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Section 366.04, Florida Statutes and Chapter 25-8,
Florida Administrative Code; and Request for
Approval to Borrow Funds for Short-term Financing
Purposes.

Dear Ms. Bayo:

Enclosed for filing on behalf of Southern Union Company are the original
and five (5) copies of its Application for Authority to Issue and Sell Securities
Pursuant to Section 366.04, Florida Statutes and Chapter 25-8, Florida
Administrative Code; and Request for Approval to Borrow Funds for Short-term

Financing Purposes ("Application") and exhibits thereto. Exhibit "B" to
Application 1s being filed under seal and under cover of a Request

the
for

Confidential Classification. A diskette containing the Application and Request

for Confidential Classification in Word format has been provided.
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For our records, please acknowledge your receipt of this filing on the
enclosed copy of this letter. Thank you for your consideration.

Sincerely,

HOLLAND & KNIGHT LLP

Karen D. Walker

KDW:kjg
Enclosure



BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

In Re: Application of Southern Union

Company for Authority to Issue and Sell
Securities Pursuant to Section 366.04, Docket No. 0/ / O 0 O~ EI
Florida Statutes, and Chapter Filed: July 30, 2001

25-8, Florida Administrative Code; and
Request for Approval to Borrow Funds
for Short-term Financing Purposes

/

APPLICATION OF SOUTHERN UNION COMPANY FOR
AUTHORITY TO ISSUE AND SELL SECURITIES PURSUANT
TO SECTION 366.04, FLORIDA STATUTES AND
CHAPTER 25-8, FLORIDA ADMINISTRATIVE CODE;
AND REQUEST FOR APPROVAL TO BORROW FUNDS
FOR SHORT-TERM FINANCING PURPOSES

Southern Union Company ("Southern Union"), by and through undersigned
counsel, pursuant to Section 366.04, Florida Statutes, and Chapter 25-8, Florida
Administrative Code, hereby files this application for authority to issue and sell
securities, and to borrow funds for short-term financing purposes during the twelve
month period ending July 31, 2002. In support of its application, Southern Union
states:

1. Applicant Information

The name and principal business address of the applicant are as follows:

Southern Union Company

504 Lavaca Street, Suite 800

Austin, Texas 78701.
Southern Union is a public utility engaged in the distribution of natural gas to the
public. As of March 31, 2001, Southern Union had approximately $3.2 billion in

assets and five natural gas divisions which provide service to more than 1.5 million

customers 1n Texas, Missouri, Pennsylvania, Massachusetts, Rhode Island and
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Florida.! Southern Union conducts its natural gas operations in Florida through
its Atlantic Utilities Division doing business as South Florida Natural Gas
("SFNG™), which provides service to approximately 4,400 natural gas customers in
New Smy.rna Beach, Edgewater, and portions of Volusia County, Florida. Southern
Union is regulated by the Florida Public Service Commission (the "Commission") as
a public utility pursuant to Chapter 366, Florida Statutes.

2, Incorporation

Southern Union was incorporated in Delaware in 1932. Southern Union is
authorized to transact business in Florida, Massachusetts, Missourti,
Pennsylvania, Rhode Island and Texas.

3. Persons Authorized To Receive Notices and Communications

The names and addresses of the persons authorized to receive notices and
communications with respect to this application are as follows:

Dennis K. Morgan

Executive Vice President — Administration, General
Counsel and Secretary

Southern Union Company

504 Lavaca Street, Suite 800

Austin, Texas 78701
(517) 370-8310

1 Through its Southern Union Gas Division, Southern Union serves approximately 523,000
customers in Texas, including customers in the cities of Austin, El Paso, Brownsville, Galveston,
and Port Arthur. The Missouri Gas Energy Division serves approximately 487,000 customers in
western Missouri, including customers in the cities of Kansas City, St. Joseph, Joplin and Monett. In
Pennsylvania, PG Energy serves approximately 154,000 customers, including the cities of Wilkes-
Barre, Scranton, and Williamsport. The New England Division serves approximately 291,000
customers in Rhode Island and southeastern Massachusetts.



D. Bruce May

Karen D. Walker

HOLLAND & KNIGHT LLP

P.O. Drawer 810

315 South Calhoun Street, Suite 600
Tallahassee, Florida 32302 (32301)
(850) 224-7000.

4, Capital Stock and Funded Debt

Scuthern Union and its consolidated financing subsidiaries are authorized by
their organizational documents, including Southern Union’s Restated Certificate of

Incorporation, as amended to date, to issue common stock, and preferred stock of

Southern Union, and trust preferred securities of certain financing subsidiary

business trusts as follows:

(a)  Brief Description: Currently, the authorized capital stock of Southern

Union consists of: (1) 200,000,000 shares of Southern Union Common Stock
with a face value of 200,000,000 ($1 par value per share); and (i1) 1,500,000
shares of Southern Union Cumulative Preferred Stock (no par value). The
authorized securities of Southern Union Financing I (“Subsidiary Trust”), a
consolidated wholly-owned subsidiary of Southern Union, consist of: (i)
123,712 shares of common securities, all of which are issued, outstanding and
held by Southern Union; and (i1) 4,000,000 shares of Trust Originated
Preferred Securities.

(b)  Amount Authorized: The amount authorized is set forth above.

(c) Amount Outstanding: As of March 31, 2001, there were 50,981,547

shares of Southern Union Common Stock issued and outstanding. No shares



of Southern Union Cumulative Preferred Stock are issued or outstanding. As
of March 31, 2001, 4,000,000 shares of Trust Originated Preferred Securities
(“Preferred Securities”) issued by the Subsidiary Trust were outstanding with
a face amount of $100,000,000 ($25 par value per share). In connection with
the issuance of the Preferred Securities and the related purchase by Southern
Union of all of the Subsidiary Trust's common securities ("Common
Securities"), Southern Union issued the Subsidiary Trust $103,092,000
principal amount of its 9.48% Subordinated Deferrable Interest Notes, due
2025 ("Subordinated Notes"). Both the Preferred Securities and the
Subordinated Notes bear a rate of 9.48%.

(d) Amount Held As Reacquired Securities: None.

()  Amount Pledged: None.

(£ Amount Owned By Affiliated Corporations: None.

(g) Amount Held In Funds: None.

Southern Union's funded debt is described in Exhibit "C" attached
hereto, which includes: (a) a brief description of the funded debt, (b) the
amounts authorized, (c) the amounts outstanding, (d) the amounts held as
reaquired securities, (e) the amounts pledged, (f) the amounts owned by
affiliated corporations, and (g) the amounts held in any funds,

5. Proposed Transactions

Southern Union seeks authority to issue and sell and/or exchange any

combination of the long-term debt and equity securities described below and/or to



assume liabilities or obligations directly or as guarantor, endorser, or surety in an
aggregate amount not to exceed $1 billion during the twelve month period ending
July 31, 2002. In addition, Southern Union seeks authority to borrow up to
$500,000,000 for short-term financing purposes.

The long-term debt securities may include first mortgage bonds, medium-
term notes, debentures, convertible or exchangeable debentures, notes, convertible
or exchangeable notes, or other straight debt or hybrid debt securities, whether
secured or unsecured, with maturities ranging from one to fifty years. Southern
Union may enter into related options, rights, interest rate swaps or other
derivative instruments.

The equity securities may include common stock, preferred stock, preference
stock, convertible preferred or preference stock, or warrants, options or rights to
acquire such securities, or other equity securities, with such par values, terms and
conditions and relative rights and preferences as deemed appropriate by Southern
Union and any consolidated financing subsidiary, and as are permitted by
Southern Union’s Restated Certificate of Incorporation, as amended from time to
time, and by any such financing subsidiary’s organizational documents.

Any such consolidated financing subsidiary of Southern Union may issue
preferred securities similar to that currently outstanding, whereby Southern Union
would establish and make an equity investment in a special purpose limited
partnership, trust or other entity. Southern Union, a wholly-owned subsidiary of

Southern Union or Southern Union designees would act as the general partner,



trustee or trustees, or similar manager of the entity. The entity would offer
preferred securities to the public and lend the proceeds to Southern Union. -
Southern Union would issue debt securities to the entity equal to the aggregate of
its equity investment and the amount of preferred securities issued. Southern
Union may also guarantee, among other things, the distributions to be paid by the
affiliated entity to the holders of the preferred securities.

The interest rate Southern Union could pay on debt securities will vary
depending on the type of debt instruments and the terms thereof, including
specifically the length of maturity as well as market conditions. On July 27, 2001,
a new issue of 10-year senior notes of Southern Union would have carried a yield to
maturity of approximately 7.34%. The dividend rate for preferred securities is
similarly affected by the terms of the offering. On July 27, 2001, a new issue of
thirty-year tax deductible preferred securities of Southern Union would have
carried a dividend yield of approximately 8.00%.

In addition, Southern Union may from time to time issue instruments of
guaranty, collateralize debt and other obligations, issue securities, and arrange for
the 1ssuance of letters of credit and guaranties, in any such case to be issued by or
on behalf of one of more of its subsidiaries or affiliates for the benefit of Southern
Union's utility operations, or in connection with other financings by Southern

Union and its subsidiaries, or on its or any of their behalf.



Southern Union will file a consummation report with the Commission in
compliance with Rule 25-8.009, Florida Administrative Code, within 90 days after
the end of any fiscal year in which it issues securities.

6. Purposes For Which Securities Are To Be Issued or Assumed

The net proceeds to be received from the issuance and sale and/or exchange of
the additional long-term debt and equity securities will be added to Southern
Union's general funds and will be used to convert the interim financing for its New
England Mergers to a long-term financing;? to reacquire, by redemption, purchase,
exchange or otherwise, any of its outstanding debt and equity securities as market
conditions warrant; to repay all or a portion of any maturing long-term debt
obligations; to repay all or a portion of short-term bank borrowings; and/or for
other general corporate purposes. Excess proceeds, if any, will be temporarily
invested in short-term instruments pending their application to the foregoing
purposes.

Southern Union maintains a continuous construction program, principally for

gas distribution facilities. Southern Union estimates that construction

2 In Order No. PSC-00-1525-FOF-GU, the Commission recognized that Southern Union planned to
enter into a 364 day credit facility, with an option to extend for an additional 364 days, to finance the
mergers of Providence Energy Corporation, Valley Resources, Inc,, and Fall River Gas Company into
Southern Union. See In re: Application by Atlantic Utilities, o Florida Division of Southern Union
Company d/b/a South Florida Natural Gas for authority to issue and sell securities pursuant to
Section 366.04, F.S., and Chapter 25-8, F.A.C.; and request for approval to borrow funds for short-
term financing purposes, 00 F.P.S.C. 8:313, Docket No. 000691-GU, Order No. PSC-00-1525-FOF-GU
(Aug. 22, 2000). These mergers, which are now concluded, are commonly referred to as the New
England Mergers. Up to $100,000,000 of common equity, up to $200,000,000 in preferred securities
or preferred stock, and/or up to $400,000,000 of debt securities will be used to refinance the interim
debt incurred in connection with the New England Mergers.



expenditures under its fiscal year 2002 construction program will be approximately
$125,000,000.

Southern Union's 9.48% preferred securities (face value of $100,000,000)
issued in May, 1995, became callable by Southern Union in May, 2000. Depending
on market conditions, any mixture of debt, preferred or common equity may be
issued to redeem some or all of those securities.

Under future market conditions, the interest rate on new issue long-term
debt or the dividend rate on new issue preferred securities of Southern Union may
be such that it becomes economically attractive to reacquire a portion or all of
certain of its long-term debt securities or equity securities, providing an
opportunity for Southern Union to reduce interest or dividend expense, or simplify
or reduce covenant restrictions and/or requirements. Other important
considerations in making such a decision would include an assessment of
anticipated future interest and dividend rates and Southern Union's ability to raise
enough new capital to finance its expansion and construction programs while
currently pursuing any refinancing oﬁportunities.

Remaining funds would be used for general corporate purposes that may
include, but not be limited to, simplification of Southern Union's capital structure,
investments in new technologies to provide quality service to Southern Union’s

customers, development of related energy businesses or expansion opportunities in

the gas distribution business.



Southern Union, from time to time, may issue instruments of guaranty,
collateralized debt and other obligations, issue securities and arrange for the
issuance of letters of credit and guaranties by or on behalf of itself or of one or more
of its subsidiaries or affiliates.

Southern Union will require short-term borrowing not to exceed $500,000,000
to provide funds for working capital needs, temporary financing of its construction
program and capital commitments, temporary funding of maturing or called long-
term debt or preferred securities, and any other corporate purposes. Southern
Union’s working capital requirements arise largely from the seasonality of its
natural gas business. Southern Union’s borrowing requirements of up to
$500,000,000 will be priced based on LIBOR or the Euro rate and/or the prime
rate of interest, and thus will fluctuate with market conditions.

7. Lawful Object and Purpose

The proposed issues are consistent with the proper performance by Southern
Union of service as a public utility, will better enable Southern Union to perform
that service, and are necessary and appropriate for such purpose and/or other
corporate purposes.

8. Counsel Passing On Legality of the Proposed Issues

The counsel that will pass on the legality of the proposed issues is:

Fleischman and Walsh, L.L.P.

Suite 600

1400 Sixteenth Street, N.W.
Washington, D.C. 20036

Attention: Stephen A, Bouchard, Esq.
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PART I

ITEM 1. Business.

Introduction

Southern Union Company (Southern Union and tegether with its subsidiaries, the Company) was incorporated under
the laws of the State of Delaware in 1932. Southern Union is one of the top ten natural gas utilities in the United
States, as measured by number of customers. The Company's principal line of business is the distribution of natural
gas as a public utility through its operating divisions principally in Texas, Missouri, Florida, Pennsylvania since
November 1989, and Rhode island and Massachusetts effective with three acquisitions completed in September
2000 (see Acquisitions Subsequent o Year-End).

Southern Union Gas, headquartered in Austin, Texas, serves approximately 523,000 customers in Texas (including
Austin, Brownsville, El Paso, Galvestan, Harlingen, McAllen and Port Arthur). Missouri Gas Energy, headquartered
in Kansas City, Missouri, serves approximately 491,000 customers in central and western Missouri (including Kansas
City, St. Joseph, Joplin and Monett). PG Energy, headquartered in Wilkes-Barre, Pennsylvania, serves approxi-
mately 154,000 customers in northeastern and central Pennsylvania (including Wilkes-Barre, Scranton and
Williamsport). SFNG, headquartered in New Smyrna Beach, Florida, serves approximately 5,000 customers in
central Florida {including New Smyrna Beach, Edgewater and areas of Volusia County, Florida.) With the acquisition
of Providence Energy Corporation, Valley Resources, Inc. and Fall River Gas Company in September 2000
(collectively hereafter referred to as the New England Division), the Company now serves approximately 286,000
customers in Rhode Island and Massachusetts (including Providence, Newport and Cumberland, Rhode Istand and
Fall River, North Attleboro and Somerset, Massachusetts.) This diverse geographic area of the Company's natural
gas distribution systems should reduce the overall sensitivity of Southern Union's operations to weather risk and local
economic conditions.

Pennsylvania Enterprises, Inc. Acquisition

On November 4, 1999, the Company acquired Pennsylvania Enterprises, Inc. (hereafter referred to as the
Pennsyivania Operations) for approximately 16.7 million pre-stock dividend shares of Southern Union common stock
and approximately $36 million in cash plus the assumption of approximately $115 million in long-term debt. The
acquisition was accounted for using the purchase method. The income from the acquired Pennsylvania Operations
is consolidated with the Company beginning on November 4, 1999. Thus, the resuits of operations for the year ended
June 30, 2000 are not comparable to prior periods. PG Energy, the regulated gas utility within the Pennsylvania
Operations, is a division of the Company serving approximately 154,000 customers in northeastern and centrat
Pennsylvania. Other subsidiaries ofthe Company acquired in the acquisition of the Pennsylvania Cperations include
PG Energy Services Inc., (Energy Services}, PEI Power Corparation {PEl Power), and Theta Land Corporation.
Theta Land Corporation, which was engaged in the sale of property for residential and commercial development,
was sold for $12.1 million in January 2000. Through Energy Services, the Company markets a diversified range of
energy-related products and services under the name PG Energy PowerPlus, principally in northeastern and central
Pennsylvania. Through PE] Power, an exempt wholesale generator (within the meaning of the Public Utiiity Holding
Company Act of 1935), the Company generates and sells electricity in Pennsyivania and surrounding states. Also
included in the acquisition of the Pennsyivania Operations was Keystone Pipeline Services, Inc. (Keystone, a wholly-
owned subsidiary of Energy Services), Keystone is engaged primarily in the construction, maintenance and
rehabititation of natural gas distribution pipelines. Concurrent with the acquisition, the Company decided to dispose
of Keystone and the propane operations of Energy Services; these operations are not material to the Company.

Acquisitions Subsequent to Year-End

On September 20, 2000, Southern Union completed the acquisition of Valley Resources, Inc. (Valley Resources) for
approximately $125 million in cash plus the assumption of $30 million in long-term debt. Valley Resources is
engaged in natural gas distribution operating as Valley Gas Company and Bristol and Warren Gas Company which
are now included as part of the New England Division of Southern Union. The non-utility subsidiaries of Valley




Resources are now subsidiaries of Southern Union. Valley Resources, which is headquartered in Cumberiand, Rhode
Island, provides natural gas utility service to more than 64,000 customers within a 92 square mile area in the
northeastern portion of Rhode Istand that has a population of approximately 250,000 and an approximately 15 square
mile area in the eastern portion of Rhode island that has a population of approximately 35.000. The non-utility
subsidiaries rent and sell appliances, offer a service contract program, sel! liquid propane in Rhode [sland and nearby
Massachusetts, and distribute as a wholesaler franchised lines to plumbing and heating contractors. Included in the
acquisition was Valley Resources' 90% interest in Alternate Energy Corporation, which sells, installs and designs
natural gas conversion systems and facilities, is an authorized representative of the ONSI Corporation fue! cell, holds
patents for a natural gas/diesel co-firing system and for a device to control the flow of fuel on dual-fuel equipment.

On September 28, 2000, Southern Union completed the acquisition of Providence Energy Corporation (ProvEnergy)
for approximately $270 million in cash plus the assumption of $9C million in long-term debt. The ProvEnergy natural
gas distribution operations are Providence Gas and North Attleboro Gas. Providence Gas serves approximately
168,000 natural gas customers in Providence and Newport, Rhode Istand, and 23 other cities and towns in Rhode
Island and Massachusetts. North Attleboro Gas serves approximately 6,000 customers in North Attleboro and
Plainville, Massachusetts, towns adjacent to the nattheastern Rhode Island border. The ProvEnergy utility service
territories encompass approximatety 760 square miles with a population of approximately 850,000. These operations
are also now included as part of the New England Division of the Company. Subsidiaries of the Company acquired
in the ProvEnergy merger are ProvEnergy Cil Enterprises, Inc., Providence Energy Services, Inc., and ProvEnergy
Power Company, LLC. ProvEnergy Cil Enterprises, Inc. operates a fuel ail distribution business through its
subsidiary. ProvEnergy Fuels, Inc. (ProvEnergy Fuels). ProvEnergy Fuels serves over 14,000 residential and
commercial customers in Rhode Island and Massachusetts. Providence Energy Services, Inc., whose operations
are planned to he sold, markets natural gas and energy services throughout New England. ProvEnergy Power
Company owns 50% of Capital Center Energy Company, LLC., a joint venture formed between ProvEnergy and ER!
Services, Inc. to provide retail power.

Also on September 28, 2000, Southern Union completed the acquisition of Fall River Gas Company (Fall River Gas)
for approxirnately 1.5 million shares of Southemn Union common stock and approximately $27 miilion in cash plus
assumption of $20 million in long-term debt. Also now included as a part of the New England Division of the
Company, Fall River Gas serves approximately 48,000 customers in the city of Fall River and the towns of Somerset,
Swansea and Westpont, all located in southeastern Massachusetts. Fall River Gas' non-regulated subsidiary, Fall
River Gas Appliance Company, Inc., is now a subsidiary of Southern Union. Headquartered in Fall River,
Massachusetts, Fall River Gas Appliance Company, Inc., rents water heaters and conversion burners (primarily for
residential use) in Fall River Gas' service area.

The aforementioned acquisitions subsequent to year-end will be accounted for under the purchase method.
Company Operations

The Company's principal fine of business is the distribution of natural gas through its Southern Union Gas, Missouri
Gas Energy, PG Energy, and SFNG divisions, and, effective with the September 2000 acquisitions, its New England
Division. {See Acquisitions Subsequent fo Year-End) . The Company's gas utility operations are generaily seasonal
in nature, with a significant percentage of its annual revenues and earnings occurring in the traditional winter heating
season. As such, the Company is a sales and market-driven energy company whose management is commitied to
achieving profitable growth of its utility businesses in an increasingly competitive business environment and
partnering with companies which complement Southern Union's existing customer service and core utility business.
Management's strategies for achieving these objectives principally consist of: (i) promoting new sales opportunities
and markets for natural gas; (ii) enhancing financial and operating performance; (i) expanding the Company through
development of existing utility businesses and selective acquisition of new utility businesses; and (iv) seiective
investments in complementary businesses. Management develops and continually evaluates these strategies and
their implementation by applying their experience and expertise in analyzing the energy industry, technological
advances, market opportunities and general business trends. Each of these strategies, as implemented throughout
the Company's existing businesses, reflects the Company's commitment to its core natural gas utility business.

The Company may consider, when appropriate and if financially practicable to pursue, the acquisition of other utility
distribution or transmission businesses. The nature and location of any such properties, the structure of any such
acquisitions, and the method of financing any such expansion or growth will be determined by management and the




Southern Union Board of Directors. See Management's Discussion and Analysis of Results of Operations and
Financial Condition (MD&A) -- Cautionary Statement Regarding Forward-Locking Information.

Subsidiaries of Southern Union have been established to support and expand natural gas sales and other energy
sales and to capitalize on the Company's energy expertise. These subsidiaries market natural gas and electricity
to end-users, operate natural gas pipeline systems, generate electricity, distribute propane and sell commercial gas
air conditioning and other gas-fired engine-driven applications. The Company distributes propane to 7,500, 2,000
and 1,000 customers in Texas, Pennsylvania and Florida, respectively. With the subsequent acquisition of the
companies in New England, the Company will now also serve 14,000 and 3,700 fuel oil and propane customers,
respectively, in Rhode Island and Massachusetts. Additionally, certain subsidiaries own or hold interests in real
estate and other assets, which are primarily used in the Company's utility business. Central to all of the Company's
present businesses and strategies is the sale and transportation of natura! gas.

Southern Union Energy International, Inc. (SUEI) and Southern Union Intemational investments, Inc. (Investments),
both wholly-owned subsidiaries of Scuthern Union, participate in energy-related projecis internationally. Energia
Estrella del Sur, S. A. de C, V. (Estrella), a wholly-owned Mexican subsidiary of SUEI and Investments, seeks 1o
participate in energy-related projects in Mexico. Estrella has a 43% equity ownership in a natural gas distribution
company, along with other related operations, which currently serves 22,000 customers in Piedras Negras, Mexico,
across the border from Southern Union Gas' Eagle Pass, Texas service area.

Mercado Gas Services Inc. (Mercado), a wholly-owned subsidiary of Southern Union, markets natural gas to com-
mercial and industrial customers. Mercado's sales and purchasing activities are made through short-term and long-
term contracts. These contracts and business activities are not subject to direct rate regulation.

Southern Transmission Company (STC), a wholly-owned subsidiary of Southern Union, owns and operates 165.3
miles of intrastate pipeline that serves commercial, industrial and utility customers in ceatral, south and coastal
Texas.

Nortefio Pipeline Company (Nortefio), a wholly-owned subsidiary of Southern Union, owns and operates interstate
pipelines that serve the gas distribution properties of Southern Union Gas and the Public Service Company of New
Mexico. Nortefio also transports gas through its interstate network to the country of Mexico for Pemex Gas y
Petroquimica Basica (PEMEX).

SUPro Energy Company (SUPro), a wholly-owned subsidiary of Southern Union, provides propane gas services to
customers located principally in Austin, El Paso and Alpine, Texas as well as Las Cruces, New Mexico and
surrounding communities.

Attantic Gas Corporation, a wholly-owned subsidiary of Southern Union, provides propane gas servicas to 1,000 cus-
tomers located in and around the communities of New Symrna Beach, Lauderhiil and Dunnellon, Florida. Atlantic
Gas Corporation sold 1,193,000 and 1,348,000 gallons of propane for the year ended June 30, 2000 and 1999,
respectively.

PG Energy Services Inc. (Energy Services), a wholly-owned subsidiary of Southern Union, markets a broad array
of energy and energy-related products and services under the name PG Energy PowerPlus, Presently, PG Energy
PowerPlus offers the sale of natural gas and electricity to 17,000 residential, commercial and industrial users
primarity in central and northeastern Pennsylvania; and the inspection, maintenance and servicing of residential and
small commercial gas-fired equipment.

PEI Power Corporation (Power Corp.), a wholly-owned subsidiary of Southern Union, an exempt wholesale generator
(within the meaning of the Public Utility Holding Company Act of 1935), generates and selis electricity provided by
a cogeneration facility it acquired in November 1997. This 25-megawatt facility, located in Archbald, Pennsylvania,
is fueled by a combination of natural gas and methane recovered from a nearby landfill.

Southern Union Total Energy Systems, Inc., a wholly-owned subsidiary of Southern Union, markets and sells gas-
fired engine-driven applications and related services to the industrial and commercial marketplace.




See Acquisitions Subsequent to Year-End for a description of other subsidiaries subsequently acquired in the
acquisitions of ProvEnergy, Valley Resources and Fall River Gas.

The Company also holds investments in commercially developed real estate in Austin, EI Paso, Harlingen and
Kansas City through Southern Union's wholly-owned subsidiary, Lavaca Realty Company (Lavaca Realty).
Additionally, through the acquisition of the Pennsylvania Operations, the Company has investments in several tracts
of land, certain of which is being prepared for development, situated in northeastern Pennsylvania, primarily
Lackawanna County. Depending upon market conditions the Company may sell certain of these investments from
time to time.

Southern Union's strategy for long-term growth includes acquiring the right assets that will position the Company
favorably in an evolving competitive marketplace. The Pennsylvania Operations acquisition, which closed in
November 1999, provides Southern Union with a strong presence in the attractive northeastern market. In addition,
the acquisitions of Fall River Gas, ProvEnergy and Valley Resources compieted subsequent to year-end have further
expanded Southern Union's territory into New England. These four acquisitions also provide geographic and weather
diversity to the Company's service areas. Within the past several years, the Company's growth strategy also has
resulted in Southern Union expanding its gas service into Mexico in a service area adjacent to Southern Union Gas,
and Florida. Going forward, Southern Union may consider other acquisitions which will financially enhance growth
and take advantage of future market opportunities.

The information about the Company in the remainder of ftem 1 -- Business does not include information related to
Fall River Gas, ProvEnergy or VValley Resources, the companies acquired subsequentto year-end. (See Acquisitions
Subsequent to Year-End.)

