumstances after the date hereof.

item 3. Quantitative and Qualitative Disclosures About Market Risk
Refer to the "Market Risk Sensitive Instruments” section in ltem 2 — MD&A.

Item 4. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

The term "disclosure controls and procedures” is defined in Rules 13a-15(e) and 15d-15(e)
under the Exchange Act. These rules refer to the controls and other procedures of a company that are
designed to ensure that information required to be disclosed by a company in the reports that it files or
submits under the Exchange Act is recorded, processed, summarized and reported within the time
periods specified in the SEC's rules and forms. Disclosure controls and procedures include, without
limitation, controls and procedures designed to ensure that information required to be disclosed is
accumulated and communicated to the company's management, including its principal executive and
principal financial officers, as appropriate to allow timely decisions regarding required disclosure. The
Company's management, including the Chief Executive Officer and Principal Financial Officer, evaluated
the effectiveness of the Company's disclosure controls and procedures as of the end of the period
covered by this report. Based upon that evaluation, the Company’s Chief Executive Officer and Principal
Financial Officer concluded that the Company's disclosure controls and procedures were effective as of
the end of the period covered by this report.

Changes in Interna! Controls Over Financial Reporting

The management of the Company maintains a system of internal control over financial reporting
that is designed to provide reasonable assurance regarding the reliability of financial reporting and
preparation of financial statements for external purposes in accordance with GAAP. There were no
changes in the Company's internal control over financial reporting that occurred during the quarter ended
December 31, 2005 that have materially affected, or are reasonably likely to materially affect, the
Company's internal control over financial reporting.

Part Il. Other Information

Item 1. Legal Proceedings

In an action instituted in the New York State Supreme Court, Chautaugua County on January 31,
2000 against Seneca, NFR and "National Fuel Gas Corporation,” Donald J. and Margaret Ortel and Brian
and Judith Rapp, “individually and on behalf of ali those similarly situated,” allege, in an amended
complaint which adds National Fuel Gas Company as a party defendant that (a) Seneca underpaid
royalties due under leases operated by it, and (b) Seneca's co-defendants (i) fraudulently participated in
and concealed such alleged underpayment, and (i) induced Seneca's alleged breach of such leases.
Plaintiffs seek an accounting, declaratory and related injunctive relief, and compensatory and exemplary
damages. Defendants have denied each of plaintiffs’ material substantive allegations and set up twenty-
five affirmative defenses in separate verified answers.

presently and formerly entitled to receive royalties on the sale of natural gas produced and sold from

Q A motion was made by plaintifis on July 15, 2002 to certify a class comprising all persons
wells operated in New York by Seneca (and its predecessor Empire Exploration, Inc). On December 23,
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2002, the court granted certification of the proposed class, as modified to exclude those leaseholders
whose leases provide for calculation of royalties based upon a fiat fee, or flat fee per cubic foot of gas
produced. The court’s order states that there are approximately 749 potential class members. Discovery
closed on July 31, 2005, and the plaintiffs thereafter filed a formal demand for a jury trial and a “Note of
Issue and Statement of Readiness” to proceed to trial. A trial date has not been set.

On October 13, 2005, the Company and the attorneys for the class entered into a Stipulation of
Settlement, under which (i) the class would be expanded for purposes of settlement to include simitarly
situated persons entitied to royalties on natural gas production in Pennsylvania, (ii) the Company would
pay $2.25 million to the plaintiffs to settle all damages, interest, legal fees and costs, and {iii) the
Company would comply with various procedures set out in the Stipulation regarding the marketing of
natural gas produced and the calculation of royalties. A fairness hearing was held on December 19,
2005, at which no inlerested parties objected to the settlement. On January 27, 2008, the judge issued
an order approving the settlement as fair, reasonable and adequate. The Company's balance sheets at
December 31, 2005 and September 30, 2005 include a liability for the $2.25 million settlement.
Subsequent periodic filings will not include any further discussion of this matter.

In an action instituted in the New York State Supreme Court, Kings County on February 18, 2003
against Distribution Corporation and Paul J. Hissin, an unaffiliated third party, plaintiff Donna Fordham-
Coleman, as administratrix of the estate of Velma Arlene Fordham, alleges that Distribution Corporation's
denial of natural gas service in November 2000 to the plaintiffs decedent, Velma Arlene Fordham,
caused decedent's death in February 2001. The plaintiff seeks damages for wrongful death and pain and
suffering, plus punitive damages. Distribution Corporation has denied plaintiff's material allegations, set
up seven affirmative defenses in separate verified answers and filed a cross-claim against the co-
defendant. Distribution Corporation believes, and will vigorously assert, that piaintiff's allegations lack
merit. The Court changed venue of the action to New York State Supreme Court, Erie County. Discovery
has closed. Distribution Corporation filed a motion for summary judgment and is awamng the Court's
decision on that motion. A trial date has been scheduled for February 27, 2006.