Company Investments

Southern Union's culture promotes independent thinking and encourages innavation. Southern Union is involved
in several strategic projects.

Over the past several years, the Company acquired an equity interest in Capstone Turbine Corporation (Capstone).
This company has developed a microturbine fueled by natural gas or propane that produces electricity and creates
less pollution than conventional systems. The refrigerator-sized microturbine unit can efficiently provide nearly 30
kilowatts of electricity to a small business. Additionally, this technology is highly reliable and requires low mainte-
nance. The Company's cost basis in Capstone is $10,625,000. In tate June 2000, Capstone completed its initial
public offering (IPO). As of June 30, 2000 and August 31, 2000, the vaiue of the Company's investment on Capstone
was $187,817,000 and $384,753,000, respectively, based on the closing prices for Capstone shares on those days.

Southemn Union also holds a $2,586,000 equity interest in PointServe, inc. (PointServe) a business-to-business online
scheduling solution for Internet portals seeking to enrich the consumer value of their site, and service industries
seeking to hamess the power of the Internet. Patent-pending, online scheduling technology should enabie service
providers to spend less and earn more by creating accountability of marketing dollars, increasing operational
efficiencies, and increasing customer satisfaction and loyaity. PointServe technology is intended to allow consumers
to "wait less and do mare" by making it easier to find, select and schedule a service provider.

Southern Union has a $3,000,000 equity interest in Servana.com, Inc. (Servana). Based in Austin, Texas Servana
partners with utility companies to deliver comprehensive e-commerce solutions to the customer's home. The
company is positioning itself to become the dominant utility-based home-service portal, leveraging the utiiity's brand
identity and prominence in local markeis. For example, a new resident who moves to Austin, Texas and needs to
establish gas service will be able to access Southern Union's website, schedule service through PointServe, and
register for a variety of other services (i.e., electric, pest control, lawn service, etc.).

As of June 30, 2000, Southern Union had a $2,000,000 equity interest in Advent Networks, Inc. (Advent), head-
quartered in Austin, Texas. Southern Union intends to make an additional investment of up to approximately
$2,500,000 in Advent this Fall. Advent is developing a next generation UltraBand™ platform, which is expected to
deliver digital broadband services 50 times faster than digital subscriber lines (DSL) or cable modems, and 1,000
times faster than dial-up modems, over the "last mile", UltraBand™ shouid provide cable network cverbuilders a




competitive advantage with its capability to deliver content at a quality and speed that cannot be provided over cable
modem. Beta testing of UltraBand ™ is expected in Spring 2001 in Missouri Gas Energy’s Kansas City service area.

Competition

Natural gas distribution has been evolving from a highly regulated environment to one where competition and
custamer choice is being promoted. The restructuring of natural gas distribution began in the 1990's when the
Federal Energy Regulatory Commission (FERC) required interstate pipeline companies to separate, or unbundle,
the merchant function of selling natural gas from the transportation and storage services they provide and offer those
services to end users on the same terms as local distribution companies. As a result, certain large volume custo-
mers, primarily industrial and significant commercial customers, have had opportunities to access alternative natural
gas supplies and, in some instances, delivery service from other pipeline systems. The Company has offered trans-
portation arrangements to customers who secure their own gas supplies. These transportation arrangements,
coupled with the efforts of Southern Union's unregulated marketing subsidiaries, enable the Company to provide
competitively priced gas service to these large volume customers. In addilion, the Company has successfully used
flexible rate provisions, when needed, to retain customers who may have access to aiternative energy sources.

As energy providers, Southern Union Gas, Missouri Gas Energy, PG Energy and SFNG have historically competed
with altemmative energy sources, particutarly electricity and also propane, coal, natural gas liquids and other refined
products available in the Company's service areas. At present rates, the cost of electricity to residential and
commerciai customers in the Company's secvice areas generally is higher than the effective cost of natural gas
service. There can be no assurance, however, that future fluctuations in gas and electric costs will not reduce the
cost advantage of natural gas service. The cost of expansion for peak isad requirements of electricity in some of
Southern Union Gas' and Missouri Gas Energy’s service areas has historically provided opportunities to allow energy
switching to natural gas pursuant to integrated resource planning techniques. Electric competition has responded
by offering equipment rebates and incentive rates.

Competitian hetween the use of fuel cils, natural gas and propane, particularly by industrial, electric generation and
agricultural customers, has also increased due to the voiatility of natural gas prices and increased marketing efforts
from various energy companies. in order to be more competitive with certain alternate fuels in Pennsylvania, PG
Energy offers an Alternate Fuel Rate for eligible customers. This rate applies to large commercial and industrial
accounts that have the capability of using fuel oils or propane as alternate sources of energy. \Whenever the cost
of such alternate fuel drops below the cost of natural gas at PG Energy's normal tariff rates, PG Energy is permitted
by the Pennsylvania Public Utility Commission (PPUC) to lower its price to these customers so that PG Energy can
remain competitive with the alternate fuel. However, in no instance may PG Energy sell gas under this special
arrangement for less than its average commodity cost of gas purchased during the month. While competition be-
tween such fuels is generally more in Pennsylvania than the Company's other service areas, this competition affects
the nationwide market for natural gas. Additionally, the general economic conditions in the Company's service areas
continue to affect certain customers and market areas, thus impacting the results of the Company's operations.

The Company’s gas distribution divisions are not currently in significant direct competition with any other distributors
of natural gas to residential and small commercial customers within their service areas, other than in Peansylvania.
In 1999, the Commonwealth of Pennsylvania enacted the Natural Gas Choice and Competition Act, which extended
the ability to choose suppliers to small commercial and residential customers as well. In accordance with the
provisions of the legislation, PG Energy submitted a restructuring plan to the PPUC on August 2, 1989. This plan
describes the ferms and conditions, including the tariffs, by which PG Energy proposed to offer unbundled
transportation service and the rules alternate natural gas suppliers must foltow to operate on PG Energy’s distribution
system. Following extensive review and negotiations by PG Energy and various interested stakeholders, including
representatives of the PPUC, a Settlement Agreement was reached in November 1999. PG Energy fiied revised
tariffs in accardance with the Settlement Agreement on February 1, 2000 for PPUC review and approval. Based
upon the legislation, the Settlement Agreement and the tariffs as filed, PG Energy does not believe any significant
amount of transition costs will be incurred and that any transition costs that are incurred wili generaily be recoverable
through rates or other customer charges.

Following PPUC review, PG Energy filed final tariffs, with madifications, on April 28, 2000. Effective April 29, 2000,
all of PG Energy’s customers have the ability to select an alternate supplier of natural gas, which PG Energy will
continue to deliver through its distribution system. Customers can also choose to remain with PG Energy as their




supplier under regulated natural gas rates. In either case, PG Energy serves as the suppiier of last resort. To date,
few small commercial and residential customers have switched due to the lack of supplier offers that provide any
savings over PG Energy’s current regulated gas rates. The natural gas industry is currently experiencing higher than
normal wholesale prices for natural gas, which is preventing suppliers from offering competitive rates. However, the
number of supplier offers and the occurrence of customers switching supptiers may likely increase as the wholesale
market moderates over time and PG Energy's reguiated rates are adjusted to reflect the market.

Gas Supply

The historically low cost of natural gas service is dependent upon the Company's ability to contract for natural gas
using favorable mixes of long-term and short-term supply arrangements and favorable transportation contracts. The
Company has been directly acquiring its gas supplies since the mid-1980s when interstate pipeline systems opened
their systems for transportation service. The Company has the organization, personnel and equipment necessary
to dispatch and monitor gas volumes on a daily, hourly and even a real-time basis to ensure reliable service to custo-
mers.

The FERC required the "unbundling” of services offered by interstate pipeline companies beginning in 1992. As a
result, gas purchasing and transportation decisions and associated risks have been shifted from the pipeline com-
panies to the gas distributors. The increased demands on distributors to effectively manage their gas supply in an
environment of volatile gas prices provides an advantage to distribution companies such as Southern Union who
have demaonstrated a history of contracting favorable and efficient gas supply arrangements in an open market
system.

The majority of Southern Union Gas' 2000 gas requirements for utility operations were delivered under short- and
long-term transporntation contracts through five major pipeline companies. The majority of Missouri Gas Energy’s
2000 gas requirements were delivered under short- and long-term transportation contracts through four major pipeline
companies. The majority of PG Energy's 2000 gas requirements were deiivered under short- and long-term
transportation contracts through four major pipeline companies. The majority of SFNG's 2000 gas requirements were
delivered under a management supply contract through one major pipeiine company. These contracts have various
expiration dates ranging from calendar year 2000 through 2018. Southern Union Gas also purchases significant
volumes of gas under long- and short-term arrangements with suppliers. The amounts of such short-term purchases
are contingent upon price. Southern Union Gas, Missouri Gas Energy and SFNG all have firm supply commitments
for ail areas that are supplied with gas purchased under short-term arrangements. Missouri Gas Energy also holds
contract rights to over 16 Bef of storage capacity and PG Energy holds contract rights to over 11 Bef of storage
capacity to assist in meeting peak demands.

Due to the operation of purchase gas adjustment (PGA) clauses, gas purchase costs generally do not directly affect
earnings of our regulated utility operations. However, the Company's unregulated gas marketing operations are
subject to price risk related to fixed price sales commitments that are not matched with corresponding fixed price
purchase agreements. At June 30, 2000, the Company had fixed-price sales commitments with various customers
that provide for the delivery of approximately 1,922,201 Dekatherms of natural gas through April 2001 at an average
sales price per Dekatherm of $3.00. The Company has exposure to the changes in gas prices related to fluctuating
commodity prices, which can impact the Company's financial position or results of operations, either favorably or
unfavorably. The Company's open positions are actively managed, and the impact of changing prices on the
Company's financial position at a point in time is not necessarily indicative of the impact of price movements
throughout the year.

Gas sales and/or transportation contracts with interruption provisions, whereby large volume users purchase gas with
the understanding that they may be forced to shut down or switch to alternate sources of energy at times when the
gas is needed for higher priority customers, have been utilized for load management by Southern Union and the gas
industry as a whole. In addition, during times of special supply problems, curtailments of deliveries to customers with
firm contracts may be made in accordance with guidelines established by appropriate federal and state regulatory
agencies. There have been no suppiy-related curtailments of deliveries to Southern Union Gas, Missouri Gas
Energy, PG Energy or SFNG utility sales customers during the last ten years except for one instance relating to PG
Energy in January 1997.




The Company is committed under various agreements to purchase certain quantities of gasin the future. AtJune 30,
2000, the Company has purchase commitments for certain quantities of gas at variable, market-based prices that
have an annual value of $113,666,000. The Company's purchase commitments may extend over a period of several
years depending upon when the required quantity is purchased. The Company has purchase gas tariffs in effect for
all its utility service areas that provide for recovery of its purchase gas costs under defined methodologies.

in August 1997, the Missouri Public Service Commission (MPSC) issued an order authorizing Missouri Gas Energy
to begin making semi-annual PGAs in November and April, instead of more frequent adjustments as previously
made. Additionally, the order authorized Missouri Gas Energy to establish an Experimental Price Stabilization Fund
for purposes of procuring natural gas financial instruments to hedge a minimal portion of its gas purchase costs for
the winter heating season. The cost of purchasing these financial instruments and any gains derived from such
activities are passed on to the Missouri customers through the PGA. Accordingly, there is no earnings impact as a
result of the use of these financialinstruments, These procedures help stabilize the manthly heating bills for Missouri
customers. The Company believes it bears minimal risk under the authorized transactions.

The MPSC approved a three year, experimentai gas supply incentive plan for Missouri Gas Energy effective July 1,
1996. Under the plan, the Company and Missouri Gas Energy's customers shared in certain savings below
benchmark levels of gas costs achieved as a result of the Company's gas procurement activities. Likewise, if natural
gas was acquired above benchmark levels, both the Company and customers shared in such costs. For the years
ended June 30, 1999 and 1998, the incentive plan achieved a reduction of overall gas costs of $6,900,000 and
$9,200,000, respectively, resulting in savings to Missouri customers of $4,000,000 and $5,100,000, respectively.
The Company recorded revenues of $2,900,000 and $4,100,000 in 1999 and 1998, respectively, under this ptan.
Missouri Gas Energy received authorization from the MPSC for a new gas supply incentive plan that became
effective August 31, 2000. Earnings under the plan are primarily dependent on market prices for natural gas
declining to certain preauthorized levels which are now below current market prices. There is no assurance that the
Company will have an opportunity to generate earnings under this aspect of the plan during fiscal 2001,

Utility Regulation and Rates

The Company's rates and operations are subject to regulation by locai, state and federal authorities. In Texas,
municipalities have primary jurisdiction over natural gas rates within their respective incorporated areas. Rates in
adjacent environs and appeliate matters are the responsibility of the Railroad Commission of Texas (RRC). In
Missouri, naturat gas rates are established by the MPSC on a system-wide basis. In Pennsylvania, natural gas rates
for PG Energy are approved by the PPUC on a system-wide basis. In Florida, natural gas rates are established by
the Florida Public Service Commission on a system-wide basis, The FERC has jurisdiction over rates, facilities and
services of Nortefio and Power Corp., and the RRC has jurisdiction over STC,

The Company holds non-exclusive franchises with varying expiration dates in all incorporated communities where
it is necessary to carry on its business as it is now being conducted. Kansas City, Missouri; El Paso, Texas; Austin,
Texas; Port Arthur, Texas; and St. Joseph, Missouri are the five largest cities in which the Company's utility cus-
tomers are located. The franchises in the following cities expire as follows: El Paso, Texas in 2030; Austin, Texas
in 20086; Port Arthur, Texas in 2013; and Kansas City, Missouri in 2010. The Company fully expects these franchises
to be renewed upon their expiration. The franchise in St. Joseph, Missouri is perpetual.

Gas service rates are established by regulatory authorities to permit utilities the opportunity to recover operating,
administrative and financing costs, and the oppartunity to earn a reasonable return on equity. Gas costs are billed
to customers through PGA clauses which permit the Company to adjust its sales price as the cost of purchased gas
changes. This is important because the cost of natural gas accounts for a significant portion of the Company's total
expenses. The appropriate regulatory authority must receive notice of such adjustments prior to billing implementa-
tion.

Other than in Pennsylvania, the Company supports any service rate changes to its regulators using a historic test
year of operating resuits adjusted to normal conditions and for any known and measurable revenue or expense
changes. Because the regulatory process has certain inherent time delays, rate orders may not reflect the operating
costs at the time new rates are put into effect. In Pennsylvania, a future test year is utilized for ratemaking purposes,

therefore, there is no delay and rate orders more closely reflect the operating costs at the time new rates are put into
effect.




The monthly customer bili contains a fixed service charge, a usage charge for service to deliver gas, and a charge
for the amount of natural gas used. While the monthly fixed charge provides an even revenue stream, the usage
charge increases the Company's annual revenue and earnings in the traditional heating load months when usage
of natural gas increases. In recent years, the rmajority of the Company's rate increases in Texas have resulted in
increased monthly fixed charges which help stabitize earnings. Weather normalization clauses, in place in the City
of Austin, El Paso environs, Galveston, Port Arthur and two other service areas in Texas, also help stabilize earnings.

On April 3, 2000, PG Energy filed an application with the PPUC seeking an increase in its base rates designed to
produce $17,900,000 in additional annual revenues, to be effective June 2, 2000. On May 11, 2000, the PPUC
suspended this rate increase request for seven months, until January 2, 2001, in order to investigate the reasonable-
ness of the proposed rates. On August 30, 2000, PG Energy and the principal parties to the base rate proceeding
informed the Administrative Law Judge (ALJ) assigned to the proceeding that a complete settlement of the
proceeding had been reached. The proposed settlement is designed to produce $10,800,000 of additional annual
revenue. The parties are currently in the process of finalizing a Setilement Agreement and Joint Petition for
Settlement of Rate Investigation (the Settlernent Petition) which will be filed with the ALJ upon its completion. The
Settlement Petition wili request PPUC approval for the rate increase to become effective on January 1, 2001. Itis
not presently possible to determine what action either the ALJ or the PPUC will uitimately take with respect to this
rate increase request or the Settlement Petition.

On October 18, 1999, Southern Union Gas filed a $1,696,000 rate increase request for the El Paso service area with
the City of El Paso. In February 2000, the City of El Paso approved a $6850,000 revenue increase, and an improved
rate design that collects a greater portion of the Company's revenue stream from the monthly customer charge.
Additionally, the City of El Paso approved a new 30-year franchise for Southern Union Gas.

On August 21, 1898, Missouri Gas Energy was notified by the MPSC of its decision to grant a $13,300,200 annual
increase to revenue effective on September 2, 1998, which is primarily earned volumetrically. The MPSC rate order
reflected a 10.93% return on common equity. The rate order, however, disallowed certain previously recorded
deferred costs requiring a non-cash write-off of $2,221,000. The Company recorded this charge 1o earnings in its
fiscal year ended June 30, 1998. On December 8, 1998, the MPSC denied rehearing requests made by alt parties
other than Missouri Gas Energy and granted a portion of Missouri Gas Energy's rehearing request. On June 15,
2000, the MPSC ruled that it would not rehear or reconsider its decision on one issue valued at $1,500,000. if the
MPSC adopts Missouri Gas Energy’s positions on rehearing, then Missouri Gas Energy would be authorized an
additional $700,000 of base revenues increasing the $13,300,000 initially authorized in its August 21, 1998 arder to
$14,000,000. The MPSC is expected to rule on this rehearing in October 2000. The MPSC'’s orders may be subject
to judicial review and although certain parties may argue for a reduction in Missouri Gas Energy’'s authorized base
revenue increase on judicial review, Missouri Gas Energy expects such arguments to be unsuccessful.

On April 13, 1998, Southern Union Gas filed a $2,228,000 request for a rate increase from the city of El Paso, a
request the city subsequently denied. On Aprit 21, 1998, the city council of El Paso voted to reduce the Company’s
rates by $1,570,000 annually and to order a one-time cost of gas refund of $475,000. On May 21, 1988, Southern
Union Gas filed with the RRC an appeal of the city of El Paso’s actions to reduce the Company's rates and require
a one-time cost of gas refund. On December 21, 1998, the RRC issued its order implementing an $884,00C one-time
cost of gas refund and a $99,000 base rate reduction. The cost of gas refund was completed in February 1999.

On January 22, 1997, Missouri Gas Energy was notified by the MPSC of its decision to grant an $8,847,000 annual
increase to revenue effective on February 1, 1997. Pursuant 1o a 1889 MPSC order, Missouri Gas Energy is
engaged in a major gas safety program in its service area (Missouri Safety Program). [n connection with this pro-
gram, the MPSC issued an accounting authority order (AAQ) in Case No, GO-82-234 in 1994 which authorized
Missouri Gas Energy to defer depreciation expenses, property taxes and carrying costs at a rate of 10.54% on the
costs incurred in the Missouri Safety Program. This AAO was consistent with those which were issued by the MPSC
from 1990 to 1993 to Missouri Gas Energy’s prior owner. The MPSC rate order of January 22, 1997, however, retro-
actively reduced the carrying cost rate applied by the Company on the expenditures incurred on the Missouri Safety
Program since early 1994 to an Allowance for Funds Used During Construction (AFUDC) rate of approximately 6%.
The Company filed an appeal of that portion of the rate order in the Missouri State Court of Appeals, Westemn District.
On August 18, 1998, the Missouri State Court of Appeals denied the Company's appeal resulting in a one-time non-
cash write-off of $5,942 000 of previously recorded deferred costs which was recorded as of June 30, 1998. The
Company believes that the inconsistent treatment by the MPSC in subsequently changing to the AFUDC rate from




the previously ordered 10.54% rate constitutes retroactive ratemaking. Unfortunately, the decision by the Missouri
State Court of Appeals failed to address certain specific language within the 1994 AAO that the Company believed
prevented the MPSC from retroactively changing the carrying cost rate. Southern Union requested transfer to the
Missouri Supreme Court, but was denied that request.

The approval of the January 31, 1994 acquisition of the Missouri properties by the MPSC was subject to the terms
of a stiputation and settiement agreement, which, among other things, requires Missouri Gas Energy to reduce rate
base by $30,000,000 (amortized over a ten-year period on a straight-line basis) to compensate rate payers for rate
base reductions that were eliminated as a result of the acquisition.

During the three-year period ended June 30, 2000, the Company did not file for any other rate increases in any of
its major service areas, although several annual cost of service adjustments were fiied.

In addition o the regulation of its utility and pipeline businesses, the Company is affected by numerous other regula-
tory controls, including, among athers, pipefine safety requirements of the United States Department of Transporta-
tion, safety reguiations under the Occupational Safety and Health Act, and various state and federal environmental
statutes and regulations. The Company believes that its operations are in compliance with applicable safety and
environmental statutes and regulations.

Environmental

The Company is investigating the possibility that the Company or predecessor companies may have been associated
with Manufactured Gas Plant (MGP) sites in its former service territories, principally in Arizana and New Mexico, and
present service territories in Texas, Missour and its newly acquired service territories in Pennsylvania. While the
Company's evaijuation of these Texas, Missouri, Arizona, New Mexico and Pennsylvania MGP siles is in its prelimi-
nary stages, it is likely that some compliance costs may be identified and become subject to reasonable quantifica-
tion. See MD&A -- Cautionary Statement Regarding Forward-Looking Information and Commitments and
Contingencies in the Notes to the Consolidated Financial Statements.

investments in Real Estate

Lavaca Realty owns a commercially developed tract of fand in the central business district of Austin, Texas, con-
taining a combined 11-story office building, parking garage and drive-through bank (Lavaca Plaza). Approximately
52% of the office space at Lavaca Plaza is used in the Company's business while the remainder is leased to non-
affiliated entities. Lavaca Realty also owns a two-story office building in El Paso, Texas as well as a one-story office
building in Harlingen, Texas. Other significant real estate investments held at June 30, 2000 include 39,341 square
feet of undeveioped land in McAllen, Texas and 25,000 square feet of improved property in Kansas City, Missouri,
of which 40% is occupied by Missouri Gas Energy and the remainder by a non-affiliated entity. Additionally, through
the acquisition of the Pennsylvania Operations, the Company owns several tracts of land, certain of which is being
prepared for development, situated in northeastern Pennsylvania, primarily Lackawanna County. Depending upon
market conditions the Company may sell certain of these investments from time to time.

Employees

As of July 31, 2000, the Company had 2,296 employees, of whom 1,757 are paid on an hourly basis and 539 are paid
on a salary basis. Of the 1,757 hourly paid emplayees, 44% are represented by unions. Of those employees
represented by unions, 68% are employed by Missouri Gas Energy, 29% are employed by PG Energy and 3% by
Southern Union Gas. During fiscal 2000, the Company agreed to a one-year contract and a three-year contract with
bargaining units representing Pennsylvania empioyees, which were effective on April 1, 2000 and August 1, 2000,
respectively, in December 1998, the Company agreed to five-year contracts with each bargaining-unit representing
Missouri employees, which were effective in May 1999.

From time to time the Company may be subject to labor disputes; however, such disputes have not previously dis-
rupted its business. The Company believes that its refations with its employees are good.




Statistics of Principal Utility and Related Operations

The following tqble shows certain operating statistics of the Company's gas distribution divisions with operations in
Texas, Missouri and Pennsylvania, which the Company owned during part or all of the year ended June 30, 2000

Year Ended June 30,

2000 1999 1998
Southern Union Gas:
Average number of gas sales customers served:
Residential .. ... ... . ... . . e 483,220 473,563 485,844
Commercial . ... . .. e 31,860 30,847 29,828
Industrial and irrigation .. ... ... .. ... 253 258 252
Public authoritiesand other . . ... .. ... . ... .. .. . .. . . ... .. 2,862 2,848 2.755
Total average customersserved ... ............ .. ....... 518,195 507,517 498,679
Gas sales in millions of cubic feet (MMcf):
Residential ......... ... . .. . .. . 19,624 19,553 23.217
Commercial ... .. ... . . . e e 8,677 8,539 9,425
Industrial and irrigation .. ........ .. .. L 969 1,082 1,208
Public authorities and other . .. ...... .. ... ... ... . ... . ..... 2377 2,266 2,752
Gassalesbilled . ... ... ... .. ... . 31,547 31,440 36,602
Net change in unbilledgassales ........................... 137 175 82)
Totalgassales .......... ... . . 31,684 31,615 38,520
Weather:
Degree days (A . ..o vt e 1,516 1,576 2,118
Percent of 30-yearmeasure (b) . . ..... ... .. ... L 71% 74% 99%
GastransportedinMMcf .. ... ... L 17,472 16,668 16,535
Missouri Gas Energy:
Average number of gas sales customers served:
Residential . ..... ... ... ... . . . . . . 424,771 418,266 413,703
Commercial . ... ... e 58,323 57,247 57,693
Industrial . ... ... . e 309 313 312
Total average customersserved . ....................... 483 403 475,826 471,708
Gas sales in MMcf:
Residential . ....... ... .. ... ... ... . 34,999 36,578 41,104
Commercial . ... ... e 15,640 16,842 18,705
Industrial . .. ... .. . .. 412 375 400
Gassalesbilled ....... ... . . .. . 51,051 83,795 60,209
Net change in unbilledgassales . .......................... 37 204 35
Totalgassales ........... ..t 51,088 53,999 60,244
Weather:
Degreedays (@) .......... ... ..o 4176 4,438 4,723
Percent of 30-yearmeasure (b) ............... ... .. ... ... 80% 85% 90%
Gastransported in MMcf . .. .. ... .. ... 31,644 31,774 30,165

(a) "Degree days" are a measure of the coldness of the weather experienced. A degree day is equivalent to each degree that the daily
mean temperature for a day falls below 65 degrees Fahrenheit.

(b) Information with respect to weather canditians is provided by the National Oceanic and Atmospheric Administration. Percentages
of 30-year measure are computed based on the weighted average volumes of gas sales billed.
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PG Energy:

Average number of gas sales customers served:

Residential
Commercial

Gas sales in MMcf:
Residentiat
Commercial
Industriai
Public Authorities and Other

Gas sales billed
Net change in unbilled gas sales

Weather:
Degree days (b)
Percent of 30-year measure (c)

Gas transported in MMcf

(a) PG Energy was acquired on November 4, 1993. See Pennsylvania Enterprises, Inc. Acquisition.

..........................................................

..........................................

Total gas sales ... ... e e

...................................................

Eight Months
Ended June 30,

2000{a)

140,019
13,872
209

314
154 414

14,830
4,969
215
213
20,227

—_(314)
19,913

5287
92%

19,403

(b) "Degree days" are a measure of the coldness of the weather expenenced. A degree day is equivalent to each degree that the dany
mean temperature for a day falls below 65 degrees Fahrenheit.

(¢} Inform.aton with respect to weather conditions is provided by the National Cceanic and Atmospheric Administration. Percentages

of 30-year measure are computed based on the weighted average volumes of gas sales billed.
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Customers. The foliowing table shows the number of customers served by the Company, through its divisions,
subsidiaries and affiliates, as of the end of its |ast three fiscal years.

Gas Utility Customers as of June 30,

2000 1999 1998
Southern Union Gas:
Austin and other central and south Texas communities ... ... ... .. 183,872 175,596 173,228
El Paso and other west Texas communities .. .......... .. ..... 187,189 182,516 178,812
Galvestonand Port Arthur . ... . ... ... ... 50,237 50,543 50,673
Panhandle and north Texas communities ..................... 24,584 24728 24,900
Rio Grande Valley communities and EaglePass .. .............. 75,608 75,983 76,840

521,490 5089366 504453

Misscuri Gas Energy:

Kansas City, Missouri Metropolitan Area . .. ... .............. .. 379,804 354,189 348,543
St. Joseph, Joplin, Monettand others ............... ... ... .. 104,432 122883 121,766
484,236 477072 470,309

PG ENEIY .. ittt e e e 154,399 - --
Other (a) . ... . 25,971 24 847 20,874
Total L 1,186,096 1,011,385 995636

(a) Includes Mercado, South Florida Natural Gas, Aflantic Gas Corporation, SUPro Energy Services, PG Energy Services, Inc and 43%
(the Company's equity ownership) of the custamers of a natural gas distribution company serving Piedras Negras, Mexco, in each
case for the year-end in which the Company had such operations or investments.

ITEM 2. Properties.

See item 1, Business, for information concerning the general location and characteristics of the important physical
properties and assets of the Company.

Southern Union Gas has 9,651 miles of mains, 4,428 miles of service lines and 164 miles of transmission lines. STC
and Nortefio have 171 miles and 7 miles, respectively, of transmission lines. Missouri Gas Energy has 7,709 miles
of mains, 5,004 miles of service lines and 47 miles of transmission lines. PG Energy has 2,449 miles of mains, 1,452
miles of service tines and 9 miles of transmission lines. SFNG has 140 miles of mains and 85 miles of service lines,
The Company considers its systems {o be in good condition and weli-maintained, and it has continuing replacement
programs based on historical performance and system surveillance.

Power Corp. owns a 25-megawatt cogeneration facility located in Lackawanna County, Pennsylvania which burns
methane and natural gas. Power Corp. aiso owns a methane recovery facility at a nearby landfili which supplies
methane gas bumed at its cogeneration facility.

The information above does not include Fall River Gas, ProvEnergy or Valley Resources, the companies acquired
subsequent to year-end. (See ltem 1 Business -- Acquisitions Subsequent to Year-End.)

ITEM 3. Legal Proceedings.

See Commitments and Contingencies in the Notes to Consolidated Financial Statements for a discussion of the
Company's legal proceedings. See MD&A -- Cautionary Statement Regarding Forward-Looking information.

ITEM 4. Submission of Matters to a Vote of Security Holders.

There were no matters submitted to a vote of security holders of Southem Union during the quarter ended June 30,
2000.
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PART I

ITEM 5. Market for the Registrant's Common Stock and Related Stockhoider Matters.
Market Information
Southern Union's common stock is traded on the New York Stock Exchange under the symbol “SUG". The high and

low sales prices (adjusted for any stock dividends and stock splits) for shares of Southern Union common stock since
July 1, 1998 are set forth below:

$/Share
High Low

July *to September 15,2000 . ... . . . . $ 2075 % 16.00
(Quarter Ended)

June 30, 2000 ... ... 17.27 14.41

March 31, 2000 . ... 18.16 12.63

December 31, 1999 . ... .. . . . e, 20.00 16.61

September 30, 1999 .. . ... 2066 17.14
(Quarter Ended)

JUNE 30, 1900 20.75 16.78

March 31, 1999 . e e 2211 15.77

December 31, 1908 . .. e e e 2222 16.80

September 30, 1998 . . e 19.33 13.50

Holders

As of August 31, 2000, there were 7,888 holders of record of Southerni Union's common stack. This number does
notinclude persons whose shares are held of record by a bank, brokerage house or clearing agency, but does include
any such bank, brokerage house or clearing agency that is a holder of record.

There were 49,589,799 shares of Southern Union's common stock outstanding on August 31 2000 of which
33,547,896 shares were held by non-affiliates {i.e., not beneficially held by directors, executive officers, their
immediate family members, or holders of 10% or more of shares outstanding).

Dividends

Provisions in certain of Southern Union's long-term debt and its bank credit facilities limit the payment of cash or
asset dividends on capital stock. Under the most restrictive provisions in effect, Southern Union may not declare
or pay any cash or asset dividends on its common stock or acquire or retire any of Southern Union's common stock,
unless no event of default exists and the Company meets certain financiat ratio requirements, which presently are
met.

Southern Union has a policy of reinvesting its earnings in its businesses, rather than paying cash dividends. Since
1994, Southern Union has distributed an annual stock dividend of 5%. There have been no cash dividends on its
common stock during this period. On June 30, 2000, August 6, 1999, December 9, 1998 and December 10, 1997,
the Company distributed its annual 5% cemmon stock dividend to stockholders of record on June 19, 2000, July 23,
1999, November 23, 1998 and Novernber 21, 1997, respectively. A portion of each of the 5% stock dividends
distributed on June 30, 2000, August 6, 1999 and December 9, 1998 was characterized as a distribution of capital
due to the level of the Company'’s retained eamings available for distribution as of the declaration date. On Juty 13,
1998, Southern Union effected a 3-for-2 stock split by distributing a 50% stock dividend to holders of record on
June 30, 1998. The Massachusetts Department of Telecommunications and Energy order approving the Company's
acquisitions of Fall River Gas and ProvEnergy's North Attleboro Gas requires that Southern Union cease distributing
stock dividends because of a Massachusetts law prohibition. Rhode Island law may also restrict Southern Union’s
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ability to distribute stock dividends, or at least require prior regulatory approval. Southern Union intends to seek relief
from or authority under Massachusetts and Rhode Island law, including, if appropriate, legisiative action, in order to
continue distributing its annual stock dividend. Although it hopes to resolve these issues successfuily prior to next
summer, there can be no assurance that Scuthern Union will be able to distribute any stock dividends in the future
including iis next anticipated annual 5% stock dividend in summer 2001.

ITEM 6. Selected Financial Data.

As of and for the Year Ended June 30,

2000(a) 1995(b) 1998(b) 1997 1896
(Restated)
(dollars in thousands, except per share amounts)

Total operating revenues .............. $ 831,704 $ 605231 $ 669 304 $ 717,031 $ 620,391
Earnings from continuing operations (¢) . .. 9,845 10,445 12,229 19,032 20,839
Earnings per common and common share

equivalents (d} .............. ... .. 22 31 .37 .59 65
Totalassets . ............... . ....... 2,021,460 1,087,348 1,047,764 990,403 964,460
Common stockholders' equity . . ......... 734,647 301,058 296,834 267 462 245,915

Short-term debt and capital lease

obligation ....................... 2,193 2,066 1,777 687 615

Long-term debt and capital lease

obligation, exciuding current portion .. 733,774 390,931 406,407 386,157 385,394

Company-obligated mandatorily

redeemabie preferred securities of
subsidiary trust . .............. ... 100,000 100,000 100,000 100,000 100,000

Average customers served .. ... ... ... .. 1,132,699 988 476 979,186 955,838 952 934

(a)

(b)

(d)

The Pennsylvania Operations were acquired on Navember 4, 1999 and were accounted for as a purchase. The Pennsylvania
Operations’ assets were included in the Company's consolidated balance sheet at June 30, 2000 and its results of operations have
been inciuded in the Company's consolidated results of operations since November 4, 1999. For these reasons, the consolidated
resuits of operations of the Company for the periods subsequent to the acquisition are not comparable to the same periods in prior
years.

On December 31, 1997, Southern Union acquired Atiantic for 755,650 pre-split and pre-stock dividend shares of common stock
valued at $18,041,000 and cash of $4,436,000.

In March 2001, the Campany discovered unauthorized financial derivative energy trading activity by a non-reguiated, whoily-owned
subsidiary. All such transactions were subseguently closed in April 2001, resuiting in a cumulative cash expense of $191,000, net
of tax, As of June 30, 2000 the related contracts were marked to market resuiting 1n non-cash losses of $1,207,000, net of tax.
As aresult, the Campany has restated fiscal year 2000 financialinformation, See ftem 7 —~ Management's Discussion and Analysis
of Resuifs of Operations and Financiai Condition. As of June 30, 1998, Missauri Gas Energy wrote off $8,163,000 pre-tax in
previously recorded regulatory assets as a result of announced rate orders and court rulings.

Earnings per share for all periods presented were computed based on the weighted average number of shares of common stock
and common stock equivalents outstanding during the year adjusted for (i) the 5% stock dividends distributed on June 30, 2000,
August 6, 1999, December 9, 1998, December 13, 1997 and December 10, 1996, and (i) the 50% stock dividend distributed on
July 13, 1998, and the 33's% stock dividend distnbuted on March 11, 1986.
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ITEM 7. Management's Discussion and Analysis of Results of Operations and Financial Condition.

Overview Southern Union Company's core business is the distribution of natural gas as a publiic utility through:
Southern Union Gas; Missouri Gas Energy; Atlantic Utilities, doing business as South Florida Natural Gas (SFNG);
PG Energy, acquired on November 4, 1999; and, effective with the acquisitions subsequent to year-end of
Providence Energy Carporation, Valley Resources, Inc. and Fall River Gas Company, its New England Division.
Southern Union Gas serves 523,000 customers in Texas (including Austin, Brownsville, El Paso, Galveston,
Harlingen, McAllen and Port Arthur). Missouri Gas Energy serves 491,000 customers in central and western Missouri
(including Kansas City, St. Joseph, Joplin and Monett). PG Energy serves 154,000 customers in northeastern and
central Pennsylvania (including Wilkes-Barre, Scranton and Williamsport). SFNG serves 5,000 customers in portions
of central Florida (including New Smyrna Beach, Edgewater and areas of \Volusia County, Florida). The New England
Division serves approximately 286,000 customers in Rhode Island and Massachusetts (including Providence,
Newport and Cumberland, Rhode Island, and Falt River, North Attleboro and Somerset, Massachusetts).

On November 4, 1999, the Company acquired Pennsyivania Enterprises, Inc. (hereafter referred to as the
Pennsylvania Operations) for approximately 16.7 million pre-stock dividend shares of Southern Union common stock
and approximately $36 million in cash plus the assumption of approximately $115 million in long-term debt. The
acquisition was accounted for using the purchase method. Pennsylvania Operations' natural gas utifity businesses
are being operated as the PG Energy division of the Company. Through the acquisition of the Pennsylvania
Operations, the Company acquired and now operates a subsidiary that markets a diversified range of energy-related
products and services under the name of PG Energy PowerPlus, principaily in northeastern and central Pennsylvania.
Other subsidiaries that the Company acquired in the Pennsylvania Operations engage in non-regulated activities.
The income from the acquired Pennsylvania Operations is consolidated with the Company beginning on November 4,
1999. Thus, the results of operations for the year ended June 30, 2000 are not comparable to prior periods.

See Other Matters -- Acquisitions Subsequent fo Year-End for a discussion of acquisitions completed atter June 30,
2000.

Results of Operations

Net Earnings Southern Union Company's 2000 (fiscal year ended June 30) net earnings were $9,845,000 ($.22 per
common share, diluted for outstanding options and warrants -- hereafter referred to as per share), compared with
$10,445,000 (3.31 per share) in 1999. The acquisition of the Pennsylvania Operations, net of interest expense on
$300,000,000 of 8.25% Senior Notes issued on November 3, 1999, contributed $4,266,000 in net earmings.
Throughout fiscal year 2000, the Company continued to experience extremely warm winter weather in all of its
service territories, [n addition, the Company expended costs associated with unsuccessful acquisition activities and
related litigation. Also, during fiscal year 2000, the Company incurred non-cash iosses of $1,207,000, net of tax from
unauthorized financial derivative energy trading activity. This was partially offset by an increase in the average
number of customers served. Though weather in the Southern Union Gas service territories during 2000 was 4%
warmer than 1999, gas sales volumes in the corresponding period remained constant due to an increase of 11,000
average number of customers served. In the Missouri service territories weather was 6% warmer during 2000 than
1999 and gas sales volumes in the comresponding period decreased 5%. An increase of 8,000 average number of
customers served in Missouri partially offset the decrease in gas sales volumes in 2000. During fiscal years 2000
and 1999, the Company incurred pre-tax costs of $10,363,000 and $3,839,000, respectively, reiated to an
unsuccessful acquisition effort and related litigation, impacting per share earnings by $.13 and $.07, respectively.
Average common and common share equivalents outstanding increased 33% in 2000 due to the issuance of
16,713,735 pre-stack dividend shares of the Company's common stock on November 4, 1999 in connection with the
acquisition of the Pennsylvania Operaticns. The Company earned 1.9% on average common equity in 2000.

The Company's 1999 net earnings were $10,445,000 ($.31 per share), compared with $12,228,000 ($.37 per share)
in 1998. The decrease was primarily due to the extremely warm winter of 1998/1999, which was experienced in all
of the Company's service territories. Weather in the Southern Union Gas service territories during 1999 was 25%
warmer than 1298 while gas sales volumes in the corresponding period decreased 13%. Weather in the Missouri
service territories during 1999 was 6% warmer than 1998 while gas sales volumes in the comresponding period
decreased 10%. A $13,300,000 annual rate increase to be earned velumetrically was granted by the Missouri Public
Service Commission (MPSC) to Missouri Gas Energy effective as of September 2, 1988. As a result of the
volumetric nature of revenues and unusual warm weather, 1999 net earnings were only marginatly impacied by the
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rate increase. The decrease in net earnings for 1999 is also attributed to $3,839,000 of pre-tax costs associated with
various acquisition efforts, impacting per share earnings by $.07. Average common and common share equivalents
outstanding increased 3.2% in 1999 due to the issuance of 755,650 pre-split and pre-stock dividend shares of the
Company's commeon stock on December 31, 1997 in connection with the acquisition of Atlantic Utilities Corporation

and Subsidiaries (Atlantic). The Company earned 3.5% and 4.3% on average common equity in 1999 and 1998,
raspectively.

Operating Revenues Operating revenues in 2000 increased $226,473,000, or 37%, to $831,704,000, while gas
purchase and other energy costs increased $155,397,000, or 45%, to $497,698,000.

The increase in both operating revenues and gas purchase and other energy costs was primarily due to a 14%
increase tn gas sales volumes from 105,156 MMcf in 1999 to 119,778 MMcf in 2000 and by a 14% increase in the
average caost of gas from $3.23 per Mcf in 1999 to $3.67 per Mcf in 2000. The acquisition of PG Energy contributed
19,913 MMcf of the increase while the remaining operations of the Company resulted in a gas sales volume decrease
of 5,291 MMcf. The increase in the average cost of gas is due to increases in average spot market gas prices
throughout the Company's distribution system as a result of seasonal impacts on demands far natural gas as well
as the current competitive pricing occurring within the entire energy industry. Additionally impacting operating reve-
nues in 2000 was a $2,862,000 increase in gross receipt taxes primarily due to the acquisition of the Pennsylvania
Operations. Gross receipt taxes are levied on sales revenues billed to the customers and remitted to the various
taxing authorities. Operating revenues in 2000 compared with 1999 were also impacted by a $2,900,000 decrease
in revenues under a gas supply incentive plan approved by the MPSC in July, 1996. Under the plan, Southern Union
and its Missouri customers shared in certain savings below benchmark levels of gas costs incurred as a result of the
Company's gas procurement activities. Operating revenues were marginally impacted by the $13,300,000 annual
increase o revenues granted to Missouri Gas Energy, effective as of September 2, 1998, as this rate increase is pri-
marily earned volumetrically and therefore was impacted by the warmer than normal weather in both 2000 and 1999,

Gas purchase costs generally do not directly affect earnings since these costs are passed on to customers pursuant
to purchase gas adjustment (PGA) clauses. Accordingly, while changes in the cost of gas may cause the Company's
operating revenues to fluctuate, net operating margin is generally not affected by increases or decreases in the cost
of gas. Increases in gas purchase costs indirectly affect earnings as the customer's bill increases, usually resulting
in increased bad debt and collection costs being recorded by the Company.

Gas transportation volumes in 2000 increased 21,323 MMcf to 77,015 MMcf at an average transportation rate per
Mcf of $.43 compared with $.36 in 1999. PG Energy contributed 19,403 MMcf of the increase in 2000. Transporta-
tion volumes at Missouri Gas Energy in 2000 were relatively flat and increased from 23,918 MMcf to 25,969 MMcf
in 2000 for Southern Union Gas and the Company's pipeline subsidiaries. This increase was primarily due toa 15%
increase, or 980 MMcf, in the amount of volumes transported into Mexica by Nortefio Pipeline Company (Nortefto),
a subsidiary of the Company.

Operating revenues in 1999 compared with 1998 decreased $64,073,000, or 10%, to $605,231,000, while gas
purchase and other energy costs decreased $63,279,000, or 16%, to $342,301,000.

Operating revenues and gas purchase and other energy costs in 1999 were affected by both a reduction in gas sales
volumes and decreases in the cost of gas. Gas sales volumes decreased 9% in 1999 to 105,156 MMcf due tc the
significantly warmer winter weather in the Missouri and Texas service territories. Gas sales volumes were also
impacted by a reduction in average usage per customer throughout the Company's service territories as a result of
more energy efficient housing and appliances. The average cost of gas decreased $.26 to $3.23 per Mcf in 1999
due to decreases in average spot market gas prices. The average spot market price of natural gas decreased 16%
to $1.88 per MMBtu in 1999. Additionaliy impacting operating revenuesin 1999 was a $2,852,000 decrease in gross
receipt taxes due to the mild weather in 1999. Operating revenues in 1999 compared with 1998 were also impacted
by a $1,200,000 decrease in revenues under the previously discussed gas supply incentive plan. Operating revenues
were favorably impacted by the $13,300,000 annual increase to revenues granted to Missouri Gas Energy, effective
as of September 2, 1998. However, as previously stated, the impact from this rate increase was marginal as it is
earned volumetrically.

Gas transportation volumes in 1999 decreased 3,461 MMcf to 55,692 MMcf at an average transportation rate per
Mcf of $.36 compared with $.33 in 1998. Transportation volumes increased from 30,165 MMcf to 31,774 MMcf in
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1999 for Missouri Gas Energy and decreased from 28,988 MMcf to 23,918 MMcf in 1999 for Southern Union Gas
and the Company's pipeline subsidiaries. This decrease was mainly caused by a 45% decrease, or 5,190 MMcf, in
the amount of volumes transported into Mexico by Nortefio.

In 2000, 1899 and 1998, the gas distribution operations in Texas contributed 25%, 29% and 32%, respectively, of
the Company's consolidated operating revenues. In 2000, 1999 and 1998, the gas distribution operations in Missouri
contributed 44%, 61% and 59%, respectively, of the Company's consolidated cperating revenues. |n 2000 the gas
distribution operations in Pennsylvania contributed 17% of the Company's consolidated operating revenues. Four
suppliers provided 55%), 50% and 45% of gas purchases in 2000, 1999 and 1998, respectively.

Net Operating Margin Net operating margin in 2000 (operating revenues iess gas purchase and other energy costs
and revenue-related taxes) increased by $68,214,000, compared with an increase of $2,058,000, in 1999. Operating
margins and earnings are primarily dependent upon gas sales volumes, gas service rates, and in 2000, the timing
of the acquisition of the Pennsylvania Operations. The level of gas sales volumes is sensitive to the variability of
the weather. If normal weather had been present throughout the Company’s service territories in 2000, 19899 and
1998, net operating margin would have increased by approximately $21,214 000, $20,334,000 and $8,443,000,
respectively. Texas and Missouri accounted for 32% and 42%, respectively, of the Company’s net operating margin
in 2000 and 40% and 55%, respectively, in 1889. Pennsylvania accounted for 23% of the Company's net operating
margin in 2000.

Weather \Weather in the Missouri Gas Energy service territories in 2000 was 80% of a 30-year measure, 8% warmer
than in 1998. Weather in the Southern Union Gas service territories in 2000 was 71% of a 30-year measure, 4%
warmer than in 1999. Weather in the PG Energy service territories was 92% of a 30-year measure for the eight
months ended June 30, 2000. Weather in Missouri in 1999 was 85% of a 30-year measure, 6% warmerthanin 1998,
while weather in Texas in 1999 was 74% of a 30-year measure, 25% warmer than in 1998.

Customers The average number of customers served in 2000, 1999 and 1998 was 1,132.699, 998 476 and 979,186,
respectively. These customer totals exclude Southern Union's 43% equity ownership in a natural gas distribution
company in Piedras Negras, Mexico which currently serves 22,000 customers. Southern Union Gas served 518,195
customers in Texas during 2000. Missouri Gas Energy served 483,403 customers in central and western Missouri
and PG Energy served 154,414 customers in northeastern and central Pennsylvania during the eight months ended
June 30, 2000. SFNG and Atlantic Gas Corporation, a propane subsidiary of the Company, served 4,303 and 1,036
customers, respectively, during 2000. SUPro Energy Company (SUPro), a subsidiary of the Company, served 9,274
propane customers while PG Energy Services Inc. (Energy Services), a subsidiary of the Company, served 19,971
electric, propane and natural gas customers during the eight months ended June 30, 2000.

Operating Expenses Operating, maintenance and general expenses in 2000 increased $26,894,000, or 25%, to
$136,587,000. An increase of $23,804,000 was the result of the acquisition of the Pennsylvania Operations.
Increased expenses associated with increased bad debt expense and inventory write-downs for SUPro, as well as
increases in Company employee benefit costs also contributed to the increase in 2000.

Depreciation and amortization expense in 2000 increased $13,285,000 to $55,140,000. The increase was primarily
due to the acquisition of the Pennsylvania Cperations and normal growth in plant. Taxes other than on income and
revenues, principally consisting of property, payroll and state franchise taxes increased $2,768,000 to $17, 269,000
in 2000. The increase was also primarily the result of the acquisition of the Pennsylvania Operations.

Operating, maintenance and general expensesin 1999 increased $2,166,000, or 2%, to $109,693,000. Theincrease
is a result of increased expenses associated with various claims and litigation and increases in employee benefit
COsts.

Depreciation and amortization expense in 1999 increased $3,416,000 to $41,855,000 as a result of including certain
costs into rate base that were previously deferred as provided in the Missouri Gas Energy revenue increase effective
as of September 2, 1998 and normat growth in plant. Taxes other than on income and revenues, principally
consisting of property, payroli and state franchise taxes increased $296,000 to $14,501,000 in 1999. The increase
was primarily due to increases in property taxes resulting from the inclusion of certain plant assets pursuant to the
Missouri Gas Energy Safety Program that were previgusly deferred priorto the September 2, 1998 revenue increase
in Missoun,
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Employees The Company employed 2,285, 1,554, and 1,594 individuals as of June 30, 2000, 1999, and 1998,
respectively. Aftergas purchases and taxes, employee costs and related benefits are the Company’'s most significant
expense. Such expense includes salaries, payroll and related taxes and employee benefits such as health, savings,
retirement and educational assistance. During fiscal 2000, the Company agreed to a one-year contract and a three-
year contract with two bargaining units representing Pennsylvania employees, which were effective on April 1, 2000
and August 1, 2000, respectively. In December 1998, the Company agreed to five-year contracts with each of the
bargaining units representing Missouri employeges, which were effective in May 1999.

interest Expense and Dividends on Preferred Securities Total interest expense in 2000 increased by
$15,493,000, or 43%, to $51,492,000. Interest expense on long-term debt and capital leases increased by
$17,736,000 in 2000 primarily due to the issuance of $300,000,000 of 8.25% Senior Notes on November 3, 1999,
(8.25% Senior Notes) which was used to extinguish $136,000,000 of existing debt of the Pennsylvania Operations
at the time of the merger, and the assumption of $45,000,000 of Pennsylvania Operations' debt by the Company.

Interest expense on short-term debt in 2000 decreased $284,000 to $1,266,000 primarily due to the decrease in the
average short-term debt outstanding by $6,472,000 to $21,002,000. The average rate of interest on short-term debt
increased from 5.6% in 1999 to 6% in 2000.

Total interest expense in 1999 increased by $1,115,000, or 3%, to $35,999,000. Interest expense on long-term debt
and capital leases increased by $752,000 in 1998 primarily due to an increase of $14,984,000 in the average capital
lease obligation outstanding associated with the installation of an Automated Meter Reading (AMR) system at
Missouri Gas Energy. The installation of the AMR system was completed during the first quarter of fiscal year 1999,

Interest expense on short-term debt in 1999 decreased $849,000 to $1,550,000 due to the average short-term debt
outstanding during 1999 decreasing $11,631,000 to $27,474,000. The average rate of interest on short-term debt
also decreased from 6.1% in 1998 to 5.6% in 1999. Interest expense incurred on PGA liabilities increased $850,000
during 1999 due to lower than anticipated gas supply costs.

Write-Off of Regulatory Assets During 1998, the Company was impacted by pre-tax non-cash write-offs totaling
$8,163,000 of previously recorded regulatory assets. Pursuant to a 1988 MPSC order, Missouri Gas Energy is
engaged in a major gas safety program. in connection with this program, the MPSC issued an accounting authority
order in 1994 which authorized Missouri Gas Energy to defer carrying costs at a rate of 10.54%. The MPSC rate
order of January 22, 1997, however, retroactively reduced the 10.54% carrying cost rate used since early 1994 to
an Allowance for Funds Used During Construction (AFUDC) rate of approximately 6%. The Company filed an appeal
of this portion of the rate order in the Missouri State Court of Appeals, Western District, and on August 18, 1998 was
notified that the appeal was denied. This resulted in a one-time non-cash write-off of $5,942 000 by the Company
of previously deferred costs in its fiscal year ended June 30, 1998. See Commitments and Contingencies in the
Notes to Consolidated Financial Statements.

On August 21, 1998, Missouri Gas Energy was notified by the MPSC of its decision to grant a $13,300,000 annual
increase to revenue effective on September 2, 1998, which is primarily earned volumetrically. The MPSC rate order
reflected a 10.93% return on common equity. The rate order, however, disallowed certain previously recorded
deferred costs associated with the rate filing, requiring a non-cash write-off 0of $2,221,000. Though the Company has
requested a rehearing on significant portions of these disallowances, the Company recorded this charge to earnings
in its fiscal year ended June 30, 1998,

Trading Losses in March 2001, the Company discovered unauthorized financial derivative energy trading activity
by a non-regulated, wholly-owned subsidiary. During March 2001 and April 2001, all unauthorized trading activity
was closed resulting in a cumulative cash expense of $191,000, net of tax. However, due to certain accounting rules,
such trading contracts must be recorded at fair value as of each balance sheet date with gains and losses included
in earnings. As a result, a restatement of financial information for the fiscal year ended June 30, 2000 and the two
subsequent quarters was required. This restatement resulted in non-cash josses of $1,207,000, net of tax, for the
fiscal year ended June 30, 2000; $1,726,000, net of tax, for the three-month period ended September 30, 2000; and
$3,158,000, net of tax, for the three-month period ended December 31, 2000.