On December 22, 2003, the Pennsylvania Department of Environmental Protection (DEP) issued
an order to Seneca to hall its timber harvesting operations on 21,000 acres in Cameron, Elk and McKean
counties in Pennsylvania. The order asserts certain violations of DEP regulations concerning erosion,
sedimentation and stream crossings. The order requires Seneca to apply for certain permits, control
erosion, submit plans for removal of water encroachments not included in permit applications, notify the
DEP of additional current or planned timber harvesting operations, and grant the DEP access to timber
acreage. On January 9, 2004, Seneca filed with the Pennsylvania Environmental Hearing Board (Hearing
Board) a notice of appeal, objecting to each finding and order contained in the order, and asserting that
the DEP’s findings are factually incorrect, an arbitrary exercise of the DEP's functions and duties, and
contrary to law. Also on January 9, 2004, Seneca filed with the Hearing Board a petition requesting a stay
of operation of portions of the order. On January 16, 2004, the parties settled Seneca's request for a
stay. Seneca has resumed its timber harvesting operations pursuant to the terms of the settlement. The
settiement preserves various issues raised by the DEP’s order for a hearing on the merits of Seneca’s
notice of appeal. Seneca is engaged in settlement negotiations regarding this matter.” The most
substantial question in the appeal involves whether Seneca is required to apply for a permit under
Section 102.5(b) of Title 25 of the Pennsylvania Code, governing earth disturbance activities of greater
than 25 acres. The DEP takes the position that Seneca must aggregate the acreage of all of its logging
sites across its entire 21,000 acre tract for purposes of determining whether its earth disturbing activities
meet the 25 acres threshold. Seneca maintains that no permit is required, because the law does not
require aggregation and each of its individual logging sites disturbs less than 25 acres.

The Company believes, based on the information presently known, that the ultimate resolution of
these matters, individually or in the aggregate, will not be material to the consolidated financial condition,
results of operations, or cash flow of the Company.* No assurances can be given, however, as to the
ultimate outcomes of these matters, and it is possible that the outcomes, individually or in the aggregate,
couid be material to results of operations or cash flow for a particular quarter or annual period.”
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For a discussion of various environmental and other matters, refer to Part |, item 1 at Note 4 and
Part |, Item 2 - MD&A of this report under the heading “Environmental Matters.”

The Company is involved in litigation arising In the normal course of business, Also in the normal
course of business, the Company is involvéd in tax, regulatory and other governmental audits,
inspections, investigations and other proceedings that involve state and federal taxes, safety, compliance
with regulations, rate base, cost of service and purchased gas cost issues, among other things. While the
resolution of such litigation or regulatory matters could have a material effect on earnings and cash flows
in the period of resolution, none of this litigation, and none of these regulatory matters, are expected to
change materially the Company's present liquidity position, nor have a material adverse effect on the
financial condition of the Company.*

Iltem 1A. Risk Factors

For a complete discussion of risk factors, refer.to “Risk Factors” in ltem 1A of the 2005 Form 10-
K. There have been no subsequent material changes to that disclosure.

ltem 2, Unregistered Sales of Equity Securities and Use of Proceeds

On October 16, 2005 the Company issued a total of 2,100 unregistered shares of Company
common stock to the seven non-employee directors of the Company then serving on the Board of
Directors, 300 shares to each such director. All of these unregistered shares were issued as partial
consideration for the directors’ services during the quarter ended December 31, 2005, pursuant to the
Company's Retainer Policy for Non-Employee Directors. These transactions were exempt from
registration by Section 4(2) of the Securities Act of 1933 as transactions not involving a public offering.

Issuer Purchases of Equity Securities

Total Number of

Total Number of
Shares Purchased
as Part of Publicly
Announced Share

Maximum Number

of Shares that May

Yet Be Purchased
Under Share

Shares Average Price Repurchase Plans | Repurchase Plans
Period Purchased® Paid per Share or Programs or Programs ®
Oct. 1-31, 2005 11,675 $32.68 — -
Nov, 1-30, 2005 11,268 $29.83 - —
Dec. 1-31, 2005 47,953 $32.05 - 8,000,000
Total 70,896 $31.80 — 8,000,000

@) Represents (i) shares of common stock of the Company purchased on the open market with Company
"matching contributions” for the accounts of participants in the Company's 401(k) plans, and (i) shares
of common stock of the Company tendered to the Company by holders of stock options or shares of
restricted stock for the payment of option exercise prices and/or applicable withhelding taxes.

®) On December 8, 2005, the Company’s Board of Directors authorized the repurchase of .UF.) to eight
million shares of the Company’s common stock. Repurchases may be made from time to time in the
open market or through private transactions.

Item 6, Exhibits

(a) Exhibits
Exhibit
Number " Description of Exhibit
10 Material Contracts:
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10.1 National Fuel Gas Company Tophat Plan, dated December 7, 2005.
10.2 Description of performance goals for Chief Executive Officer under the

Company's Annual At Risk Compensation Incentive Program.

12 Statements regarding Computation of Ratios:
Ratio of Earnings to Fixed Charges for the Twelve Months Ended
December 31, 2005 and the Fiscal Years Ended September 30, 2001
through 2005.

311 Written statements of Chief Executive Officer pursuant to Rule 13a-
14(a) or Rule 15d-14(a) under the Securities Exchange Act of 1934.

31.2 Written statements of Principal Financial Officer pursuant to Rule 13a-
14(a) or Rute 15d-14(a) under the Securities Exchange Act of 1934.

32 Certification Pursuant to Section 908 of the Sarbanes-Oxley Act of 2002,

99 National Fuel Gas Company Consolidated Statement of Income for the
Twelve Months Ended December 31, 2005 and 2004.

-39-



Exhibit No. 402

Witness: Bauer

Page 41
SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly
caused this report to be signed on its behalf by the undersigned thereunto duly authorized.

NATIONAL FUEL GAS COMPANY
(Registrant)

s/ R. J. Tanskj
R. J. Tanski
Treasurer and Principal Financial Officer

[s! K. M. Camijolo
K. M. Camiolo
Controller and Principal Accounting Officer

Date: February 9, 2006
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