The Audit Committee of the Bbard of Directors promptly initiated an investigation through the Company's Legal
Department with the assistance of outside counsel and independent accountants of the financial derivative trading

18




activities. The Company believes that the investigation has identified all unauthorized trading transactions by the
subsidiary. Certain personnel changes have occurred at the subsidiary. Outside counse| and independent
accountanis have been engaged to review the relevant policies and procedures for possible enhancements.,

Other Income (Expense), Net Other expense, net, in 2000 was $9,708,000, compared to $1,814,000 in 1999.
Other expense in 2000 included $10,363,000 of costs associated with unsuccessfui acquisition efforts and related
litigation and $2,236,000 of non-cash trading losses, previously discussed. This was partially offset by net rental
income of Lavaca Realty Company (Lavaca Realty) of $1,757,000.

Other expense in 1999 included $3,839,000 of costs associated with various acquisition efforts and a net expense
of $619,000 related to the amortization and current deferral of interest and other expenses associated with the
Missouri Gas Energy Safety Program. This was partially offset by net rental income of Lavaca Realty of $1,448,000
and equity earnings of $609,000 from Southern Union's 43% equity ownership of a natural gas distribution company
in Piedras Negras, Mexico.

Other income in 1998 included $1,671,000 in deferral of interest and other expenses associated with the Missouri
Gas Energy Safety Program; realized gains on the saie of investment securities of $1,088,000; and net rental income
of Lavaca Realty of $1,119,000. This was partially offset by $885,000 of costs associated with various acquisition
efforts.

Federal and State Income Taxes Federal and state income tax expense in 2000, 1999, and 1998 was $9,589,000,
$7,109,000 and $7,984,000, respectively. The Company's consolidated federal and state effective income tax rate
was 49%, 40% and 39% in 2000, 1999 and 1998, respectively. The increase in the effective federal and state
income tax rate is a result of non-tax deductible amortization of additional purchase cost.

Liquidity and Capital Resources

Operating Activities The seasonal nature of Southern Union’s business results in a high level of cash flow needs
to finance gas purchases and other energy costs, outstanding customer accounts receivable and certain tax
payments. To provide these funds, as well as funds for its continuing construction and maintenance programs, the
Company has historically used its credit facilities along with internally-generated funds. Because of available short-
term credit and the ability to obtain varicus market financing, management believes it has adequate financial
flexibility to meet its cash needs.

The Company has increased the scale of its operations and the size of its customer base by pursuing and
consummating business combination transactions. On November 4, 1999, the Company acquired the Pennsyivania
Operations and, subsequent to year-end, the Company acquired Valley Resources, inc. (Valley Resources), Fall
River Gas Company (Fall River Gas) and Providence Energy Corporation (ProvEnergy). See Other Malfers --
Acquisitions Subsequent to Year-End. Acquisitions require substantial financial expenditures which may need to be
financed through cash flow from operations or future debt and equity offerings. The availability and terms of any
such financing sources will depend upon various factors and conditions such as the Company's combined cash flow
and earnings, the Company's resuiting capital structure, and conditions in financial markets at the time of such
offerings. Acquisitions and financings also affect the Company's combined resuits due to factors such as the
Company's ability to realize any anticipated benefits from the acquisitions, successful integration of new and different
operations and businesses, and effects of different regional economic and weather conditions. Future acquisitions
or merger-related refinancing may involve the issuance of shares of the Company's common stock, which could have
a dilutive effect on the then-current stockholders of the Company. See Other Matters -- Cautionary Statement
Regarding Forward-Looking Information.

Cash flow from operating activities in 2000 decreased by $6,331,000 to $70,522,000, and increased by $8,596,000
to $76,853,000 in 1999. Operating activities were impacted by the timing of acquisitions, the non-cash write-off of
previously recorded regulatory assets in 1998 discussed above, the timing of natural gas stored in inventory at
Missouri Gas Energy and PG Energy and general changes in other operating accounts. ‘

At June 30, 2000, 1999 and 1998, the Company’s primary source of liquidity included borrowings available under
the Company's credit facilities. A balance of nil and $21,000,000 was outstanding under the credit facilities at
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June 30, 2000 and 1999, respectively. In May 2000, the Company amended and restated these credit facilities.
As of August 31, 2000 there was a balance of $26,320,000 outstanding under these credit facilities.

Investing Activities Cash flow used in investing activities in 2000 increased by $73,314,000 to $154,523,000, and
increased by $15,575,000 to $81,209,000 in 1999. investing activity cash flow was primarily affected by additions

to property, plant and equipment, acquisition and sales of operations and sales and purchases of investrent
securities.

During 2000, 1999 and 1998, the Company expended $100,446,000, $73,147,000 and $77,018,000, respectively,
for capital expenditures excluding acquisitions. These expenditures primarily related to distribution system replace-
ment and expansion. Included in these capital expenditures were $14,286,000, $17,951,000 and $21,125,000 for
the Missouri Gas Energy Safety Program in 2000, 1989 and 1998, respectively. Cash flow from operations has his-

torically been utilized to finance capital expenditures and is expected to be the primary source for future capital
expenditures,

On November 4, 1999, Southern Union acquired the Pennsylvania Operations for 16,713,735 pre-stock dividend
shares of common stock and $36,152,000 in cash. On the date of acquisition, Pennsylvania Operations had
$576,000 in cash and cash equivalents. In January 2000, a former subsidiary of the Pennsylvania Operations was
sold for $12,150,000. No gain or loss was recognized on this transaction. On December 31, 1997, Southern Union
acquired Atlantic for 755,650 pre-split and pre-stock dividend shares of common stock and $4,436,000 of cash. On
the date of acquisition, Atlantic had $11,683,000 of cash and cash equivalents,

During 2000, the Company purchased investment securities of $21,001,000. In late June 2000, Capstone Turbine
Corporation (Capstone) completed its initial public offering (IPO). As of June 30, 2000 and August 31, 2000, the
value of the Company’s investment in Capstone was $187,817,000 and $384,753,000, respectively. The Company
has classified this investment as current, as it plans to monetize its investment as soon as practicahle following the
completion of the applicable lock-up periods 10 which it was subject in connection with the IPO and use the proceeds
to reduce outstanding debt. During 1999, the Company purchased investment securities of $7,000,000. During
1998, the Company purchased investment securities of $5,000,000 and had proceeds from the sale of investment
securities of $6,531,000.

The Company compieted the installation of an AMR system at Missouri Gas Energy during the first quarter of fiscal
year 1999. The installation of the AMR system involved an investment of approximately $30,000,000 which is

accounted for as a capital lease obligation. As of June 30, 2000, the capital lease obligation outstanding was
$25,104,000.

Financing Activities Cash flow from financing activities was $111,830,000 in 2000. Cash flow from financing
activities was $4,356,000 in 1999, while a cash flow used in financing activities was $2,623,000 in 1988. Financing
activity cash flow changes were primarily due to acquisition financing, repayment of debt, net activity under the
revolving credit facilities, purchase of treasury stock and changes in cash overdrafts. As a result of these financing
transactions, the Company'’s total debt to total capital ratio at June 30, 2000 was 46.8%, compared with 49.0% and
50.6% at June 30, 1999 and 1998, respectively. The Company's effective debt cost rate under the current debt
structure is 8.03% (which includes interest and the amortization of debt issuance costs and redemptien premiums
on refinanced debt).

In connection with the acquisition of the Pennsylvania Operations, the Company issued $300,000,000 of 8.25%
Senior Notes due 2029 which were used to: (i) fund the cash portion of the consideration to be paid to the
Pennsylvania Operations shareholders; (ii) refinance and repay certain debt of Pennsylvania Operations, and (iii)
repay outstanding borrowings under the Company's various credit facilities. These senior notes are senior unsecured
obligations and will rank equally in right of payment with each other and with the Company’s other unsecured and
unsubordinated obligations, including the 7.60% Senior Notes due 2024. In connection with the acquisition of the
Pennsylvania Operations, the Company assumed $30,000,000 of 8.375% Series First Mortgage Bonds due in
December 2002 and $15,000,000 of 9.34% Series First Mortgage Bonds due in 2019.

On August 28, 2000 the Company entered into a short-term bank note (the Term Note) to fund (i) the cash portion
of the consideration to be paid to the Fall River Gas' stockholders, (ii) the ali cash consideration to be paid to the
ProvEnergy and Valley Resources stockholders, and (iii) all related acquisition costs and refinancing of debt done
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in connection with these mergers. In September 2000, draws totaling $480,000,000 were made under this Term
Note. Remaining commitments under the Term Note are $95,000,000 as of September 28, 2000 tc cover any trailing
costs. The Term Note expires August 21, 2001 but may be extended at the Company's option through August 286,
2002 for a 12.5 basis point fee. The interest rate on borrowings under the Term Note is a floating rate based on
LIBOR or prime interest rates. See Quantitative and Qualification Disclosures About Market Risk. In connection with
the acquisitions subsequent to year-end, the Company will assume ail these companies' long-term debt outstanding
except for approximately $20,000,000 outstanding of Valley Resources’ 8% First Mortgage Bonds.

In fiscal year 2001, the Company may choose or need to refinance some partion or all of the short-term bank note.
Sources of future or alternative financing that the Company may consider include commercial and investment banks,
institutional lenders, institutional investors and public securities markets. The availability and terms of any such
financing sources will depend upon various factors and conditions such as the Company’s combined cash ffow and
earnings, the Company's resulting capital structure, and conditions in financial markets at the time of such offerings.
Acquisitions and financings will also affect the Company’s combined results due to factors such as the Company’s
ability to realize any anticipated henefits from the mergers and any other acquisitions, successful integration of new
and different operations and businesses, and effects of different regional economic and weather conditions. See
Other Matters -- Cautionary Statement Regarding fForward-Looking information,

Southern Union Financing |, a consolidated wholly-owned subsidiary of Southern Union, issued $100,000,000 of
Preferred Securities in May 1995. The issuance of the Preferred Securities was part of a $300,000,000 sheif
registration filed with the Securities and Exchange Commission on March 29, 1995. Southern Union may seil a
combination of preferred securities of financing trusts and senior and subordinated debt securities of Southern Union
of up to $196,807,200 (the remaining shelf) from time to time, at prices determined at the time of any offering.

in June 1989, the Company repurchased $20,000,000 of Senior Notes. Oepending upon market conditions and
available cash balances, the Company may repurchase additional debt securities in the future. See Preferred
Securities of Subsidiary Trust and Debt and Capital Lease in the Notes to the Consolidated Financial Statements.

On May 31, 2000, the Company restated and amended its short-term and long-term credit facilities (together referred
to as Revolving Credit Facilities). The Company has available $90,000,000 under the short-term facility, which
expires May 30, 2001, and $135,000,000 under the long-term facility, which expires on May 31, 2003. The Company
has additional availabitity under uncommitted line of credit facilities (Uncommitted Facilities) with various banks.
Borrowings under the facilities are available for Southem Union’s working capital, letter of credit requirements and
other general corporate purposes. The Revolving Credit Facility is subject to a commitment fee based on the rating
of the Senior Notes. As of June 30, 2000, the commitment fee was an annualized 0.14%.

The Company had standby letters of credit outstanding of $6,199,000 at June 30, 2000 and $1,622,000 at June 30,
1999, which guarantee payment of various insurance premiums and state taxes.

Quantitative and Qualitative Disclosures About Market Risk

The Company has long-term debt, Preferred Securities and Revolving Credit Facilities, which subject the Company
to the risk of loss associated with movements in market interest rates.

At June 30, 2000, the Company had issued fixed-rate long-term debt, capital lease and Preferred Securities
aggregating $835,967,000 in principal amount and having a fair value of $800,934,000. These instruments are fixed-
rate and, therefare, do not expose the Company to the risk of earnings loss due to changes in market interest rates.
However, the fair value of these instruments would increase by approximately $42,660,000 if interest and dividend
rates were to decline by 10% from their levels at June 30, 2000. In general, such an increase in fair value would
impact earnings and cash flows only if the Company were to reacquire ail or a portion of these instruments in the
open market prior to their maturity.

The Company presently has no balance outstanding under its Revolving Credit Facilities. The floating-rate obliga-
tions under the Revolving Credit Facilities expose the Company to the risk of increased interest expense in the event
of increases in short-term interest rates. in connection with the acquisitions subsequent to year-end, the Company
entered into the Term Note, as discussed above. At September 28, 2000, the Term Note has a balance outstanding
of approximately $480,000,000. The fioating rate obligations under the Term Note expose the Company to risk of
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increased interest expense in the event of increases in short-term interest rates. [f the floating rates were ta increase
by 10% frem September 28, 2000 levels, the Company's consolidated interest expense would increase by a total of
approximately $300,000 each month in which such increase continued.

The risk of an economic loss is mitigated at this time as a result of the Company's regulated status. Any unrealized
gains or losses are accounted for in accordance with the Financial Accounting Standards Board Accounting for the
Effects of Certain Types of Regulation as a regulatory asset/liability because the Company believes that its future

contributions which are currently recovered through the rate-making process will be adjusted for these gains and
losses.

The change in exposure to loss in earnings and cash flow related to interest rate risk from June 30, 1999 to June 30,
2000 is not material to the Company.

See Preferred Securities of Subsidiary Trust and Debt and Capital Lease in the Notes to the Consolidated Financial
Statements.,

The Company owns approximately 4.2 million shares of Capstone common stock. This investment is ¢classified as
"available for sale" underthe Financial Accounting Standards Board Accounting for Certain Investments in Debt and
Equity Securities. Unrealized gains and losses resulting from changes in the market value of Capstone are recorded
in Other Comprehensive Income. The Capstone investment exposes the Company to losses in the fair value of
Capstone common stock. A 10% decline in the market vaiue per share of Capstone common stock from the June 30,
2000 levels would result in an $18,800,000 loss in value to the Company.

Due to the operation of purchase gas adjustment clauses, gas purchase costs generally do not directly affect earnings
of our regulated utility operations. However, the Company's unregulated gas marketing operations are subject to
price risk related to fixed-price sales commitments that are not matched with corresponding fixed-price purchase
agreements. AtJune 30, 2000, the Company had fixed-price sales commitments with various customers that provide
for the delivery of approximately 1,922,201 Dekatherms of natural gas through April 2001 at an average sales price
per Dekatherm of $3.00. The Company has exposure to the changes in gas prices related to fluctuating commodity
prices, which can impact the Company's financial position or results of operations, either favorably or unfavorably.
The Company's open positions are actively managed, and the impact of changing prices on the Company's financial
position at a point in time is not necessarily indicative of the impact of price movements throughout the year.

As a result of the unauthorized financial derivative energy trading activity, an open contract of a non-regulated,
wholly-owned subsidiary was present at June 30, 2000 for 10,000 MMBtu's of natural gas per day for the contract
period of January 2001 to December 2001 at a fixed price of $2.72 per MMBtu. During the contract period, such
subsidiary would receive funds if the respective monthly price of natural gas falls below $2.72 and will be required
to pay for any amount over $2.72 per MMBtu. The Company has expasure to the changes in gas prices related to
fluctuating commodity prices, which can impact the Company's financial position or results of operations, either
favorably or unfavorably. A 10% increase in natural gas commodity prices from June 30, 2000 leveis would resuit
in a $1,300,000 loss to the Company.

In connection with the acquisition of the Pennsylvania Operations, the Company assumed a guaranty with a bank
whereby the Company unconditionally guaranteed payment of financing obtained for the development of PEIl Power
Park. In March 1999, the Borough of Archbaid, the County of Lackawanna, and the Valley View School District
(together the Taxing Authorities) approved a Tax Incremental Financing Plan (TIF Plan) for the develapment of PEI
Power Park. The TiF Plan requires that: (i} the Redevelopment Authority of Lackawanna County raise $10,600,000
of funds to be used for infrastructure improvements of the PEI Power Park; (jii) the Taxing Authorities create a tax
increment district and use the incrementat tax revenues generated from new development to service the $10,600,000
debt; and (jii) PEI Power Corporation, a subsidiary of the Company, guarantee the debt service payments. In May
1999, the Redevelopment Authority of Lackawanna County borrowed $10,600,000 from a bank under a promissory
note (TIF Debt). The TIF Debt has a 12-year term, with a 7.75% annual interest rate, and requires semi-annual
principal and interest payments of approximately $725,000 (interest only for the first year). As of June 30, 2000,
incremental tax revenues cover approximately 17% of the annual debt service. The balance outstanding on the TIF
Debt was $9,805,000 as of June 30, 2000.
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Other Matters

Acquisitions Subsequent to Year-End On September 20, 2000, Southern Union completed the acquisition of
Valley Resources for approximately $125 million in cash plus the assumption of $30 million in long-term debt. Vailey
Resources is engaged in natural gas distribution operating as Valley Gas Company and Bristol and Warren Gas
Company which are now included as part of the New England Division of Southern Union, The non-utility
subsidiaries of Valley Resources are now subsidiaries of Southern Union. Valley Resources, which is headquartered
in Cumberland, Rhode Isiand, provides naturai gas utility service to more than 64,000 customers within a 92 square
mile area in the northeastern portion of Rhode Island that has a population of approximately 250,000 and an approxi-
mately 15 sguare mile area in the eastern portion of Rhode Island that has a population of approximately 35,000.
The non-utility subsidiaries rent and sell appliances, offer a service contract program, sell liquid propane in Rhode
Island and nearby Massachusetts, and distribute as a wholesaler franchised lines to plumbing and heating contrac-
tors. Included in the acquisition was Valley Resources' 90% interest in Alternate Energy Corporation, which sells,
installs and designs natural gas conversion systems and facilities, is an authorized representative of the ONS|
Corporation fuel cell, holds patents for a natural gas/diesel co-firing system and for a device to control the flow of
fuel on dual-fuel equipment.

On September 28, 2000, Southern Union compileted the acquisition of ProvEnergy for approximatety $270 million
in cash plus the assumption of $90 million in lfong-term debt. The ProvEnergy natural gas distribution operations are
Providence Gas and North Attleboro Gas. Providence Gas serves approximately 168,000 natural gas customers
in Providence and Newport, Rhode Istand, and 23 other cities and towns in Rhode Island and Massachusetts. North
Attleboro Gas serves approximately 6,000 customers in North Attleboro and Plainville, Massachusetts, towns
adjacent to the northeastern Rhode Island horder. The ProvEnergy utility service territories encompass approxi-
mately 760 square miles with a population of approximately 850,000. These operations are also now included as
part of the New England Division of the Company. Subsidiaries of the Company acquired in the ProvEnergy merger
are ProvEnergy Qil Enterprises, Inc., Providence Energy Services, Inc., and ProvEnergy Power Company, LLC.
ProvEnergy Qil Enterprises, Inc. operates a fuel oil distribution business through its subsidiary, ProvEnergy Fuels,
inc. (ProvEnergy Fuels). ProvEnergy Fuels serves over 14,000 residential and commercial customers in Rhode
Island and Massachusetts. Providence Energy Services, Inc., whose operations are planned to be sold, markets
naturat gas and energy services throughout New England. ProvEnergy Power Company owns 50% of Capital Center
Energy Company, LLC., a joint venture formed between ProvEnergy and ERI Services, Inc. to provide retail power.

Also on September 28, 2000, Southern Union completed the acquisition of Fall River Gas for approximately 1.5
million shares of Southern Union common stock and approximately $27 million in cash plus assumption of $20 million
in long-term debt. Also now included as a part of the New England Division of the Company, Fall River Gas serves
approximately 48,000 customers in the city of Fall River and the towns of Somerset, Swansea and Westport, all
located in southeastern Massachusetts. Fall River Gas' non-regulated subsidiary, Fall River Gas Appliance
Company, Inc., is now a subsidiary of Southern Union. Headquartered in Fall River, Massachusetts, Fall River Gas
Appliance Company, Inc., rents water heaters and conversion burners (primarily for residential use) in Fall River Gas'
service area.

The aforementioned acquisitions subsequent to year-end will be accounted for under the purchase method.

Foreign Operations On July 23, 1997, Energia Estrella det Sur, S. A. de C. V., a wholly-owned subsidiary of
Southern Union Energy International, Inc. and Southern Union International Investments, Inc., both subsidiaries of
the Company, acquired an equity ownership in a natural gas distribution company and other operations which cur-
rently serves 22 000 customers in Piedras Negras, Mexico, which is across the border from the Company’s Eagle
Pass, Texas service area. Southern Union currently has a 43% equity ownership in this company. Financial resuits

of foreign operations did not have a significant impact on the Company’s financial results during 2000, 1999 and
1998.

Stock Splits and Dividends On June 30, 2000, August 6, 1999 and December 9, 1998, Southern Union distributed
a 5% common stock dividend to stockholders of record on June 19, 2000, July 23, 1999 and November 23, 1998.
A portion of each of these 5% stock dividends was characterized as a distribution of capital due to the levei of the
Company's retained earnings available for distribution as of the declaration date. Additionally, Southern Union
distributed an annual 5% common stock dividend on December 10, 1997, On July 13, 1998, a three-for-two stock
split was distributed in the form of a 50% stock dividend. Unless otherwise stated, all per share data included herein
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and in the accompanying Consolidated Financial Statements and Notes thereto have been restated to give effect
to the stock split and stock dividends.

Contingencies The Company is investigating the possibility that the Company or predecessor companies may have
been associated with Manufactured Gas Plant (MGP) sites in its former service territories, principally in Arizona and
New Mexico, and present service territories in Texas, Missouri and its newly acquired service territories in
Pennsylvania. While the Company's evaluation of these Texas, Missouri, Arizona, New Mexico and Pennsylvania
MGP sites is in its preliminary stages, it is likely that some compliance costs may be identified and become subject
to reasonable quantification. Certain MGP sites located within the Company's service territories are currently the
subjects of governmental actions.

On February 1, 1999, Southern Union submitted a proposal to the Board of Directors of Southwest Gas Corporation
(Southwest) to acquire all of Southwest’s outstanding common stock for $32.00 per share. Southwest then had a
pending merger agreement with ONECK, Inc. (ONEOK) at $28.50 per share. On February 22, 1999, Southern Union
and Southwest both publicly announced Southern Union's proposal, after the Southwest Board of Directors
determined that Southern Union's proposal was a Superior Proposal (as defined in the Southwest merger agreement
with ONEQK). At that time Southern Union entered into a Confidentiality and Standstill Agreement with Southwest
at Southwest’s insistence. (This agreement expired on its own terms in August 2000.) On April 25, 1899,
Southwest's Board of Directors rejected Southern Union’s $32.00 per share offer and accepted an amended offer
of $30.00 per share from ONEOK. On April 27, 1999, Southern Union increased its offer to $33.50 per share and
agreed to pay interest which, together with dividends, would provide Southwest shareholders with a 6% annual rate
of return on its $33.50 offer, commencing February 15, 2000, until closing. According to public statements by
Southwest, Southern Union's revised propasal was also rejected by Southwest's Board of Directors. On January 21,
2000, ONEQK terminated its agreement to merge with Southwest,

There are several lawsuits pending that relate to activities surrounding Southern Union's efforts to acquire Southwest.
In addition, there is before the U. S, Court of Appeals for the Tenth Circuit, an appeal by Southern Union of a
preliminary injunction entered by the U. S. District Court for the Northern District of Okiahoma. Southern Union
intends to pursue vigorously pursue its claims against Southwest, ONEOK, and certain individual defendants, and
defend itself vigorously against the claims by Southwest and ONEOK. See Commitments and Contingencies in the
Notes to Consolidated Financial Statements for a discussion of these lawsuits.

in August 1998, a jury in Edinburg, Texas concluded deliberations on the City of Edinburg’s franchise fee lawsuit
against PG&E Gas Transmission, Texas Corporation (formerly Valero Energy Corporation (Valero)) and a number
of its subsidiaries, as well as former Valero subsidiary Rio Grande Valley Gas Company (RGV) and RGV's successor
company, Southern Union Company. The case, based upon events that occurred between 1985-1987, centers on
specific contractual ianguage in the 1985 franchise agreement between RGV and the City of Edinburg. Southern
Union purchased RGV from Valero in October 1993, The jury awarded the plaintiff damages, against all defendants
under several largely overiapping but mutually exciusive claims, totaling approximately $13,000,000. The trial judge
subsequently reduced the award to approximately $700,000 against Southern Union and $7,800,000 against Valero
and Southern Union together. The Company is pursuing reversal on appeal. The Company believes it will uitimately
prevail, and that the outcome of this matter will not have a material adverse impact on the Company's results of
operations, financial position or cash flows. Furthermore, the Company has not determined what impact, if any, this
jury decision may have on other city franchises in Texas.

Southern Union and its subsidiaries are parties to other legal proceedings that management considers to be normal
actions to which an enterprise of its size and nature might be subject, and not to be material to the Company’s overall
business or financial condition, resuits of operations or cash flows.

See Commitments and Contingencies in the Notes to Consolidated Financial Statements.

Inflation The Company believes that inflation has caused and will continue to cause increases in certain operating
expenses and has required and will continue to require assets to be replaced at higher costs. The Company
continually reviews the adequacy of its gas service rates in relation to the increasing cost of providing service and
the inherent regulatory lag in adjusting those rates.
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Regulatory The majority of the Company's business activities are subject to various regulatory authorities. The
Company's financial condition and results of operations have been and will continue to be dependent upon the receipt
of adequate and timely adjustments in rates. Gas service rates, which consist of a monthiy fixed charge and a gas
usage charge, are established by regulatory authorities and are intended to permit utilities the opportunity to recover
operating, administrative and financing costs and to have the opportunity to earn a reasonable return on equity. The
monthly fixed charge provides a base revenue stream while the usage charge increases the Company's revenues
and earnings in cclder weather when natural gas usage increases.

On April 3, 2000, PG Energy filed an application with the Pennsylvania Public Utility Commission (PPUC) seeking
an increase in its base rates designed to produce $17,900,000 in additional annual revenues, to be effective June 2,
2000. On May 11, 2000, the PPUC suspended this rate increase request for seven months, until January 2, 2001,
in order to investigate the reasonableness of the proposed rates. On August 30, 2000, PG Energy and the principal
parties to the base rate proceeding infermed the Administrative Law Judge (ALJ) assigned to the proceeding that
a complete settiement of the proceeding had been reached. The proposed settiement is designed to produce
$10,800,000 of additional annual revenue. The parties are currently in the process of finalizing a Settlement
Agreement and Joint Petition for Settlement of Rate Investigation (the Seftlfement Petition) which will be filed with
the ALJ upon its completion. The Settlement Petition will request PPUC approval for the rate increase to become
effective on January 1, 2001. !t is not presently possible to determine what action either the ALJ or the PPUC will
ultimately take with respect to this rate increase request or the Settlement Petition.

On October 18, 1999, Southern Union Gas filed a $1,696,000 rate increase request for the El Paso service area with
the City of £l Paso. In February 2000, the City of El Paso approved a $650,000 revenue increase, and an improved
rate design that collects a greater portion of the Company's revenue stream from the monthly customer charge.
Additionaily, the City of El Paso approved a new 30-year franchise for Southern Union Gas.

On August 21, 1998, Missouri Gas Energy was notified by the MPSC of its decision to grant a $13,300,000 annual
increase to revenue effective on September 2, 1998, which is primarily eamed volumetrically. The MPSC rate order
reflected a 10.93% return on common equity. The rate order, however, disallowed certain previously recorded
deferred costs requiring a non-cash write-off of $2,221,000. The Company recorded this charge to earnings in its
fiscal year ended June 30, 1998. On December 8, 1998, the MPSC denied rehearing requests made by all parties
other than Missouri Gas Energy and granted a portion of Missouri Gas Energy’'s rehearing request. On June 15,
2000, the MPSC ruted that it would not rehear or reconsider its decisiocn on one issue valued at $1,500,000. If the
MPSC adopts Missouri Gas Energy's positions on rehearing, then Missouri Gas Energy would be authorized an
additional $700,000 of base revenues increasing the $13,300,000 initially authorized in its August 21, 1898 order to
$14,000,000. The MPSC is expected to ruie on this rehearing in October 2000. The MPSC’s orders may be subject
to judicial review and although certain parties may argue for a reduction in Missouri Gas Energy’s authorized base
revenue increase on judicial review, Missouri Gas Energy expects such arguments to be unsuccessful.

On April 13, 1898, Southern Union Gas filed a $2,228,000 request for a rate increase from the city of El Paso, a
request the city subsequently denied. On Aprit 21, 1998, the city council of El Paso voted to reduce the Company's
rates by $1,570,000 annually and to order a one-time cost of gas refund of $475,000. On May 21, 1998, Southern
Union Gas filed with the RRC an appeal of the city of El Paso’s actions to reduce the Company's rates and require
aone-time cost of gas refund. On December 21, 1998, the RRC issued its order implementing an $884,000 one-time
cost of gas refund and a $99,000 base rate reduction. The cost of gas refund was completed in February 1999.

Pursuant to a 1989 MPSC order, Missouri Gas Energy is engaged in a major gas safety program in its service
territories. This program includes reptacement of company- and customer-owned gas service and yard tines, the
movement and resetting of meters, the replacement of cast iron mains and the replacement and cathodic protection
of bare steel mains. In recognition of the significant capital expenditures associated with this safety program, the
MPSC permits the deferral, and subsequent recovery through rates, of depreciation expense, property taxes and
associated carrying costs. The continuation of the Missouri Gas Energy Safety Program will result in significantievels
of future capital expenditures. The Company estimates incurring capital expenditures of $15,631,000 in fiscal 2001
related to this program which are expected to be financed through cash flow from operations. See Utility Regulfation
and Rates and Commitments and Contingencies in the Notes to Consolidated Financial Statements.

In August 1897, the MPSC issued an order authorizing Missouri Gas Energy to begin making semi-annual purchase
gas adjustments (PGA) in November and April, instead of mere frequent adjustments as previously made.
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Additionally, the order authorized Missouri Gas Energy to establish an Experimentai Price Stabilization Fund for
purposes of procuring natural gas financial instruments to hedge a minimal portion of its gas purchase costs for the
winter heating season. The cost of purchasing these financial instruments and any gains derived from such activities
are passed on to the Missouri customers through the PGA. Accordingly, there is no eamings impact as a resuit of
the use of these financial instruments. These procedures help stabilize the monthly heating bills for Missouri
customers. The Company helieves it bears minimal risk under the authorized transactions.

The MPSC approved a three year, experimental gas supply incentive plan for Missouri Gas Energy effective July 1,
1996. Under the plan, the Company and Missouri Gas Energy's customers shared in certain savings below
benchmark levels of gas costs achieved as a resuit of the Company's gas procurement activities. Likewise, if natural
gas was acquired above benchmark ievels, both the Company and customers shared in such costs. For the years
ended Jurne 30, 1999 and 1998, the incentive plan achieved a reduction of overall gas costs of $6,900,000 and
$9,200,000, respectively, resulting in savings to Missouri customers of $4,000,000 and $5,100,000, respectively.
The Company recorded revenues of $2,900,000 and $4,100,000 in 1999 and 1998, respectively, under this plan,
Missouri Gas Energy received authorization from the MPSC for a new gas supply incentive plan that became
effective August 31, 2000. Earnings under the plan are primarily dependent on market prices far natural gas
declining to certain preauthorized levels which are now below current market prices. There is no assurance that the
Company will have an opportunity to generate earnings under this aspect of the plan during fiscal 2001.

The Company is continuing to pursue certain changes to rates and rate structures that are intended to reduce the
sensitivity of earnings to weather including weather normalization clauses and higher monthly fixed service charges.
Southern Union Gas has weather normalization clauses in the City of Austin, El Paso environs, Port Arthur,
Galveston and in two other service areas in Texas. These clauses allow for the adjustments that help stabilize
customers’ monthly bills and the Company's earnings from the varying effects of weather.

Year 2000 The Company did not experience any significant malfunctions or errors in its operating or business
systems when the date changed from 1999 to 2000. Based on operations since January 1, 2000, the Company does
not expect any significant impact to its ongoing business as a result of the Year 2000 problem. The Year 2000
problem is the inability of computer application software programs to distinguish between the year 1900 and 2000
due to a commoniy-used programming convention. Unless such programs were modified or replaced prior to 2000,
calculations and interpretations based on date-based arithmetic or legical operations performed by such programs
may have been incorrect.

It is possible that the full impact of the date change has not been fully recegnized. The Company believes that any
such problems are not likely. [n addition, the Company could still be negatively affected if its customers ar suppliers
are adversely affected by the Year 2000 or similar issues. The Company currently is not aware of any significant
Year 2000 or similar problems that have arisen for its customers and suppliers.

The Company incurred costs of approximately $2,922,000 to complete this project. The Company also expects to
spend approximately $1,500,000 in equipment leasing expenses that will be incurred over the life of the equipment
that were incurred in order to be Year 2000 compliant.

Accounting Pronouncements In June 1998, the Financial Accounting Standards Board (FASB) issued Accounting
for Derivative Instruments and Hedging Activities. The Statement, as amended, is effective for all fiscal quarters of
all fiscal years beginning after June 15, 2000; the Company as required will adopt the Statement on July 1, 2000.
The Statement requires that all derivative instruments be recorded on the balance sheet at fair value. Changes in
the fair value of derivatives are recorded each period in current earnings or other comprehensive income, depending
on whether a derivative is designated as part of a hedge transaction and, if it is, depending on the type of hedge
transaction. During the Company's implementation procedures, the Company identified a fair value hedge, cash flow
hedges and gas purchase contracts that are considered derivatives under the Statement. Based an the Company's
risk exposure, the Company does not anticipate a material effect on its financial position, results of operations or
cash flows resulting from counterparty non-perfoarmance.

The Company entered into an interest rate swap to reduce exposure to changes in fair value of fixed interest
payments related to a lease commitment. For fair-value hedge transactions in which the Company is hedging
changes in an asset's, liability's or firm commitment's fair value, changes in the fair value of the derivative instrument
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will generally be offset in the income statement by changes in the hedged item's fair value. The Company estimates
that the transition adjustment related to the fair value hedge will be immaterial to the financial statements.

The Company is party to two interest rate swaps designed to hedge exposure to variability in cash flows from interest
rate changes on variable rate debt. For cash flow hedges related to a variable-rate asset, liability or a forecasted
transaction, changes in the fair value attributed to the effective portion of the derivative instrument will be reported
in other comprehensive income. The gains and [0ssés on the derivative instrument that are reperted in other
comprehensive income will be reclassified as earnings in the periods in which earnings are impacted by the variability
of the cash flows of the hedged item. The ineffective portion of all hedges will be recognized in current-period
earnings. The Company estimates that it wili record a net-of-tax cumuiative-effect-type adjustment of $960,000 gain
in accumulated other comprehensive income to recognize at fair value all derivative instruments that will be
designated as cash flow hedging instruments.

The Company's assessment also ideatified two gas purchase contracts at its recently acquired PG Energy Division
that have heen determined to be derivatives that do not qualify for hedge accounting treatment under the Statement.
The Company estimates that it will record a net-of-tax cumulative effect-type adjustment of $700,000 gain in earings
to recognize the fair value of the derivative instruments that do not qualify for hedge accounting treatment under the
Statement. These derivatives will be reflected at quoted or estimated market value with resulting gains and losses
included in operating income in the Consolidated Statement of Income.

Energy trading contracts entered into for speculative purposes are recorded at fair value as of each balance sheet
date with gains and losses included in earnings.

In December 1989, the Securities Exchange Commission staff issued a Staff Accounting Bulletin, Revenue
Recognition, which provides guidance on the recognition and disclosure of revenues. Implementation of this Staff

Accounting Bulletin is required by the fourth quarter of 2001 and will have no effect on the Company's Consoiidated
Financial Statements.

See the Notes to Consolidated Financial Statements for other accounting pronouncements followed by the Company.

Cautionary Statement Regarding Forward-Looking Information This Management's Discussion and Analysis
of Results of Operations and Financial Condition and other sections of this Annual Report on Form 10-K/A contain
forward-looking statements that are based on current expectations, estimates and projections about the industry in
which the Company operates, management's beliefs and assumplions made by management. Words such as
‘expects,” “anticipates,” “intends,” “plans,” ‘believes,” “seeks,” “estimates,” variations of such words and similar
expressions are intended to identify such forward-looking statements. These statements are not guarantees of future
performance and involve certain risks, uncertainties and assumptions, which are difficult to predict and many of which
are outside the Company’s control. Therefore, actual outcomes and results may differ materially from what is
expressed or forecasted in such forward-looking statements. The Company undertakes no obligation to update
publicly any forward-looking statements, whether as a result of new information, future events or otherwise. Readers
are cautioned not to put undue reliance on such forward-looking statements. Stockholders may review the
Company's reports filed in the future with the Securities and Exchange Commission for more current descriptions
of developments that could cause actual results to differ materiaily from such forward-looking statements.

Factors that could cause or contribute to actual results differing materially from such forward-looking statements
include the foilowing: cost of commaodity prices; gas sales volumes; weather conditions in the Company’s service
territories; the achievement of operating efficiencies and the purchases and implementation of new technologies for
attaining such efficiencies; impact of relations with labor unions of bargaining-unit employees; the receipt of timely
and adequate rate relief; the outcome of pending and future litigation; governmental regulations and proceedings
affecting cr involving the Company; unanticipated environmental liabilities; changes in business strategy; the risk
that the businesses acquired and any other businesses or investments that Southern Union has acquired or may
acquire may not be successfully integrated with the businesses of Southern Union; and the nature and impact of any
extraordinary transactions such as any acquisition or divestiture of a business unit or any assets. These are
representative of the factors that could affect the outcome of the forward-looking statements. In addition, such
statements could be affected by general industry and market conditions, and general economic conditions, including
interest rate fiuctuations, federal, state and local laws and regulations affecting the retail gas industry or the energy
industry generally, and other factors.
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ITEM 8. Financial Statements and Supplementary Data.

The information required here is included in the report as set forth in the Index fo Consolidated Financial Statements
on page F-1.

ITEM 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure.

None.

PART ill

ITEM 10. Directors and Executive Officers of Registrant.

There is incorporated in this Item 10 by reference the information in the Company's definitive proxy statement for
the 2000 Annual Meeting of Stockholders under the captions Board of Directors -- Board Size and Composition and
Executive Officers and Compensation -- Executive Officers Who Are Not Directors.

ITEM 11. Executive Compensation.

There is incorporated in this ltem 11 by reference the information in the Company's definitive proxy statement for
the 2000 Annual Meeting of Stockhalders under the captions Executive Officers and Compensation -- Executive
Compensation and Certain Relationships.

ITEM 12. Securify Ownership of Certain Beneficial Owners and Management.

There is incorporated in this ltem 12 by reference the information in the Company's definitive proxy statement for
the 2000 Annual Meeting of Stockholders under the caption Security Ownership.

ITEM 13. Certain Relationships and Related Transactions.

There is incorporated in this item 13 by reference the information in the Company's definitive proxy statement for
the 2000 Annual Meeting of Stockholders under the caption Certain Relationships.

PART IV

ITEM 14. Exhibits, Financial Statement Schedules and Reports on Form 8-K.

(a)(1)and (2) Financial Statements and Financijal Statement Schedules. See Index to Consolidated Financial
Statements set forth on page F-1.

(a)(3) Exhibits.
Exhibit No. Description

2(a) Agreement of Merger between Southern Union Company and Fall River Gas Company dated as of
October 4, 1999. (Filed as Exhibit 2 to Southern Union's Current Report on Form 8-K filed on October 4,
1999 and incorporated herein by reference.)

2(b) Agreement and Plan of Merger among Southern Union Company, GUS Acquisition Corporation and
Providence Energy Corporation dated November 15, 1999. (Filed as Exhibit 2 to Southern Union's
Current report on Form 8-K filed on November 19, 1999 and incorporated herein by reference.)
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Exhibit No.

2(c)

2(d)

3(a

3(b)

3(c)

4(a)

4(b)

4(c)

4(d)

4(e)
4(H)

4(9)

4(h)

4(i)

Description

Agreement and Plan of Merger among Southern Union Company, SUG Acquisition Corperation and
Valley Resources, Inc. dated November 30, 1999. (Filed as Exhibit 2 to Southern Union's Current
Report on Form 8-K filed on December 6, 1999 and incorporated herein by reference )

Agreement of Merger between Southern Union Company and Pennsyivania Enterprises, n¢. dated as
of June 7, 1999. (Filed as Exhibit 2 to Southern Union's Current Report on Form 8-K filed on June 15,
1999 and incorporated herein by reference.)

Restated Certificate of Incorperation of Southern Union Company. (Filed as Exhibit 3(a) to Southern
Union's Transition Report on Form 10-K for the year ended June 30, 1994 and incorporated herein by
reference.)

Amendment to Restated Certificate of Incorporation of Southern Union Company which was filed with
the Secretary of State of Delaware and became effective on October 26, 1999. (Filed as Exhibit 3(a)
to Southern Union's Quarierly Report on Form 10-Q for the quarter ended December 31, 1999 and
incorporated herein by reference.)

Southern Union Company Bylaws, as amended. (Filed as Exhibit 3(a) to Southern Union’s Quarterly
Report on Form 10-Q for the gquarter ended December 31, 1999 and incorporated herein by reference.)

Specimen Common Stock Certificate. (Filed as Exhibit 4(a) to Southern Union's Annual Report on Form
10-K for the year ended December 31, 1988 and incorporated herein by reference.)

Indenture between Chase Manhattan Bank, N.A., as trustee, and Southern Union Company dated
January 31, 1994, (Filed as Exhibit 4.1 to Southern Union's Current Report on Form 8-K dated
February 15, 1994 and incorporated herein by reference.)

Officers' Certificate dated January 31, 1994 setting forth the terms of the 7.60% Senior Debt Securities
due 2024. (Filed as Exhibit 4.2 to Southern Union's Current Report on Form 8-K dated February 15,
1994 and incorporated herein by reference.)

Officer's Certificate of Southern Union Company dated November 3, 1999 with respect to 8.25% Senior
Notes due 2029. (Filed as Exhibit 99.1 to Southern Union's Current Report on Form 8-K filed on
November 19, 1999 and incorporated herein by reference.)

Certificate of Trust of Southern Union Financingl. (Filed as Extiibit 4-A to Southern Union's Registration
Statement on Form S-3 (No. 33-58297) and incorparated herein by reference.)

Certificate of Trust of Southern Union Financing H. (Filed as Exhibit 4-B to Southern Union's
Registration Statement on Form S-3 (No. 33-58297) and incorporated herein by reference.)

Cenrtificate of Trust of Southern Union Financing lll. (Filed as Exhibit 4-C to Southern Union's
Registration Statement on Form S-3 (No. 33-58297) and incorporated herein by reference.)

Form of Amended and Restated Declaration of Trust of Southern Union Financing I. (Filed as Exhibit
4-D to Southern Union's Registration Statement on Form S-3 (No. 33-58297) and incorporated herein
by reference.)

Form of Subordinated Debt Securities Indenture among Southern Union Company and The Chase
Manhattan Bank, N. A., as Trustee. (Filed as Exhibit 4-G to Southern Union’s Registration Statement
on Form S-3 (No. 33-58297) and incorporated herein by reference.) ’
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Exhibit No.

4()

4(k)

4(1)

4(m)

4(n)

4(0)

4(p)

4(q)

4(n

4(s)

4(1)

10(a)

Description

Form of Supplemental Indenture to Subordinated Debt Securities Indenture with respect to the
Subordinated Debt Securities issued in connection with the Southern Union Financing | Preferred
Securities. (Filed as Exhibit 4-H to Southern Union's Registration Statement on Form $-3 (No. 33-
58297) and incorporated herein by reference.)

Form of Southern Union Financing | Preferred Security (included in 4(g) above.) (Filed as Exhibit 4-1
to Southern Union's Registration Statement on Form S-3 (No. 33-58297) and incorporated herein by
reference.)

Form of Subordinated Debt Security {included in 4(i) above.) (Filed as Exhibit 4-J to Southern Union's
Registration Statement on Form S-3 (No. 33-58297) and incorporated herein by reference.)

Form of Guarantee with respect to Southern Union Financing | Preferred Securities. (Filed as Exhibit
4-K to Southern Union's Registration Statement on Form S-3 {No. 33-58297) and incorporated herein
by reference.)

First Mortgage Bonds Debenture of Mortgage and Deed of Trust dated as of March 15, 1946 by Southern
Union Company (as successorto PG Energy, Inc. formerly, Pennsylvania Gas and Water Company, and
originally, Scranton-Spring Brook Water Service Company to Guaranty Trust Company of New York.
{Filed as Exhibit 4.1 to Southern Union's Current Report on Form 8-K filed on December 30, 1999 and
incorpaorated herein by reference.)

Twenty-Third Supplemental Indenture dated as of August 15, 1989 (Supplemental to Indenture dated
as of March 15, 1946) between Southern Union Company and Morgan Guaranty Trust Company of New
York {(formerly Guaranty Trust Company of New York). (Filed as Exhibit 4.2 to Southern Union's Current
Report on Form 8-K filed on December 30, 1999 and incorporated herein by reference.)

Twenty-Sixth Supplemental Indenture dated as of December 1, 1992 (Supplemental to indenture dated
as of March 15, 1946) between Southern Union Company and Morgan Guaranty Trust Company of New
York. (Filed as Exhibit 4.3 to Southern Union's Current Report on Form 8-K filed on December 30, 1999
and incorporated herein by reference.)

Thirtieth Supplemental indenture dated as of December 1, 1995 (Supplemental to Indenture dated as
of March 15, 1946) hetween Southern Union Company and First Trust of New York, National Association
(as successor trustee to Morgan Guaranty Trust Company of New York). (Filed as Exhibit 4.4 to
Southern Union's Current Repart on Form 8-K filed on December 30, 1899 and incorporated herein by
reference.)

Thirty-First Supplemental Indenture dated as of November 4, 1999 {Supplemental to Indenture dated
as of March 15, 1946) between Southern Union Company and U. S. Bank Trust, National Association
(formerly, First Trust of New York, National Association). (Filed as Exhibit 4.5 to Southern Union's
Current Report on Form 8-K filed on December 30, 1999 and incorporated herein by reference.)

Pennsylvania Gas and Water Company Bond Purchase Agreement dated September 1, 1988, (Filed
as Exhibit 4.6 to Southern Union's Current Report on Form 8-K filed on December 30, 1999 and
incorporated herein by reference.}

Southern Union is a party to other debt instruments, none of which authorizes the issuance of debt
securities in an amount which exceeds 10% of the total assets of Southern Union. Southern Union
hereby agrees to furnish a copy of any of these instruments to the Commission upon request.

Amended and Restated Revolving Credit Agreement (Long-Term Credit Facility) between Southern
Union Company and the Banks named therein dated May 31, 2000.
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Exhibit No.

10(b)

10(c)

10(d)

10(e)

10(f)

10(g)

10{h)

10()

10()

10(k)

10()

10(m)

10(n)

13

21

Description

Amended and Restated Revolving Credit Agreement (Short-Term Credit Facility) between Southern
Union Company and the Banks named therein dated May 31, 20C0.

Term Loan Credit Agreement between Southern Union Company and the Banks named therein dated
August 28, 2000.

Southern Union Company 1982 Incentive Stock Option Plan and form of related Stock Option Agree-
ment. (Filed as Exhibits 4.1 and 4.2 to Form S-8, File No. 2-79612 and incorporated herein by
reference.)(*)

Form of Indemnification Agreement between Southern Union Company and each of the Directors of
Southern Union Company. (Filed as Exhibit 10(i) to Scuthern Union's Annual Report on Form 10-K for
the year ended December 31, 1986 and incorporated herein by reference.)

Southern Union Company 1982 Long-Term Stock Incentive Plan, As Amended. (Filed as Exhibit 10(1)
to Southern Union's Annual Report on Form 10-K for the year ended June 30, 1998 and incorparated
herein by reference.)(*)

Saouthern Union Company Director's Deferred Compensation Plan. (Filed as Exhibit 10(g) to Southern
Union's Annual Report on Farm 10-K for the year ended December 31, 1993 and incorporated herein
by reference.)(*)

Southern Union Company Amended Supplemental Deferred Compensation Plan with Amendments.
(Filed as Exhibit 4 to Southern Union's Form S-8 filed March 27, 1999 and incorporated herein by
reference.)(*)

Form of warrant granted to Fleischman and Walsh L.L.P. {Filed as Exhibit 10(j) to Southern Union’s
Transition Report on Form 10-K for the year ended June 30, 1994 and incorporated herein by reference.)

Renewal Promissory Note Agreement between Peter H. Kelley and Southern Union Company dated
May 31, 1995. (Filed as Exhibit 10(i) to Southern Union's Annual Report on Form 10-K for the year
ended June 30, 1995 and incorporated herein by reference.)

Employment agreement between Thomas F. Karam and Southern Union Company dated December 28,
1999. (Filed as Exhibit 10(a) to Southern Union's Quarterly Report on Form 10-Q for the quarter ended
December 31, 1999 and incorporated herein by reference.)

Secured Promissory Note and Security Agreements between Thomas F. Karam and Southern Union
Company dated December 20, 1999. (Filed as Exhibit 10{b) to Southemn Union's Quarterly Report on
Form 10-Q for the quarter ended December 31, 1999 and incorporated herein by reference.)

Southern Union Company Pennsylvania Division Stock Incentive Plan. (Filed as Exhibit 4 to Form S-8,
SEC File No. 333-36146, filed on May 3, 2000 and incorporated herein by reference.)*

Southern Union Company Pennsylvania Division 1992 Stock Option Plan. (Filed as Exhibit 4 to Form
$-8, SEC File No. 333-36150, filed on May 3, 2000 and incorporated herein by reference.}*

Portions of Company’s Annual Report to Stockholders.

Subsidiaries of the Company.

* indicates Management Compensation Plan.
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Exhibit No. Description
23 Consent of Independent Accountants.
24 Power of Attorney.
27 Financial Data Schedule.
(b) Reports on Form 8-K. Southern Union’s Current Report on Form 8-K dated June 5, 2000 providing certain

historical financial statements and related notes thereto of Valley Resources, Inc. and Providence Energy
Corporation.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, Southern Union has duly
caused this report to be signed by the undersigned, thereunto duly authorized, on April 25, 2001,

SOUTHERN UNION COMPANY

By

RONALD J. ENDRES

By

Ronald J. Endres
Executive Vice President and Chief Financial Officer

DAVID J. KVAPIL

David J. Kvapil
Senior Vice President and Corporate Controller
(Principal Accounting Officer)
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SOUTHERN UNION COMPANY AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF OPERATIONS

Operating revenues . . . . ... ... . i

Cost of gas and other energy
Operating margin

Revenue related taxes

Operating expenses:
Operating, maintenance and general
Depreciation and amortization . . ........................
Taxes, other than on income and revenues

Total operating expenses
Net operating revenues

............................

Other income {expenses):
Ierest . ...
Dividends on preferred securities of subsidiary trust
Write-off of regulatory assets
Other, net .. ... .. .. .

Total other expenses, net

.........

..........................

Earnings before income taxes

Federal and state income taxes

Net earnings available for common stock

Net earnings per share:
Basic .. ...

Basic

See accompanying notes.

Year Ended June 30,

2000

1999

1998

(Restated)

{thousands of dollars, except shares and
per share amounts})

$ 831,704 $ 605,231 §$ 669,304
497,698 342,301 405,580
334,006 262,930 263,724
(34,896) _ (32,034) (34,886)
299,110 230,896 228,838
136,587 109,693 107,527
55,140 41,855 38,439

17,269 14,501 14,205
208,996 166,049 160,171
90,114 64,847 68,667
(51,492) (35,999) (34,884)
(9,480) (9,480) (9,480)
- - (8.,163)

_ (9,708) (1.814) 4,073
(70,680) (47.293) (48,454)
19,434 17,554 20,213
9,589 7.109 7,984

$ 90845 § 10445 $ 12,229

$ 23 3 32§ 38

3 2 $ 31 5 a7

43,427,728 32437242 31,925,072

45400778 3416084 33,160,205
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Real estate

Property, plant and eguipment:
Plant in service
Construction work in progress

Less accumulated depreciation and amaortization

ASSETS

Additional purchase cost assigned to utility plant, net of accumulated

amortization of $39,551,000 and $31,115,000, respectively
Net property, plant and equipment
Current assets:
Cash and cash equivalents
Accounts receivable, billed and unbiiled, net
Inventories, principally at average cost
Investment securities
Prepayments and other

Total current assets
Deferred charges

Investment securities

....................................

.......................................

............................................

Total B85S . . . .. e e e

See accompanying notes.

SOUTHERN UNION COMPANY AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEET

June 390,

2000

1999

(Restated)

(thousands of dollars)

$ 1,580,077  $1,106,905
30,192 13,271
1610269 1,120,176
(509,947) __(376,212)
1,100,322 743,964
386,839 134,296
1,487,161 878,260
27,829 -
74,959 50,693
60,259 29,373
187,817 -
877 4,692
351,741 84,758
145,006 96,635
10,489 12,000
9,461 9,420
17,602 6,275
$ 2021460 $1.087,348
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SOUTHERN UNION COMPANY AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEET (Continued)

STOCKHOLDERS' EQUITY AND LIABILITIES

June 30,
2000 1999
(Restated)
(thousands of dallats)

Common stockholders' equity:
Common stock, $1 par value; authorized 200,000,000 shares; issued

50,521,004 shares at June 30,2000 .......................... $ 50,521 $ 31,240
Premium on capital stock . ....... ... .. ... 599,835 276,810
Less treasury stock: 1,010,077 and 51,625 shares at cost at June 30,

2000 and 1999, respectively . ... ... ... . . ... ... ... . .. (15,554) (794)
Less common stock held in Trust: 964,577 and 281,939, respectively,

£ 1= (15,330) (5,562)
Accumulated other comprehensiveincome . ....................... 115,175 (436)
Retained eamings . ... .. ittt e e e -- --

734,647 301,058
Company-obligated mandatorily redeemabie preferred securities of subsidiary
trust holding solely subordinated notes of SouthernUnion .. ........... 100,000 100,000
Long-term debt and capital lease obligation . .. .. ......... ... ... .. ..., 733,774 390,931
Total capitalization . ...... ... ... . ... .. . ... 1,568,421 791,989
Current liabilities: \
Long-term debt and capital lease obligation due within one year . ... .. .. 2,193 2,066
Notespayable . ... ... ... ... . .. . . i 3 21,003
Accounts payable . .. .. ... ... 77,488 37,834
Federal, state and localtaxes . ... . ... . ... ... ... .. .. .. ... ... ... 7,359 13,300
Accrued interest . ... ... .. .. 15,922 12,176
Customerdeposits .. .... ... . ... 17,255 17,682
Deferred gas purchases . ....... ... i, 11,708 22,955
OBl . . . 30,778 16,612
Total current liabilities . . .. ... ... ... .. .. . i oL 162,706 143,628
Deferred creditsand other . ... ... . ... . . ... . 106,823 81,493
Accumulated deferred incometaxes . ........... ... . .. 183,510 70,238
Commitments and contingencies . .. ... ... ... ... . . . i, -- --
Total stockholders' equity and liabilities . ... ............. ... ... $2,021,460 $1.087 348

See accompanying notes.
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SOUTHERN UNION COMPANY AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF CASH FLLOWS

Year Ended June 30,
2000 1999 1998
{Restated)
(thousands of dallars)

Cash flows from operating activities:
Neteamings ... ... ... ... . . i i 3 9845 $ 10445 §$ 12229
Adjustments to reconcile net earnings to net cash flows from
operating activities:

Depreciation and amortization. . ....................... 55,140 41,855 38,439
Deferred incometaxes .......... ... ... ... . ... ... 435 7,867 6,363
Provision forbaddebts . .................... ... ... ... 4,998 3,279 5461
Write-off of regulatory assets ...................... ... - - 8183
Financial derivative tradinglosses ... ............ ... .... 2,236 - -
Deferred interestexpense . ............ ... .. .. .. ...... (312) 619 (1.671)
Gain on sale of investment securities ......... e -- - (1,088)
Ol e 1,708 1,004 1,447
Changes in assets and liabilities, net of acquisitions:
Accounts receivable, billed and unbilled ........ ... .... {(3,830) (212} 132
Accountspayable . ......... .. ... ... ... o 22,602 5,228 (7,066)
Taxes and other liabilites . .. ....................... (5,636) (1,240) 146
Customerdeposits ............................... (3,407) ()] 201
Deferredgaspurchases ... ........................ {15,114) 10,698 8,693
Iventories . ..... ... .. .. .. 91 (3.213) (4,361)
Other ... e 1,766 527 1,169
Net cash flows from operating activities ................ .. 70,522 76,853 68,257
Cash flows from (used in) investing activities:
Additions to property, plant and equipment . ... ............... (100,446) (73,147} (77,018)
Acquisition of operations, net of cashreceived ................ (38,366) - 6,502
Purchase of investmentsecurities . ......................... {21,001) (7,000) {5,000)
Increase incustomeradvances ............................ 1,350 2,139 3,562
Decrease in deferred chargesandcredits . ................. .. (3,657) (4,086) {1,786)
Proceeds from sale of investment secwities ... ............... -- - 6,531
Proceeds from sale of subsidiary . ........... ............... 12,150 - -
6 (3T (4.553) 885 1.575
Net cash flows used in investing activities .. ............. .. {154.523) (81,209) (65,634)
Cash flows from (used in) financing activities:
Issuance of long-termdebt . .. ........... ... ... .. .. ... .. .. 300,000 - -
Issuance costofdebt ........... .. ... . ... .. . . ... L. (7,292) - -
Premium on early extinguishmentofdebt .................... (719) - =
Purchase of treasurystock ... ... ... ... .. L. {14,425) - -
Repayment of debt and capital lease obligation . .. ............. (138,791) (20,837) (1,309)
Net borrowings (payments) under revolving credit facilites ... .. .. {21,000) 19,403 -
Increase (decrease)in cashoverdrafts ...................... (6,655) 6,033 (945)
Other e e 712 (243) {369)
Net cash flows from (used in) financing activites . .......... 111,830 4356 (2.623)
Increase in cash and cashequivalents . ......................... 27,829 - -
Cash and cash equivalents at beginningofyear ................... - - -
Cash and cash equivalents atendofyear ....................... $§ 27829 § - 3 -

Cash paid for interest, net of amounis capitalized, in 2000, 1999 and 1998 was $57,735,000, $45,039,000 and
$33,997,000, respectively. Cash paid for income taxes in 2000, 1999 and 1998 was $4,311,000, $1,194,000 and
$4,511,000, respectively.

See accompanying notes.
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SOUTHERN UNION COMPANY AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF STOCKHOLDERS'’ EQUITY

Balance July 1, 1987 .. . .....
Comprechensive income:
Netearnings ...............
Reclassification adjustment for
gains included in net income .
Comprehensive income.. . .
5% stock dividend ... ... ...
Three-for-two stock split . . . ..
Issuance of stock for acquisition . .
Exercise of stock options
Balance June 30, 1998

Comprehensive income;
Netearnings .. . ...........
Minimum pension liability

adjustment; net of tax .. .
Comprehensive income . .. .. ..
Common stock held in trust . .. ..

5% stock dividend — declared

November 11,1998 .. ... . ..
5% stock dividend - declared
July 13,1989 . ... .. ..
Exercise of stock options . ..
Balance June 30, 1999 ... ...
Comprehensive income;
Net earnings (restated) ... .. ..
Unrealized gain in investment
securities, netoftax . . ... ...
Minimum pension liability
adjustment; net of tax
Comprehensive income .

Commaon stock held in trust . . . ..

5% stock dividend (restated) . . . ..

Purchase of treasury stock . . .

Issuance of stock for acquisition . .

Exercise of stock options ... . ...

Balance June 30, 2000 (restated) . . .

Common Accumulated

Commen  Premium  Treasury Stock Other
Stock, $1 on Capital Stock, at Hetd in  Comprehen- Retained
Par Value Stock Cost Trust sive Income Earnings Total
(thousands of dollars)
$ 17,171 $ 225252 § (794) $ - $ 664 § 25,169 3 267,462
-- - - - -- 12,229 12,229
- - - - (664) -- (664)
11,565
856 19,802 - - - {20,658) -
9,400 (9,400) - - - (2) (2)
756 17,285 - - - - 18,041
69 (301) b - - — (232)
28,252 252,638 (794) - - 16,738 296,834
- - - - - 10,445 10,445
- - - - (436) - (436)
10,009
- - - (5,562) - - {5,562)
1,411 7,483 -~ - - (8.898) (4)
1,485 16,797 - - -- (18,285) (3)
92 {308) - = i - (216)
31,240 276,610 (794} {5,562) (4386) - 301,058
— - - - - 9,845 9,845
- - - - 115,175 s 115,175
- - - - 436 - 438
125,456
- - - (10,037) - - {10,037)
2,359 7,452 - - - (9,845) (34)
- - (14,425) - - - {14,425)
16,714 315,235 - - - - 331,948
208 538 (335) 269 - - 680
50,521 599835 $(15554) $(15330) $ 115,175 % -- 3 734 647

See accompanying notes.
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SOUTHERN UNION COMPANY AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

I Summary of Significant Accounting Policies

Operations Southern Union Company (Southerm Union and, together with its wholly-owned subsidiaries, the Com-
pany), is a public utitity primarily engaged in the distribution and sate of natural gas to residential, commercial and
industrial customers located (during the periods reflected) primarily in Texas, Missouri and Pennsylvania. See
Acquisitions -- Acquisitions Subsequent to Year-End. Subsidiaries of Southern Union also market natural gas to
end-users, distribute propane, operate natural gas pipeline systems and sell commercial gas air conditioning and
other gas-fired engine-driven applications. The Company has also entered the electric generation and marketing
business through the recent acquisition of Pennsylvania Enterprises, Inc. (hereafter referred to as the Pennsylivania
Operations). Certain subsidiaries own or hold interests in real estate and other assets, which are primarily used in
the Company’s utility business. Substantial operations of the Company are subject to regulation. Accounting policies
conform to the Financial Accounting Standards Board (FASB) standard, Accounting for the Effects of Certain Types
of Regulation in the case of regulated operations.

Principles of Consolidation The consolidated financial statements include the accounts of Southern Union and
its wholly-owned subsidiaries. Investments in which the Company has significant influence over the operations of
the investee and the Company owns a 20% to 50% interest are accounted for using the equity method. All significant
intercompany accounts and transactions are eliminated in consolidation. All dollar amounts in the tables herein,
except per share amounts, are stated in thousands unless otherwise indicated.

Gas Utility Revenues and Gas Purchase Costs Gas utility customers are billed on a monthly-cycle basis. The
related cost of gas and revenue taxes are matched with cycle-billed revenues through utilization of puréhased gas
adjustment provisions in tariffs approved by the regulatory agencies having jurisdiction. Revenues from gas
delivered but not yet billed are accrued, along with the related gas purchase costs and revenue-related taxes. The
distribution and sale of natural gas in Texas, Missouri and Pennsylvania contributed in excess of 85% of the Com-
pany’s total revenue, net earnings and identifiable assets in 2000, 1999 and 1998. Four suppliers provided 55%, 50%
and 45% of the Company's gas purchases in 2000, 1999 and 1998, respectively.

Earnings Per Share The Company's earnings per share presentation conforms to the FASB standard, Earnings per
Share. All share and per share data have been restated for all stock dividends and stock splits unless otherwise
noted.

Accumulated Other Comprehensive Income In 1999, the Company adopted Reporting Comprehensive income,
an FASB standard which established rules for the reporting of comprehensive income and its components. The main
components of comprehensive income that relate to the Company are net earnings, unrealized holding gains on
investments and additional minimum pension liability adjustments, all of which are presented in the consolidated
statement of stockholders’ equity. Prior to adoption, the unrealized holding gains were presented as part of
stockholders’ equity and the pension liability adjustments were presented in the consolidated balance sheet.

Unrealized holding gains on investment securities were $115,175,000, nil and nil in 2000, 1999 and 1998,
respectively. The reclassification adjustment for gains included in net income, net of tax, for reporting other compre-
hensive income was nil, nil and $664,000 in 2000, 1999 and 1998, respectively. The unrealized holding gains on
investment securities and the reclassification adjustment for gains are combined and reflected on the consolidated
statement of stockholders’ equity.

Credit Risk Concentrations of credit risk in trade receivables are limited due to the large customer base with
relatively small individual account balances. In addition, Company policy requires a deposit from certain customers.
The Company has recorded an allowance for doubtful accounts totaling $7,503,000, $6,588,000, $8,267,000 and
$10,765,000 at June 30, 2000, 1999, 1998 and 1997, respectively. The allowance for doubtful accounts is increased
for estimated uncollectible accounts ang reduced for the write-off of trade receivables.
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Fair Value of Financial Instruments The carrying amounts reported in the balance sheet for cash and cash
equivalents, accounts receivable, accounts payable and notes payable approximate their fair value. The fair

value of the Company’s preferred securities of subsidiary trust and long-term debt is estimated using current market
quotes and other estimation techniques.

Inventories Inventories consist of natural gas in underground storage and materials and supplies. Natural gas in
underground storage of $51,869,420 and $23,680,000 at June 30, 2000 and 1999, respectively, consists of
15,226,000 and 10,429,000 British thermal units, respectively.

Segment Reporting The FASB standard, Disclosures about Segments of an Enterprise and Related Information,
requires disclosure of segment data based on how management makes decisions about ailocating resources to
segments and measuring performance. The Company is principally engaged in the gas distribution industry in the
United States and has no other reportabie industry segments.

New Pronouncements In June 1998, the FASB issued Accounting for Denivative Instruments and Hedging Activities.
The Statement, as amended, is effective for all fiscal quarters of all fiscal years beginning after June 15, 2000; the
Company as required will adopt the Statement on July 1, 2000. The Statement requires that all derivative instru-
ments be recaerded on the balance sheet at fair value. Changes in the fair value of derivatives are recorded each
period in current earnings or other comprehensive income, depending on whether a derivative is designated as part
of a hedge transaction and, if it is, depending on the type of hedge transaction. During the Company's implementa-
tion procedures, the Company identified a fair value hedge, cash flow hedges and gas purchase contracts that are
considered derivatives under the Statement. Based on the Company's risk exposure, the Company does not
anticipate a material effect on its financial position, results of operations or cash flows resuiting from counterparty
non-performance.

The Company entered into an interest rate swap to reduce exposure to changes in fair value of fixed interest
payments related to a lease commitment. For fair-value hedge transactions in which the Company is hedging
changes in an asset's, liability's or firm commitment's fair value, changes in the fair value of the derivative instrument
will generally be offset in the income statement by changes in the hedged item's fair value. The Company estimates
that the transition adjustment related to the fair value hedge will be immaterial to the financial statements.

The Company is party to two interest rate swaps designed to hedge exposure to variability in cash flows from interest
rate changes on variable rate debt. For cash flow hedges related to a variable-rate asset, liability or a forecasted
transaction, changes in the fair value attributed 1o the effective portion of the derivative instrument will be reported
in other comprehensive income. The gains and losses on the derivative instrument that are reporied in other
comprehensive income will be reclassified as earnings in the periods in which earnings are impacted by the variability
of the cash flows of the hedged item. The ineffective portion of all hedges will be recognized in current-period
earnings. The Company estimates that it will record a net-of-tax cumulative-effect-type adjustment of $960,000 gain
in accumulated other comprehensive income to recognize at fair value all derivative instrumenis that will be
designated as cash flow hedging instruments.

The Company's assessment also identified two gas purchase contracts at its recently acquired PG Energy Division
that have been determined to be derivatives that do not qualify for hedge accounting treatment under the Statement.
The Company estimates that it will record a net-of-tax cumulative effect-type adjustment of $700,000 gain in earnings
to recognize the fair value of the derivative instruments that do not qualify for hedge accounting treatment under the
Statement. These derivatives will be reflected at quoted or estimated market value with resulting gains and losses
included in operating income in the Consolidated Statement of income.

Energy trading contracts entered into for speculative purposes are recoerded at fair value as of each balance sheet
date with gains and losses included in earnings.
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In December 1999, the Securities Exchange Commission staff issued a Staff Accounting Bulfetin, Revenue
Recognition, which provides guidance on the recognition and disclosure of revenues. Implementation of this

StaffAccounting Bulletin is required by the fourth quarter of 2001 and will have no effect on the Company's
Consolidated Financial Statements.

Use of Estimates The preparation of financial statements in conformity with accounting principles generally
accepted in the United States 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 reported amounts of revenues and expenses during the reporting period. Actual resuits could differ
from those estimates.

| Restatement

In March 2001, the Company discovered unauthorized financial derivative energy trading activity by a non-regulated,
wholly-owned subsidiary. During March 2001 and April 2001, all unauthorized trading activity was closed resulting
in a cumulative cash expense of $191,000, net of tax. However, due to certain accounting rules, such trading
contracts must be recorded at fair vaiue as of each balance sheet date with gains and losses included in earnings.
As a result, a restatement of financial information for the fiscal year ended June 30, 2000 and the two subsequent
quarters was required. This restatement resuited in non-cash losses of $1,207,000, net of tax, ($.02 per diluted
share) for the fiscal year ended June 30, 2000. Additionally, a portion of the 5% common stock dividend which was
previously reported in 2000 as a reduction of retained earnings has bean reclassified to premium on capital stock.

Il Acquisitions
Pennsylvania Enterprises, Inc.

On November 4, 1999, the Company acquired the Pennsylvania Operations in a transaction valued at approximately
$500 million, including assumption of long-term debt of approximately $115 million. The Company issued
approximately 16.7 million pre-stock dividend shares of common stock and paid approximately $36 million in cash
to complete the transaction. The Pennsylvania Operations are headquartered in Wilkes-Barre, Pennsylvania with
natural gas distribution being its primary business. The principal operating division of the Pennsylvania Operations
is the PG Energy division of the Company which serves more than 154,000 gas customers in northeastern and
central Pennsylvania. Subsidiaries of the Company included in the Pennsylvania Operations include PG Energy
Services Inc., (Energy Services), Keystone Pipeline Services, Inc. (Keystone, a wholly-owned subsidiary of PG
Energy Services Inc.), PElI Power Corporation, and Theta Land Carporation. Through Energy Servicesthe Company
markets a diversified range of energy-related products and services under the name of PG Energy PowerPlus and
supplies propane under the name of PG Energy Propane. Keystone provides pipeline and fiber optic cable construc-
tion, installation, maintenance, and rehabilitation services. PEI| Power Corporation operates a cogeneration plant
that generates steam and electricity for resale. Theta Land Corporation, which provided land management and
development services for more than 44,000 acres of land, was sold for $12,150,000 in January, 2000. No gain or
joss was recognized on this transaction. Upon acquiring the Pennsylvania Operations, the Company made the
strategic decision to sell Keystone and the propane operations of Energy Services; these operations are not material
to the Company. The Company has not yet sold these operations and there can be no assurance that a sale on
terms satisfactory to the Company will be completed.

The Company funded the cash portion of the acquisition of the Pennsylvania Operations and related refinancings
with the sale of $300,000,000 of 8.25% Senior Notes due 2029 completed on November 3, 1998 (8.25% Senior
Notes). 3ee Debt and Capital Lease. The assets of the Pennsylvania Operations are included in the consolidated
balance sheet af the Company at June 30, 2000 and the results of operations from the Pennsylvania Operations has
been included in the statement of consalidated operations since November 4, 1889. The acquisition was accounted
for using the purchase method. The additional purchase cost assigned to utility plant of approximately $261,000,000
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reflects the excess of the purchase price over the historical book carrying value of the utility plant. Amortization of
the additional purchase cost assigned to utility piant is provided on a straight-line basis over forty years.

Prior to the consummation of the acquisition, the Company purchased 358,500 shares of Pennsylvania Enterprises,
Inc. stock for $11,887,000 during both the first and second quarters of the Company's fiscal year 2000. As all
necessary approvals for the merger had not been abtained, these purchases were treated as investment securities.

Pro Forma Financial Information

The following unaudited pro forma financial information for the year ended June 30, 2000 and 1999 is presented as
though the following events had occurred at the beginning of the earliest period presented: (i) the acquisition of
Pennsylvania Enterprises, Inc.; (i) the sale of the 8.25% Senior Notes; and {iii) the refinancing of certain short-term
and long-term debt at the time of acquisition. The pro forma financial information is not necessarily indicative of the
results which would have actually been obtained had the acquisition of Pennsylvania Enterprises, Inc., the sale of
senior notes or the refinancings been completed as of the assumed date for the periods presented or which may be
obtained in the future.

Year Ended June 30,

2000 1999
{Restated)

Operating (VMBS . . . . . i et e $ 880,190 $ 838,836
Income before extraordinary item .. ... .. .. . ... 2,079 5,782
Net earnings available forcommonstock .......... ... ... ... .. ... .. 2,079 5,782
Net earnings per common stock:

BaSIC . . . . e e .05 A2

Diluted . . ... e .05 A1
Other Acquisitions

Effective December 31, 1997, the Company acquired Atlantic Utilities Corporation and Subsidiaries {Atlantic) for
755,650 pre-split and pre-stock dividend shares of common stock valued at $18,041,000 and $4,436,000 of cash.
Atlantic is operated as South Florida Natural Gas, a natural gas division of Southern Union, and Atlantic Gas
Corporation, a propane subsidiary ofthe Company. Atlantic currently serves 6,000 customers in central Florida. The
assets of Atlantic were included in the Company’s consolidated balance sheet at January 1, 1998 and its results of
operations have been included in the Company’s statements of consclidated operations and cash flows since
January 1, 1988. On the date of acquisition, Atlantic had $11,683,000 of cash and cash equivalents. The acquisition
was accounted for using the purchase method. The additional purchase cost assigned to utility plant of $10,000,000
reflects the excess of the purchase price over the historical book carrying value of the net assets acquired. The
additional purchase cost is amortized on a straight-line basis over forty years.

On July 23, 1997 two subsidiaries of Southern Union acquired an equity ownership in a natural gas distribution
company and other related operations currently serving 22,000 customers in Piedras Negras, Mexico (Mexico
. Operations) for $2,700,000. Southermn Union currently has a 43% equity ownership in this company. This system
is across the U. S. - Mexico border from the Company's Eagle Pass, Texas service area.

Acquisitions Subsequent to Year-End

On September 20, 2000, Southern Union completed the acquisition of Valley Resources, Inc. (Valley Resources) for
approximately $125 million in cash plus the assumption of $30 mitlion in long-term debt. As a result of the Valley
Resources merger, Valley Resources' two utility subsidiaries are now one division of Southern Union operating as
Valley Gas Company and Bristol and Warren Gas Company, and Valley Resources' two non-utility subsidiaries are
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now subsidiaries of Southern Union. Valley Resources, which is headquartered in Cumberland, Rhode island,
provides natural gas utility service to more than 64,000 customers. Valley Resources' utility service area covers a
92 square mile area in the northeastern portion of Rhode Island that has a population of approximately 250,000 and
approximately 15 square miles in the eastern portion of Rhode Island that has a population of approximately 35,000.
Valley Resources' non-utility subsidiaries rent and sell appliances, offer a service contract program, sell liquid
propane in Rhode Island and nearby Massachusetts, and distribute as a wholesaler franchised lines to plumbing and
heating contractors. Included in the acquisition was Valley Resources’ 0% interest in Alternate Energy Corporation,
which sells, installs and designs natural gas conversion systems and facilities, is an authorized representative of the
ONSI Corporation fuel cell, holds patents for a natural gas/diesel co-firing system and for a device to control the flow
of fuel on duai-fuel equipment,

On September 28, 2000, Southern Union completed the acquisition of Providence Energy Corporation (ProvEnergy)
for approximately $270 million in cash plus the assumption of $90 million in long-term debt. The ProvEnergy
natural gas distribution operations are Providence Gas and North Attleboro Gas. Providence Gas serves
approximately 168,000 natural gas customers in Providence and Newpoit, Rhode Island, and 23 other cities and
towns in Rhode island and Massachusetts. North Attleboro Gas serves approximately 6,000 customers in North
Attleboro and Plainville, Massachusetts, towns adjacent to the northeastern Rhode Island border. The ProvEnergy
utility service territories encompass approximately 760 square mites with a pepulation of approximately 850,000.
Subsidiaries of the Company included in the ProvEnergy merger are ProvEnergy Oil Enterprises, Inc., Providence
Energy Services, Inc., and ProvEnergy Power Company, LLC. ProvEnergy Oil Enterprises, Inc. operates a fuel oil
distribution business through its subsidiary, ProvEnergy Fuels, Inc, (ProvEnergy Fuels). ProvEnergy Fueis serves
over 14,000 residential and commercial customers in Rhode Island and Massachusetts, Providence Energy
Services, Inc., whose operations may be sold or disbanded, markets natural gas and energy services in New
England. ProvEnergy Power Company owns 50% of Capital Center Energy Company, LLC., a joint venture formed
between ProvEnergy and ERI Services, Inc. to provide retail power.

On September 28, 2000, Southern Union completed the acquisition of Fall River Gas Company (Fall River Gas) for
approximately 1.5 million shares of Southern Union common stock and approximately $27 million in cash plus
assumption of $20 million in long-term debt. As a result of the merger, Fail River Gas is now a division of Southern
Union and Fall River Gas' non-regulated subsidiary, Fall River Gas Appliance Company, Inc., is now a subsidiary
of Southern Union. Headquartered in Fail River, Massachusetts, Fall River Gas serves approximately 48,000
customers in the city of Fall River and the towns of Somerset, Swansea and Westport, all located in southeastern
Massachusetts. Fall River Gas Appliance Company, Inc., rents water heaters and conversion burners (primarily for
residential use) in Fall River Gas' service area.

The aforementioned acquisitions subsequent 1o year-end shall be accounted for under the purchase method.
IV Write-Off of Regulatory Assets

During 1998, the Company was impacted by pre-tax non-cash write-offs totaling $8,163,000 of previously recorded
regulatory assets. Pursuant to a 1989 Missouri Public Service Commission {(MPSC) order, Missouri Gas Energy, a
division of the Company, is engaged in a major gas safety program. In connection with this program, the MP3C
issued an accounting authority order in 1994 which authorized Missouri Gas Energy to defer carrying costs at a rate
of 10.54%. The MPSC rate order of January 22, 1897, however, retroactively reduced the 10.54% carrying cost rate
used since early 1994 to an Allowance for Funds Used During Construction (AFUDC) rate of approximately 6%.
TheCompany filed an appeal of this portion of the rate order in the Missouri State Court of Appeals, Western District,
and on August 18, 1998 was notified that the appeal was denied. This resulted in a one-time non-cash write-off of
$5,942 000 by the Company of previously deferred costs in its fiscal year ended June 30, 1998. See Commitments
and Contingerncies.
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On August 21, 1988, Missouri Gas Energy was notified by the MPSC of its decision to grant a rate increase which,
among other things, disallowed certain previously recorded deferred costs associated with the rate filing, requiring
an additional pre-tax non-cash write-off of $2,221,000. The Company recorded this charge to earnings In its fiscal
year ended June 30, 1998. See Ulility Regulation and Rates.

V  Other Income (Expense), Net

Other expense of $9,708,000 in 2000 included $10,363,000 of costs assaciated with unsuccessful acquisition efforts
and related litigation and $2,236,000 of pre-tax non-cash financial derivative energy trading fosses. Thiswas partially
offset by net rental income of Lavaca Realty Company (Lavaca Realty) of $1,757,000.

Other expense of $1,814,000 in 1999 included: $3,839,000 of costs associated with various acquisition efforts and
anet expense of $619,000 related to the amortization and current deferral of interest and other expenses associated
with the Missouri Gas Energy Safety Program. This was partially offset by net rental income of Lavaca Realty of
$1,448,000 and equity earnings of $609,000 from Southern Union’s 43% equity ownership of its Mexico Operations.

Other income of $4,073,000 in 1998 included: $1,671,000 related to the deferral of interest and other expenses
associated with the Missouri Gas Energy Safety Program; realized gains on the sale of investment securities of
$1,088,000; and net rental income of Lavaca Realty of $1,119,000. This was partially offset by $885,000 of costs
associated with various acquisition efforts.

wi Cash Flow Information

The Company considers all highly liquid investments with an original maturity of three months or less to be cash
equivalents. Short-term investments are highly liquid investments with maturities of more than three months when
purchased, and are carried at cost, which approximates market. The Company places its temporary cash
investments with a high credit quality financiai institution which, in turn, invests the temporary funds in a variety of
high-quality short-term financial securities.

Under the Company's cash management system, checks issued but not presented to banks frequently result in
overdraft balances for accounting purpases and are classified in accounts payabie inthe consolidated balance sheet.

VIl  Earnings Per Share

During the three-year period ended June 30, 2000, no adjustments were required in net earnings available for
common stock forthe earnings per share calculations. Average shares outstanding for basic earnings per share were
43,427,728, 32,437,242 and 31,925,072 for the years ended June 30, 2000, 1999 and 1998, respectively. Diluted
earnings per share includes average shares outstanding as well as common stock equivalents from stock optionsand
warrants. Common stock equivalents were 1,973,050, 1,779,742 and 1,244,223 for the years ended June 30, 2000,
1999 and 1998, respectively.

Vit  Property, Plant and Equipment

Plant Plant in service and construction work in progress are stated at original cost net of contributions in aid of
construction. The cost of additions includes an allowance for funds used during construction and applicable overhead
charges. Gain or loss is recognized upon the disposition of significant utility properties and other property
constitutingoperating units. Gain or loss from minor dispositions of property is charged to accumulated depreciation
and amortization. The Company capitalizes the cost of significant internally-developed computer software systems
and amortizes the cost over the expected useful life. See Debt and Capital Lease.
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June 30,
2000 1999
Distribution plant . . . .. ... .. $ 1,479,426 $1,033,281
General Plant . . . . e 138,206 109,178
O T . . e 19 735 16,648
Total plant .. ... 1,637,367 1,159,107
Less contributions in aid of construction . ...... ... . .. . .. ... .. ... ... .. (57,290) {52,202)
Plantin service . . ... ... . . . e 1,580,077 1,106,905

Construction work in progress . ... ... . e 30,182 13,271

1,610,269 1,120,176

Less accumulated depreciation and amortization . ... ........... ..., . .... (509,947 (376.212)
1,100,322 743,964

.................... 386.839 134,296

Additional purchase cost assigned to utility plant, net

Net property, plant and equipment . ........ ... ... .. ... ... .. ..... $ 1487161 § 878,260

Acquisitions of rate-requlated entities are recorded at the historical book carrying value of utility plant. On
November 4, 1999, Pennsylvania Operations was acquired in which historical utility plant and equipment had a cost
and accumulated depreciation and amortization of $408,304,000 and $103,275,000, respectively. On December 31,
1997, Atlantic was acquired in which historical utility plant and equipment had a cost and accumulated depreciation
and amortization of $5,253,000 and $2,540,000, respectively.

Additional purchase cost assigned to utility plant is the excess of the purchase price over the book carrying value
of the net assets acquired. In general, the Company has not been allowed recovery of additional purchase cost
assigned to utility plant in rates. Periodicaily, the Company evaluates the carrying value of its additional purchase
cost assigned to utility plant, long-lived assets, capital leases and other identifiable intangibles by comparing the
anticipated future operating income from the businesses giving rise to the respective asset with the original cost or
unamortized balance. No impairment was indicated or expected at June 30, 2000.

Depreciation and Amortization Depreciation of utility plant is provided at an average straight-line rate of
approximately 3% per annum of the cost of such depreciable properties less applicable salvage. Franchises are
amortized over their respective lives. Depreciation and amortization of other property is provided at straight-line
rates estimated to recover the costs of the properties, after allowance for salvage, over their respective lives.
internally-developed computer sofiware system costs are amortized over various regulatory-approved periods.
Amortization of additional purchase cost assigned to utility plant is provided on a straight-line basis over forty years
unless the Company's requlators have provided for the recovery of the additional purchase cost in rates, in which
case the Company's policy is to utilize the amortization period which foilows the rate recovery period.

Depreciation of property, plant and equipment in 2000, 1999 and 1998 was $46,757,000, $37,771,000 and
$34,477,000, respectively.

IX Investment Securities

At June 30, 2000, the Company held securities of Capstone Turbine Corporation (Capstone). !n late June 2000,
Capstone completed its initial public offering (IPO). This investment is ciassified as “available for sale” under the
Financial Accounting Standards Board Standard Accounting for Certain Investments in Debt and Equify Securities;
accordingly, these securities are stated at fair value, with unrealized gains and losses recorded in a
separatecomponent of common stockhoiders' equity. Realized gains and losses on sales of investments, as
determined on a specific identification basis, are included in the Consolidated Statement of Operations when
incurred. As of June 30, 2000, the Company's investment in Capstone had a fair value of $187,817,000 and the
unrealized gains, net of tax, related to this investment were $115,175,000 at such date. The Company has classified
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this investment as current, as it plans to monetize its investment as soon as practicable following the completion of

the applicable lock-up periods to which it was subject in connection with the IPO and use the proceeds to reduce
outstanding debt.

At June 30, 2000 and 1999, ali other securities owned by the Company are accounted for under the cost method.
The Company's other investments in securities consist of preferred stock in non-public companies whose value is
not readily determinable. Realized gains and losses on sales of these investments, as determined on a specific
identification basis, are included in the Consolidated Statement of Operations when incurred, and dividends are
recognized as income when received.

X Stockholders’ Equity

Stock Splits and Dividends On June 30, 2000, August 6, 1999, December 9, 1998 and December 10, 1997
Southern Union distributed its annual 5% common stock dividend to stockholders of record on June 19, 2000,
July 23, 1999, November 23, 1998 and November 21, 1997, respectively. A portion of the 5% stock dividend
distributed on June 30, 2000, August 6, 1999 and December 9, 1998 was characterized as a distribution of capital
due to the level of the Company’s retained earnings available for distribution as of the declaration date. On July 13,
1998, Southern Union distributed a three-for-two stock split in the form of a 50% stock dividend to stockholders of
record on June 30, 1998, Unless otherwise stated, all per share and share data inciuded herein have been restated
to give effect to the dividends and spiit.

Common Stock The Company maintains its 1992 Long-Term Stock Incentive Plan (1992 Plan) underwhich options
to purchase 6,986,010 shares were provided to be granted to officers and key employees at prices not less than the
fair mariet value on the date of grant. The 1992 Plan allows for the granting of stock appreciation rights, dividend
equivalents, performance shares and restricted stock. The Company also had an incentive stock option plan (1982
Plan) which provided for the granting of 787,500 options, until December 31, 1991. Upon exercise of an option
granted under the 1982 Plan, the Company may elect, instead of issuing shares, to make a cash payment equal to
the difference at the date of exercise between the option price and the market price of the shares as to which such
option is being exercised. Options granted under both the 1992 Plan and the 1882 Plan are exercisable for periods
of ten years from the date of grant or such fesser period as may be designated for particular options, and become
exercisable after a specified period of time from the date of grant in cumulative annual installments. Options typically
vest 20% per year for five years but may be a lesser or greater periad as designated for particular options.

In connection with the acquisition of the Pennsylvania Operations, the Company adopted the Pennsylvania Division
1992 Stock Ogption Plan (Pennsylvania Option Plan) and the Pennsylvania Division Stock Incentive Plan
(Pennsylvania Incentive Plan). Under the terms of the Pennsylvania Option Plan, a total of 378,002 shares were
provided to be granted to eligible employees. Stock options awarded under the Pennsylvania Option Plan may be
either Incentive Stock Options or Nonqualified Stock Options. Upon acquisition, individuals not electing a cash
payment equal to the difference at the date of acquisition between the option price and the market price of the shares
as to which such option related, were converted to Southern Union options using a conversion rate that maintained
the same aggregate value and the aggregate spread of the pre-acquisition options. No additional options will be
granted under the Pennsylvania Option Plan. Under the terms of the Pennsylvania Incentive Plan, a total of 181,514
shares were provided to be granted to eligible employees, officers and directors. Awards under the Pennsyivania
incentive Plan may take the form of stock options, restricted stock, and other awards where the value of the award
is based upon the performance of the Company's stock. Upon acquisition, individuals not electing a cash payment
equal to the difference at the date of acquisition between the option price and the market price of the shares as to
which such option related, were converied to Southern Union options using a conversion rate that maintained the
same aggregate value and the aggregate spread of the pre-acquisition options. During 2000, 12,600 options were
granted o a Director of the Company at an exercise price of $17.23. These options granted vest 20% per year for
five years. No additional options will be granted under the Pennsylvania incentive Plar.

F-14



SOUTHERN UNION COMPANY AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The Company accounts for its incentive plans under the Accounting Principles Board opinion, Accounting for Stock
Issued to Employees and related authoritative interpretations. The Company recorded no compensation expense
for 2000, 1999 and 1998. During 1997, the Company adopted the FASB standard, Accounting for Stock-Based
Compensation, for footnote disclosure purposes only. Had compensation cost for these incentive plans been
determined consistent with this standard, the Company's net income and diluted earnings per share would have been
$8,179,000 and $.18, respectively, in 2000, $9,429,000 and $.28, respectively, in 1999, and $11,141,000 and $.34,
respectively, in 1988. Because this standard has not been applied to options granted prior to July 1, 19985, the
resulting pro forma compensation cost may not be representative of that to be expected in future years.

The fair value of each option is estimated on the date of grant using the Black-Scholes option-pricing modei with the
following assumptions used for grants in 2000 and 1998, respectively: dividend yield of nil for both years; volatility
of 27.5% and 19.5%,; risk-free interest rate of 6% and 5.5%; and expected life outstanding of 5.5 to 7.2 years for both
years. No options were granted during 1899.

1992 Plan 1982 Plan
Weighted Weighted
Shares Under Average Shares Under Average
Option Exercise Price Option Exercise Price
Qutstanding July 1, 1997 .. . ... ... .......... 2,040,966 $ 783 476,679 $ 293
Granted .. ... ... ... .. e 780,951 16.12 -- -
Exercised ... . . ... . ... .. i i, (89,230) 428 (93,724) 2.93
Canceled . ... . ... ... ... ... (22,713) 11.99 -- -
Outstanding June 30,1998 .. ................ 2,709,914 10.30 382,955 2.93
EXEICISed ... (113,176) 6.10 (43,789) 2.94
Canceled ... ...... .. ... . . . . ... (44,531} 14,22 -- -
Qutstanding June 30,1999 .. ................ 2,552,267 10.42 339,168 2.93
Granted .. ......... .. ... .. 1,026,695 17.25 - -
Exercised . ........ .. ... . . ... ... (117,637) 6.91 (216,381) 2.95
Canceled .. ......... .. ..o, (17.018) 15.63 - --
QOutstanding June 30,2000 ,................. 3,444 307 12.55 122,785 2.90

The following table surmmarizes information about stock options outstanding under the 1992 Plan at June 30, 2000:

Options Outstanding Options Exercisable
Weighted Average Weighted Weighted
Range of Number of Remaining Average Number of Average

Exercise Prices Options Contractual Life Exercise Price Options Exercise Price

$0.00-% 5.00 344,761 2.3 years $ 3867 344,761 3 367

501- 10.00 862,122 4.3 years 7.50 719,558 7.34

10.01 - 15.00 475,084 5.8 years 12.47 288,549 12.44

15.01 - 20.0C 1,762,340 8.8 years 16.78 293,755 16.13

3,444 307 1,646,623

The shares exercisable under the 1992 Pian and the corresponding weighted average exercise price at June 30,
2000, 1999 and 1998 were 1,646,623 and $3.03: 1,426,417 and $7.89; and 1,084,224 and $6.26, respectively. The
shares exercisable underthe 1982 Plan and the corresponding weighted average exercise price at June 30, 2000,
1999 and 1998 were 122,785 and $2.90; 339,167 and $2.93; and 382,958 and $2.93, respectively. The shares
exercisable under the Pennsylvania Option Plan and the corresponding weighted average exercise price at June 30,
2000 were 378,002 and $11.09. The shares exercisable under the Pennsylvania incentive Plan and the corre-
spanding weighted average exercise price at June 30, 2000 were 168,913 and $12.69. The weighted average
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remaining contractual life of options outstanding under the 1982 Plan at June 30, 2000 was 0.4 years. The weighted
average remaining contractuai life of options outstanding under the Pennsylvania Option Plan and the Pennsylvania
incentive Plan at June 30, 2000 were 6 and 7.9 years, respectively. There were 3,074,674 shares available for future

option grants under the 1992 Plan at June 30, 2000. No shares were available for future option grants under the
1982 Plan at June 30, 2000.

On February 10, 1994, Southern Union granted a warrant which expires on February 10, 2004, to purchase up to
105,531 shares of Commaon Stock at an exercise price of $6.58 to the Company's outside legal counsel.

Retained Earnings 'Under the most restrictive provisions in effect, as a result of the sale of Senior Notes, Southern
Union will nat declare or pay any cash or asset dividends on common stock (other than dividends and distributions
payable solely in shares of its common stock ar in rights to acquire its common stock) or acquire of retire any shares
of Southern Union's common stock, unless no event of default exists and the Company meets certain financial ratio
requirements. In addition, Southern Union's charter relating to the issuance of preferred stock limits the payment
of cash or asset dividends on capital stock.

Xl  Preferred Securities of Subsidiary Trust

OnMay 17, 1995, Southern Union Financing | (Subsidiary Trust), a consctidated wholly-owned subsidiary of Southern
Union, issued $100,000,000 of 9.48% Trust Originated Preferred Securities (Preferred Securities). In connecdtion with
the Subsidiary Trust’s issuance of the Preferred Securities and the related purchase by Southern Unjon of all of the
Subsidiary Trust’s common securities (Common Securities), Southern Union issued to the Subsidiary Trust
$103,092,800 principal amount of its 9.48% Subordinated Deferrable Interest Notes, due 2025 (Subordinated Notes).
The sole assets of the Subsidiary Trust are the Subordinated Notes. The interest and other payment dates on the
Subordinated Notes correspond to the distribution and other payment dates on the Preferred Securities and the Com-
mon Securities. Under certain circumstances, the Subordinated Notes may be distributed to holders of the Preferred
Securities and holders of the Common Securities in liquidation of the Subsidiary Trust. The Subordinated Notes were
redeemabie at the option of the Company on or after May 17, 2000, at a redemption price of $25 per Subordinated
Note plus accrued and unpaid interest. The Preferred Securities and the Common Securities will be redeemed on
a pro rata basis to the same extent as the Subordinated Notes are repaid, at $25 per Preferred Security and Common
Security pius accumulated and unpaid distributions. Southern Union's obligations under the Subordinated Notes and
related agreements, taken together, constitute a full and unconditional guarantee by Southern Union of payments
due on the Preferred Securities. As of June 30, 2000, the quoted market price per Preferred Security was $24.31.
As of June 30, 2000 and 1999, 4,000,000 shares of Preferred Securities were outstanding.

Xl  Debt and Capital Lease

June 30,
2000 1999
7.60% SeniorNotesdue 2024 . .. ... ... $ 364,515 $ 364,515
8.25% Senior Notes due 2029 . .. ... ... e 300,000 -
8.375% First Mortgage Bonds, due 2002 . ... ... .. .. .. . .. .. 30,000 --
9.34% First Morigage Bonds, due 2019 .. . ... .. ... . 15,000 --
Capitatlease and other . ... ... .. ... . e 26,452 28,482
Totaldebt and capitallease . . ... ... ... . . . . . ... 735,967 392,997
Lesscurrent portion . ...... ... ... ... . e 2.193 2,066
Total long-term debt and capitallease . . ... ... ... . ... ... L $ 733,774 $ 390,931

The maturities of long-term debt and capital lease payments for each of the next five years ending June 30 are: 2001
- $2,193,000; 2002 -- $2,330,000; 2003 -- $42,660,000; 2004 -- $8,871,000; 2005 - $216,000 and thereafter --
$679,697,000,
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Senior Notes ©On November 3, 1999, the Company completed the saie of $300,000,000 of 8.25% Senior Notes
(8.25% Notes) due 2029. The net proceeds from the sale of these 8.25% Notes were used to: (i) fund the acquisition
of Pennsylvania Enterprises, Inc.; (ii) repay approximately $109,900,000 of borrowings under the revolving credit
facility, and (iii) repay approximately $136,000,000 of long- and short-term debt assumed in the acquisition. On
January 31, 1994, Southern Union alsc completed the sale of the 7.60% Senior Debt Securities (7.60% Notes).
During 1999, $20,000,000 of 7.60% Noles were repurchased at $941 per $1,000 note resulting in a net pre-tax gamn
of $425,000, net of related debt expense. Debt issuance costs and premiums on the early extinguishment of debt
are accounted for in accordance with that required by its various regulatory bodies having jurisdiction aver the
Company's operations. The Company recognizes gains or losses on the early extinguishment of debt to the extent
it is provided for by its regulatory authorities and in some cases such gains or tosses are deferred and amortized over
the term of the new or replacement debt issues.

The 8.25% Notes and the 7.60% Notes traded at $383 and $918 (per $1,000 note), respectively on June 30, 2000,
as quoted by a major brokerage firm. The carrying amount of long-term debt at June 30, 2000 and 1999 was
$735,967,000 and $392,997,000, respectively. The fair value of long-term debt at June 30, 2000 and 1992 was
$700,934,000 and $369,759,000, respectively.

First Mortgage Bonds In connection with the acquisition of the Pennsylvania Operations, the Company assumed
$30,000,000 of §.375% Series First Mortgage Bonds due in December 2002 and $15,000,000 of 9.34% Series First
Mortgage Bonds due in 2019,

Capital Lease The Company completed the installation of an Automated Meter Reading (AMR) system at Missouri
Gas Energy during the first quarter of fiscal year 1999. The installation of the AMR system involved an investment
of approximately $30,000,000 which is accounted for as a capital lease obligation. As of June 30, 2000, the capital
lease obligation outstanding was $25,104,000 with a fixed rate of 5.79%. This system has significantly improved
meter reading accuracy and timeliness and provided electronic accessibility to meters in residentiai customers'
basements, thereby assisting in the reduction of the number of estimated bills. Depreciation on the AMR system is
provided at an average straight-line rate of approximately 5% per annum of the cost of such property.

Credit Facilities OnMay 31, 2000, the Company restated and amended its short-term and fong-term credit facilities
{together referred to as "Revolving Credit Facilities"). The Company has available $80,000,000 underthe short-term
facility, which expires May 30, 2001, and $135,000,000 under the long-term facility, which expires on May 31, 2003.
The Company has additional availability under uncommitted line of credit facilities (Uncommitted Facilities) with
various banks. Borrowings under the facilities are available for Southern Union’s working capital, lefter of credit
requirements and other general corporate purposes. The Revolving Credit Facilities are subject to a commitment
fee based on the rating of the Senior Notes. As of June 30, 2000, the commitment fee was an annualized 0.14%
on the unused balance. The interest rate on borrowings on the Revolving Credit Facilities is calculated based on a
formula using the LIBOR or prime interest rates. The average interest rate under the facilities was 6.0% for the year
ended June 30, 2000 and 5.6% for the year ended June 30, 1999, A nil and $21,000,000 balance was outstanding
under the facilities at June 30, 2000 and 1999, respectively. A balance of $26,320,000 was outstanding under the
facilities at August 31, 2000.

On August 28, 2000 the Company entered into a shont-term bank note (the Term Note) to fund (i) the cash portion
of the consideration to be paid to the Fall River Gas' stockholders; (i) the all cash consideration to be paid to the
ProvEnergy and Valley Resources stockholders, and (iii) all related acquisition costs and refinancing of debt done
in connection with these mergers. In September 2000, draws totaling $480,000,000 were made under this Term
Note. Remaining commitments under the Term Note are $95,000,000 as of September 28, 2000 to cover any trailing
costs. The Term Note expires August 27, 2001 but may be extended at the Company's option through August 26,
2002 for a 12.5 basis point fee. The interest rate on borrowings under the Term Note is a floating rate based on
LIBOR or prime interest rates.
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Xlil Employee Benefits

Pension and Other Post-retirement Benefits The Company adopted in 1999, Employers Disclosures About
Pensions and Other Post-Retirement Benefits, a FASB standard which changed the Company's reporting require-
ments for its pension and post-retirement benefit plans.

The Company maintains three trusteed non-contributory defined benefit retirement plans (Plans) which cover
substantially all employees. The Company funds the Plans' cost in accordance with federal regulations, not to
exceed the amounts deductible for income tax purposes. The Plans' assets are invested in cash, government
securities, corporate bonds and stock, and various funds. The Company also has a supplementai non-contributory
retirement plan for certain executive employees and other post-retirement benefit plans for its employees. Post-
retirement medical and other benefit liabilities are accrued on an actuarial basis during the years an employee
provides services. The following table represents a reconciliation of the pians at June 30, 2000 and 1999.

2000 1999
Change in Benefit Obligation
Benefit obligation at beginningofyear. .. ... ... ... ... ... .. ... . ... $ 204461 $ 188,038
ACQUISHHON . e 54 261 -
SNVICE COSt . . . e e e 2,251 3,364
Interest GOt ... e e e 16,265 13,829
Benefits paid .. ... ... . ... e (17,798) (13,563)
Actuanial (Qain) l0SS . . . . .o e (20,452) 7,968
Planamendments . ... ... ... ... . . . e 8,115 7,027
Curtailment . ... . e e -- (2,202)
Benefit obligationatend ofyear ... ... ... ... ... . .. L. $ 247,103 § 204461
Change in Plan Assets
Fair value of plan assets at beginningofyear ................ .. .... $ 162,621 $ 166,353
ACQUISTEION .. . e 50,657 -
Retumonplanassets . ........ ... . i 21,499 3,420
Employer contributions . .. ... ... . 7.445 6,411
Benefits paid . ...... .. . . .. {17,798) {13,563)
Fair value of plan assetsatendofyear . . ......................... $ 224424 3 162621
Funded Status
Funded statusatendofyear ........ ... ... .. ... ... . . ciiuiei.. $ (22,679) $ (41,839)
Unrecognized transition obligation .. ............ ... ... ... .. .. .. 2,637 2,764
Unrecognized net actuarial gain ......... ...... ... ... ... ... .... (31.417) (7,404)
Unrecognized priorservicecost ..... ... ... ... ... ..o 0 17.080 9,913
Accrued benefit cost . .. ... ... $ (34379 3 (36,566)
Amounts Recognized in the Consolidated Balance Sheet
Prepaid benefitcost ... ... .. ... ... ... ... $ 11,738 $ 4,880
Accrued benefitliability . .. ....... ... .. . .. i (62,498) (52,618)
Intangibie asset . . ... .. ... 16,381 10,501
Accumulated other comprehensiveincome . ......... ... ........ ... - _ 671
Net amount recognized . ... ... .. .. i $ (34379 § (36,566)

The projected benefit abligation, accumulated benefit obligation and fair value of plan assets for pension plans with
accumulated benefit obligations in excess of plan assets as of June 30, 2000 were $19,492,000; $19,492,000; and
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nil, respectively, and for those same pians were $58,985,000; $58,985,000; and $42,181,000, respectively as of
June 30, 1999.

The accumulated post-retirement benefit obligation and fair value of plan assets for post-retirement benefit plans
with accumulated post-retirement benefit obligations in excess of fair value of plan assets as of June 30, 2000 were
$45,920,000 and $7,859,000 respectively, and for those same plans were $38,035,000 and $3,878,000, respectively
as of June 30, 1999,

The weighted-average assumptions used for the year ended June 30, 2000, 1999 and 1998 were:

2000 1999 1998

Discount rate

Beginning of year ... . ... ... ... 7.00% 7.00% 7.75%

Endofyear . ... ... ... 8.00% 7.00% 7.00%
Expected return on assets - tax exempt accounts . . .......... 8.00% 8.00% 8.00%
Expected return on assets - taxable accounts . ... ..... .. ... . 5.25% 5.25% 8.00%
Rate of compensation increase (average) .................. 5.62% 5.62% 5.62%
Healthcare costtrendrate ........ ... .. ... .. ........... 5.00% 7.25% 7.50%

Net periodic benefit cost for the year ended June 30, 2000, 1999 and 1998 includes the following components:

2000 1999 1998
Service Cost . ... $ 2251 § 3,364 § 3,302
Interestcost . . .. ... 16,265 13,829 13,658
Expected return on planassets ................ ... ....... (14,554) (13,008} (11,737)
Amortization of transitionamount ... ...... ... .. ... ... ... 127 127 127
Amortization of priorservicecost .. ........ ... .. ... ... .. 948 438 340
Recognized actuarialgain .. ....... ... ... ... . .. (2,704) (3,319) (4,828)
Curtailment . . .. ... ... . -- 131 --
Net periodicpensioncost .. .. ... ... ... L L % 22333 3% 1,564 3 862

The assumed heglth care cost trend rate used in measuring the accumulated post-retirement benefit obligation was
9.00% during 2000. This rate was assumed to decrease gradually each year to a rate of 6.0% for 2002 and remain
at that level thereafter. For Pennsylvania's participants in the HMO plan who have reached age 65, the assumed
health care cost trend rate used was 30.0% and it was assumed to decrease gradually to 6.0% by 2006. (The health
care cost trend rate of 30.0% is due to increases in HMO premium rates experienced in 2000.)

Amortization of unrecognized actuarial gains and losses for Missouri Gas Energy plans were determined using a
rolling five year average gain or loss position with a five year amortization period pursuant to a stiputation agreement
with the MPSC,

Effect of health care trend rate changes on health care plans:

One Percentage Point One Percentage Point
Increase in Health Care Decrease in Health Care
Trend Rate Trend Rate
Effect on total service and interest cost components . .. .. $ 40,000 $  (36,000)
Effect on post-retirement benefit obligation .. .......... 599,000 (561,000)
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The Company's three qualified defined benefit retirement Plans cover (i) those Company employess who are not
employed by Missouri Gas Energy or the Pennsylvania Operations; (ii) those employees who are employed by
Missouri Gas Energy; and (iii) those employees who are employed by the Pennsylvania Operations. On
December 31, 1998, the Plans covering (i} and (ii} above, exclusive of Missouri Gas Energy's union employees, were
converted from the traditional defined benefit Plans with benefits based on years of service and finai average
compensation to cash balance defined benefit plans in which an account is maintained foreach employee. The initial
value of the account was determined as the actuarial present vaiue (as defined in the Plans) of the benefit accrued
at transition (December 31, 1998) under the pre-existing traditional defined benefit plan. Future contribution credits
to the accounts are based on a percentage of future compensation, which varies by individual. Interest credits to
the accounts are based on 30-year Treasury bond yields.

Defined Contribution Plan The Company provides a Savings Plan availabie to all employees. Since January 1,
1997, the Company had contributed $.50 of Company stock for each $1.00 contributed by a non-Missouri Gas Energy
participant up to 5% ofthe employee’s salary. Additionally, the Company contributes $.75 of Company stock for each
$1.00 contributed by a non-Missouri Gas Energy participant from 6% to 10% of the employee's salary. Effective
July 1, 1998, Caompany contributions for Missouri Gas Energy non-unicn employees were revised to coincide with
that of non-Missouri Gas Energy participants as described above. For Missouri Gas Energy union employees, the
Company contributes $.50 of Company stock for each $1.00 contributed by such a participant up to 7% of the
employee’s salary. In Pennsylvania, the Company contributes 40% of the first 4% of the participant's compensation
paid into the Savings Plan for all participants, other than those emptoyed by Keystone. The matching contribution
for Keystone participants is equal to 50% of the first 4% of the participant's compensation paid into the Savings Flan.
Company contributions are 100% vested after five years of continuous service. Company contributions to the plan
during 2000, 1999 and 1998, were $2,034,000, $1,717,000 and $1,656,000, respectively.

Effective January 1, 1999 the Company amended its defined contribution pian to provide contributions for certain
employees who were employed as of December 31, 1998. These contributions were designed to replace certain
benefits previousiy provided under defined benefit plans. Employer contributions to these separate accounts,
referred to as Retirement Power Accounts, within the defined contribution plan were determined based on the
employee's age plus years of service pfus accumulated sick leave as of December 31, 1998. The contribution
amounts are determined as a percentage of compensation and range from 3.5% to 8.5%. Company contributions
to Retirement Power Accounts during 2000 and 1999 were $2,281,000 and $1,118,000, respectively.

Post-employment Benefits Certain post-employment benefits such as disability and health care continuation
coverage provided to former or inactive employees after employment but before retirement, are accrued if
attributable to an employees’ previously rendered service. The Company has recorded a regulatory asset to the
extent it intends to file rate applications to include such costs in rates and such recovery is probable. As of both
June 30, 2000 and 1999, the Company has recorded a regulatory asset and a related liability of $1,343,000.

Common Stock Held in Trust From time to time, the Company purchases outstanding shares of common stock
of Southern Union to fund certain Company employee stock-based compensation plans. AtJune 30, 2000 and 1999,
942 395 and 281,939 shares, respectively, of common stock were held by various rabbi trusts for certain of the
Company's benefit plans. During 2000 ceriain employees deferred receipt of Company shares for stock options
exercised. At June 30, 2000, 22,182 shares were held in a rabbi trust for these employees.
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Xiv Taxes on Income

Year Ended June 39,

2000 1999 1998
(Restated)
Current:
Federal . . ... .. . . $ 6,640 3 (516) $ 1,381
State . . 345 (242) 240
6,985 (758) 1,621
Deferred:
Faderat . .. ... . e 1,857 7,024 5,984
State . . 747 843 379
2,604 7,867 6,363
Total provision

............................................ $ 9,589 $ 7109 $ 7984

Deferred credits and other liabilities also include $524,000 and $560,000 of unamortized deferred investment tax
credit as of June 30, 2000 and 1999, respectiveiy.

Deferred income taxes result from temporary differences between the financial statement carrying amounts and the
tax basis of existing assets and liabilities.

June 30,
2000 1999
(Restated)

Deferred tax assets:

Estimated alternative minimum tax credit

............................. $ 21,389 § 9557
Insurance accruals

.............................................. 1,100 2,297
Bad debt resServes . . ... ... e 1,135 2,715
Post-retirement benefits . . ... ... ... 1,888 1,466

Minimum pension liability . ........ ... .. .. . . -- 234
Other

......................................................... 11,118 3,020

Total deferred tax assets . ... .. ... . ... i e e 36,630 19.289
Deferred tax liabilities:

Property, plant and equipment . ... ... ... . ... . (123,907) (74,909)

Unamortized debt expense . ....... ... .. .. . .. (4,732) (5,049)
Deferred state andlocaltaxes . ... ... ... ... . . i i (12,289) (3,950)
Regulatory liability

............................................... (8,769) --
Unrealized holding gain on securities . .. ........... ... .. ... ......... (62,017} --
L 1|37 (7,336) {2,781)
Total deferred tax liabilities . . ......... ... .. .. . ... . ... ... ... (219,050) {86,689)
Net deferred tax tiability . . . ......... ... ... . . (182,420) (67,400)
eSS CUMEMt taX BS80S . . . .ottt ittt e e e 1,090 2 838
Accumulated deferred income taxes . ......... .. ... e $(183,510) $(70.238)
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The Company accounts for income taxes utilizing the liability method which bases the amounts of current and future
tax assets and liabilities on events recognized in the financial statements and on income tax laws and rates existing
at the time the temporary differences are expected to reverse.

Year Ended June 30,
2000 1999 1998
{Restated)

Computed statutory tax expense at 35%

........................ $ 6802 §$ 6,144 & 7075
Changes in taxes resulting from:

State income taxes, net of federal income tax benefit ... ... .. ... 710 348 402
Amortization of acquisition adjustment .. ... ... ... ... ... ... 2,311 830 723
Other . . . (234) (213 (216)

........................................ $ 9589 §$ 7109 § 7984

XV Utility Regulation and Rates

On April 3, 2000, PG Energy filed an application with the PPUC seeking an increase in its base rates designed to
produce $17,900,000 in additional annual revenues, to be effective June 2, 2000. On May 11, 2000, the PPUC
suspended this rate increase request for seven months, until January 2, 2001, in order to investigate the reasonable-
ness of the proposed rates. On August 30, 2000, PG Energy and the principal parties to the base rate proceeding
informed the Administrative Law Judge (ALJ) assigned to the proceeding that a complete settlement of the
proceeding had been reached. The proposed settlement is designed to produce $10,800,000 of additional annual
revenue. The parties are currently in the process of finalizing a Settlement Agreement and Joint Petition for
Settlement of Rate investigation (the Seftlement Petition) which will be filed with the ALJ upon its completion. The
Settlement Petition will request PPUC approval for the rate increase to become effective on January 1, 2001, It is
not presently possible to determine what action either the ALJ or the PPUC will ultimately take with respect to this
rate increase request or the Settlement Petition.

On October 18, 1999, Southern Union Gas filed a $1,696,000 rate increase request for the El Paso service area with
the City of El Paso. {n February 2000, the City of El Paso approved a $650,000 revenue increase, and an improved
rate design that coilects a greater portion of the Company's revenue stream from the monthly customer charge.
Additionally, the City of El Paso approved a new 30-year franchise for Southermn Union Gas.

On August 21, 1998, Missouri Gas Energy was notified by the MPSC of its decision to grant a $13,300,000 annual
increase to revenue effective on September 2, 1998, which is primarily eamed volumetrically. The MPSC rate order
reflected a 10.93% return on common equity. The rate order, however, disallowed certain previously recorded
deferred costs requiring a non-cash write-off of $2,221,000. The Company recorded this charge to earnings in its
fiscal year ended June 30, 1998. On December 8, 1998, the MPSC denied rehearing requests made by all parties
other than Missouri Gas Energy and granted a portion of Missouri Gas Energy’s rehearing request. On June 15,
2000, the MPSC ruled that it would not rehear or reconsider its decision on one issue valued at $1,500,000. If the
MPSC adopts Missouri Gas Energy's positions on rehearing, then Missouri Gas Energy would be authorized an
additional $700,000 of base revenues increasing the $13,300,000 initially authorized in its August 21, 1938 order to
$14,000,000. The MPSC is expected to rule on this rehearing in October 2000. The MPSC's orders may be subject
to judicial review and although certain parties may argue for a reduction in Missouri Gas Energy's authorized base
revenue increase on judicial review, Missouri Gas Energy expects such arguments to be unsuccessful.

On April 13, 1998, Southern Union Gas filed a $2,228,000 request for a rate increase from the city of El Paso, a
request the city subsequently denied. On Aprii 21, 1998, the city council of El Paso voted to reduce the Company's
rates by $1,570,000 annually and to order a one-time cost of gas refund of $475,000, On May 21, 1998, Southern
Union Gas filed with the Railroad Commission of Texas (RRC) an appeal of the city of El Paso's actions to reduce
the Company's rates and require a one-time cost of gas refund. On December 21, 1998, the RRC issued its order
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implementing an $884,000 one-time cost of gas refund and a $99,000 base rate reduction. The cost of gas refund
was completed in February 1599,

On January 22, 1997, Missouri Gas Energy was notified by the MPSC of its decision to grant an $8,847,000 annual
increase to revenue effective on February 1, 1997. See Commitments and Contingencies.

The MPSC approved a three-year, experimental gas supply incentive plan for Missouri Gas Energy effective July 1,
1996. Under the pian, the Company and Missouri Gas Energy's customers shared in certain savings below
benchmark levels of gas costs achieved as a result of the Company's gas procurement activities. Likewise, if natural
gas was acquired above benchmark levels, both the Company and cusiomers shared in such costs. For the years
ended June 30, 1999 and 1998, the incentive plan achieved a reduction of overall gas costs of $6,900,000 and
$9,200,000, respectively, resulting in savings to Missouri customers of $4,000,000 and $5,100,000, respectively.
The Company recorded revenues of $2,900,000 and $4,100,000 in 1999 and 1998, respectively, under this plan,
Missouri Gas Energy received authorization from the MPSC for a new gas supply incentive plan that became
effective August 31, 2000. Earnings under the plan are primarily dependent on market prices for natural gas
declining to certain preauthorized levels which are now below current market prices. There is no assurance that the
Company will have an opportunity to generate earnings under this aspect of the plan during fiscal 2001.

Under the order of the Federal Energy Requlatory Commission, a major suppiier of gas to Missouri Gas Energy is
allowed recovery of certain previously unrecovered deferred gas costs with a remaining balance of nit and $669,000
at June 30, 2000 and 1999, respectively. Missouri Gas Energy is allowed to recover these costs from its Missouri
custorners through a purchase gas adjustment mechanism which is filed with and approved by the MPSC. The
receivable and liability associated with these costs have been recorded as a deferred charge and a deferred credit,
respectively, on the consolidated balance sheet as of June 30, 2000 and 1999.

As a result of the January 31, 1994 acquisition of Missouri Gas Energy, the MPSC required Missouri Gas Energy to
reduce rate base by $30,000,000 to compensate Missouri rate payers for rate base reductions that were eliminated
as a result of the acquisition. This is being amortized over a ten-year period on a straight-line basis since the date
of acquisition.

XVl Leases

The Company leases certain facilities, equipment and office space under cancelable and noncancetable operating
leases. The minimum annual rentals under operating leases for the next five years ending June 30 are as follows:
2001 -- $7,513,000; 2002 -- $6,322,000; 2003 -- $16,905,000; 2004 -- $3,999,000; 2005 -- $4,052,000 and thereafter
$10,862,000. Rental expense was $10,384,000, $7,732,000 and $6,054,000 for the years ended June 30, 2000, 1899
and 1998, respectively.

XVIl Commitments and Contingencies

Environmental The Company is subject to federal, state and local laws and regulations relating to the protection
of the environment. These evolving laws and regulations may require expenditures over a long period of time to
control environmental impacts. The Company has established procedures for the on-going evaluation of its
operations to identify potential environmental exposures and assure compliance with regulatory policies and
procedures,

The Company is investigating the possibility that the Company or predecessor companies may have been associated
with Manufactured Gas Plant (MGP) sites in its former service territories, principalily in Arizona and New Mexico, and
present service territories in Texas, Missouri and its newly acquired service territories in Pennsylvania. Atthe present
time, the Company is aware of certain MGP sites in these areas and is investigating those and ceriain otheriocations.
While the Company's evaluation of these Texas, Missouri, Arizona, New Mexico and Pennsylvania MGP sites is in
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its preliminary stages, it is likely that some compliance costs may be identified and become subject to reasonable
quantification. Certain MGP sites located within the Company's service territories are currently the subject of
governmentai actions. These sites are as follows;

Kansas City, Missouri MGP Sites In a letter dated May 10, 1999, the Missouri Department of Natural Resources
(MDNR) sent notice of a pianned Site Inspection/Removail Site Evaluation of the Kansas City Coal Gas Former
Manufactured Gas Plant site. This site {comprised of two adjacent MGP operations previcusly owned by two
separate companies and hereafter referred to as Station A and Station B} is located at East 1st Street and Campbell
in Kansas City, Missouri and is owned by Missouri Gas Energy. A 1988 investigation of the site performed by an
Environmental Protection Agency (EPA) contractor determined that further remedial assessment was not required
underthe Comprehensive Environmental Response, Compensation and Liability Act of 1980 (CERCL.A), as amended
by the SUPERFUND Amendments and Reauthorization Act of 1986. The MDNR has stated that the reassessment
of the Kansas City Coal Gas site is part of a statewide effort to identify, evailuate, and prioritize the potential hazards
posed by all of Missouri’s MGP sites. During July 1999, the Company sent applications to MDNR submitting the two
sites to the agency’s Voluntary Cleanup Program. The sites were accepted into the VCP on August 2, 1999 and
MDNR subsequentty approved the Company's proposed workptans for the environmental assessment of the sites.
The finat environment reports were sent to the state on March &, 2000. In a letter dated June 21, 2000, MDNR
responded to the Station A environmental report submitted by the Company. In that letter, MDNR stated that soil
remediation will be necessary at the site (Station A) but that further exploration and delineation of site contamination
should be perfoermed before remedial methods can be determined. MDNR has requested that the Company submit

a work plan for further investigation of the site. MDNR has not responded to the Station B environmental report
submitted by the Company.

Independence, Missouri MGP Site The Company received a letter dated December 16, 1999 from MDNR notifying
the Company of a Pre-CERCLIS Site Screening investigation of a former manufactured gas plant located at Pacific
Avenue & South River Boulevard in Independence, Missouri. The Company contacted the MDNR to inform the state
that, as this property is not owned by the Company, it cannot grant access to the property for MDNR's investigation.
MDNR proceeded to investigate the site in cooperation with the site's current owner. {n a letter dated May 17, 2000,
MDNR reported that the site is not recommended for CERCLIS {(Comprehensive Environmental Response,
Compensation and Liability Information System) entry and no futther CERCLA aclion is recommended. However,
due to the presence of characteristic waste, the site is eligible for the staie's Registry of Confirmed Abandoned or
Uncontrollable Hazardous Waste Disposal Sites in Missouri.

To the extent that potential costs associated with former manufactured gas plants are quantified, the Company
expects to provide any appropriate accruals and seek recovery for such remediation costs through all appropriate
means, including insurance and regulatory relief. In addition, at the time of the closing of the acquisition of the
Company's Missouri service territories, the Company entered into an Environmental Liability Agreement that provides
that Western Resources retains financial responsibility for certain liabilities under environmental laws that may exist
or arise with respect to Missouri Gas Energy.

Although significant charges to earnings could be required prior to rate recovery, management does not believe that
environmental expenditures for MGP sites will have a material adverse effect on the Company's financial position,
results of operations or cash flows.

The Company follows the provisions of an American Institute of Certified Public Accountants Statement of Position,
Environmental Remediation Liabilities, for recognition, measurement, display and disclosure of environmental
remediation liabilities. -

Regulatory On August 18, 1998, the Missouri State Court of Appeals, Western District, denied the Company's
appeal of the February 1, 1997 rate order which retroactively reduced the carrying cost rate applied by the Company
on expenditures incurred on the Missouri Gas Energy Safety Program. The Company believes that the inconsistent
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treatment by the MPSC in subsequently changing to the Allowance for Funds Used During Construction rate of
approximatety 6% from the previously ordered rate of 10.54% constitutes retroactive ratemaking. Unfortunately, the
decision by the Missouri State Court of Appeals failed to address certain specific language within a 1994 MPSC
accounting authority order that the Company believed prevented the MPSC from retroactively changing the carrying
cost rate. Southern Union sought a transfer of the case to the Missourn Supreme Court which was denied on
November 24, 1998.

The continuation of the Missouri Safety Program will result in significant leveis of future capital expenditures. The
Company estimates incurring capital expenditures of $15,631,000 in fiscal 2001 related to this program.

In August 1998, a jury in Edinburg, Texas concluded deliberations on the City of Edinburg's franchise fee lawsuit
against PG&E Gas Transmission, Texas Corporation (formerly Valero Energy Corporation (Valero}) and a number
of its subsidiaries, as well as former Valero subsidiary Rio Grande Vailey Gas Company (RGV) and RGV’s successor
company, Southern Union Company. The case, based upon events that occurred between 1985-1987, centers on
specific contractual language in the 1885 franchise agreement between RGV and the City of Edinburg. Scuthern
Union purchased RGV from Valero in October 1993. The jury awarded the plaintiff damages, against all defendants
under several largely overlapping but mutuaily exclusive claims, totaling approximately $13,000,000. The trial judge
subsequently reduced the award to approximately $700,000 against Southerm Union and $7,800,000 against Valero
and Southern Union together. The Company is pursuing reversal on appeal. The Company believes it will uitimately
prevail, and that the cutcome of this matter will not have a material adverse impact on the Company's results of
operations, financial position or cash flows. Furthermore, the Company has not determined what impact, if any, this
jury decision may have an other city franchises in Texas.

Southwest Gas Litigation On February 1, 1999, Southern Union submitted a proposal to the Board of Directors
of Southwest Gas Corporation (Southwest} to acquire all of Southwest’s cutstanding common stock for $32.00 per
share. Southwest then had a pending merger agreement with ONEQK, Inc. (ONEOK) at $28.50 per share. On
February 22, 1999, Southern Union and Southwest both publicly announced Southern Union's proposal, after the
Southwest Board of Directors determined that Southern Union’s proposal was a Superior Proposal (as defined in the
Southwest merger agreement with ONEOK). At that time Southern Union entered into a Confidentiality and Standstill
Agreement with Southwest at Southwest's insistence. On April 25, 1999, Southwest’s Board of Directors rejected
Southern Union’s $32.00 per share offer and accepted an amended offer of $30.00 per share from ONEOK. On
April 27, 1999, Southern Union increased its offerto $33.50 per share and agreed 10 pay interest which, together with
dividends, would provide Southwest shareholders with a 6% annual rate of return on its $33.50 offer, commencing
February 15, 2000, until closing. Southern Union's revised proposal was rejected by Southwest’s Board of Directors.
On January 21, 2000, ONEOK announced that it was withdrawing from the Southwest merger agreement.

There are several lawsuits pending that refate to activities surrounding Southern Union’s efforts to acquire Southwest.
In addition, there is before the U.S. Court of Appeals for the Tenth Circuit, an appeal by Southern Union of a
preliminary injunction entered by the U.S. District Court for the Northern District of Oklahoma. Southern Union
intends to vigorously pursue its claims against Southwest, ONEOK, and certain individual defendants, and vigorously
defend itself against the claims by Southwest and ONEOK.

California Action -- Arthur Klein, et al. v. Southwest Gas Corporation, et al., Southern Union Company,
Intervenor, Case No. 726615 (Superior Court of California, County of San Diego) On September 24, 1999, the
court dismissed Southern Union's claims against Southwest Gas without prejudice, allowing Southern Union to
subsequently refile the claims as of September 24, 1999 if related federal court litigation does not resolve the claims.

Nevada Action -- Southwest Gas Corporation v. Southern Union Company; Case No. CV-S-99-0530-JBR
(U.S.D.C., District of Nevada) (transferred to the District of Arizona to Case No. CIV-00-452-PHX-RGS) On
April 20, 1999, Southwest filed an action against Southern Union in the United States District Court for the District
of Nevada. The complaint alleged breach of the Confidentiality and Standstill Agreement between Southern Union
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and Southwest, misappropriation of ariginal trade secrets in violation of California statutes, intentional interference
with the ONECK merger agreement, intentional interference with prospective advantage, breach of a common-law
duty of good faith and fair dealing, and unfair business practices in violation of California statutes. On May 6, 1999,
Southwesl filed an amended complaint that added a claim for breach of the Securities Exchange Act of 1934 to the
claims in the original complaint. Southwest seeks declaratory and injunctive relief together with money damages
“in excess of $75,000.00.” Southern Union has answered the complaint, denying liability under all counts. Southern
Union has filed a counterclaim alleging breach of contract, breach of duty of good faith and fair dealing, mistake of
fact and fraudulent inducement with respect to the Confidentiality and Standstill Agreement. The counterclaim seeks
partial rescission of the Confidentiality and Standstill Agreement and/or declaratory relief. On March 8, 2000, the
Nevada Court transferred this case to the District of Arizona where it has been lodged before Judge Roger G. Strand
as Case No. ClV-00-452-PHX-RGS.

Oklahoma Action -- ONEOK, Inc. v. Southern Union Company; Case No. 99-CV-0345H(M) (U.S.D.C., Northern
District of Oklahoma) On May 5, 1999, ONECK filed an action against Scuthern Union in the United States District
Court for the Northern District of Oklahoma, asserting third-party beneficiary status under the Confidentiality and
Standstill Agreement between Southern Union and Southwest, and alleging a claim for breach of that Agreement
as well as a claim for intentional interference with the ONEOK-Southwest merger agreement. That same day,
ONEOK moved for a temporary restraining order against Southern Union to bar Southern Union from making any
attempt to solicit proxies from or influence the shareholders of Southwest with respect to Southern Union's offer to
purchase Southwest, from taking any actions in the regulatory proceedings that concern the proposed merger of
ONEOK and Southwest, from taking any actions in the Klein v. Southwest Gas Corp. case and from taking any
actions to seek to control orinfluence the shareholders, management, directors or policies of Southwest, either alone
or in concert with others. The court entered a preliminary injunction on May 17, 1999. Southern Union has answered
the Complaint, denying liability under all counts. Southern Union has asserted a counterclaim seeking declaratory
judgment on enforceability of the Confidentiality and Standstill Agreement and a declaration that Southern Union has
not breached the Confidentiality and Standstilt Agreement. On September 12, 2000, the court entered an order
transferring this case from the Northern District of Oklahoma to the District of Arizona.

Appeal of Okiahoma Action -- ONEOK, inc. v. Southern Union Company; Case No. 99-5103 (Tenth Circuit
Court of Appeals) On May 17, 1999 Southern Union noticed its appeat of the Oklahoma District Court's preliminary
injunction in the United States District Court of Appeals for the Tenth Circuit. On March 22, 2000, the appellate court
returned this matter to the district court for consideration of whether the facts underlying ONEOK's ariginal request
for a preliminary injunction have so materially changed that the need forinjunctive relief originally granted no longer
exists.

Arizona Action -- Southern Union Company v. Southwest Gas Corporation; Case No. CIV-99-1294-PHX-ROS
(U.S.D.C., District of Arizona) On July 19, 1999, Southern Union fited an action in the United States Court for the
District of Arizona {which was subsequently amended on October 11, 1999 and July 26, 2000). The current
defendants are Southwest, ONEOK, Michael ©. Maffie (Southwest's President), Thomas Y. Hartley (Southwest's
Chairman), Eugene N. Dubay (President of Kansas Gas Service, a division of ONEOK), James M. lrvin (an Arizona
Corparation Commissioner), Jack D. Rose (former Executive Director of the Arizana Corporation Commission), John
A. Gaberino (ONEOK's General Counsel) and Mark D. Dioguardi (ONEQK's outside counsel). The suit alieges
racketeering under federal and state law, fraud in the inducement, breach of contract, Securities Exchange Act
violations, breach of the covenant of good faith and fair dealing, rescission, intentional interference with business
relationship, tortious interference with contractual relations and civil conspiracy. Southern Union seeks damages of
$750 million on each of the two racketeering counts, to be trebled; $750 million on six other counts; punitive damages
on four caunts; and rescission of its Standstill Agreement with Southwest.

Southwest Action in Arizona -- Southwest Gas Corporation v. ONEOK, Inc. and Southern Union Company;
Case No. CIV-00-119-PHX-ERC (U.S.D.C., District of Arizona) On January 21, 2000, ONEOK announced its
withdrawal from the Southwest merger and filed a declaratory judgment action against Southwest. On January 24,
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2000, Southwest Gas filed an action in Arizona naming ONEOK and Southern Union as defendants. The Complaint
asserts claims against Southern Union for breach of contract, breach of the implied covenant of good faith and fair
dealing, interference with contract, intenticnal interference with prospective economic advantage, misappropriation
of trade secrets and declaratory relief. Southwest seeks damages against Southern Union in excess of $75,000 as
well as exemplary damages. Southern Union has answered the Complaint, denying liability under ail counts.

The Company believes that the results of the above-noted Southwest litigation will not have a materially adverse
effect on the Company's financial condition, results of operations and cash flows.

Other Southern Union and its subsidiaries are parties to other legal proceedings that management considers to be
normal actions te which an enterprise of its size and nature might be subject, and not to be material to the Company's
overall business or financial condition, results of operations or cash flows.

Commitments The Company is committed under various agreements to purchase certain quantities of gas in the
future. AtJune 30, 2000, the Company has purchase commitments for certain quantities of gas at variable, market-
based prices that have an annual vatue of $113,666,000. The Company’s purchase commitments may extend over
a period of several years depending upon when the required quantity is purchased. The Company has purchase gas
tariffs in effect for all its utility service areas that provide for recovery of its purchase gas costs under defined
methodologies.

Duetothe operation of purchase gas adjustment clauses, gas purchase costs generally do not directly affect earnings
of our regulated utility operations. However, the Company's unregulated gas marketing operations are subject to
price risk related 1o fixed-price sales commitments that are not matched with corresponding fixed-price purchase
agreements. At June 30, 2000, the Company had fixed-price sales commitments with various customers that provide
for the delivery of approximately 1,922,201 Dekatherms of natural gas through April 2001 at an average sales price
per Dekatherm of $3.00. The Company has exposure to the changes in gas prices related to fluctuating commodity
prices, which can impact the Company's financial position or results of operations, either favorably or unfavorably.
The Company's open positions are actively managed, and the impact of changing prices on the Company's financial
position at a point in time is not necessarily indicative of the impact of price movements throughout the year.

As a result of the unauthorized financial derivative energy trading activity, an open contract of a non-regulated,
wholly-owned subsidiary was present at June 30, 2000 for 10,000 MMBtu's of natural gas per day for the contract
period of January 2001 to December 2001 at a fixed price of $2.72 per MMBtu. The Company had exposure to the
changes in gas prices related to fluctuating commaodity prices, which can impact the Company's financial position
or results of operations, either favorably or unfavorably.

In connection with the acquisition of the Pennsylvania Operations, the Company assumed a guaranty with a bank
whereby the Company unconditionally guaranteed payment of financing obtained for the development of PEI Power
Park, in March 1999, the Borough of Archbald, the County of Lackawanna, and the Valley View School District
(together the Taxing Authorities) approved a Tax Incremental Financing Plan (TIF Plan) for the development of PEI
Power Park. The TIF Plan requires that: (i) the Redevelopment Authority of Lackawanna County raise $10,600,000
of funds 1o be used for infrastructure improvements of the PEI Power Park; {ii) the Taxing Authorities create a tax
increment district and use the incremental tax revenues generated from new development to service the $10,600,000
debt; and (i) PEl Power Corporation, a subsidiary of the Company, guarantee the debt service payments. In May
1999, the Redevelopment Authority of Lackawanna County borrowed $10,600,000 from a bank under a promissory
note (TIF Debt). The TIF Debt has a 12-year term, with a 7.75% annual interest rate, and requires semi-annual
principal and interest payments of approximately $725,000 (interest only for the first year). As of June 30, 2000,
incremental tax revenues cover approximately 17% of the annual debt service. The balance outstanding on the TIF
Debt was $9,805,000 as of June 30, 2000.

F-27



SOUTHERN UNION COMPANY AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

During fiscal 2000, the Company agreed to a one-year contract and a three-year contract with each bargaining unit
representing Pennsylvania employees, which were effective on April 1, 2000 and August 1, 2000, respectively. in
December 1998, the Company agreed to five-year contracts with each bargaining-unit representing Missouri
employees, which were effective in May 1999. Of the Company's employees represented by unions, 95% are
employed by Missouri Gas Energy.

The Company had standby letters of credit cutstanding of $6,199,000 and $1,622,000 at June 30, 2000 and 1999,
respectively, which guarantee payment of various insurance premiums and state taxes.

XVIIF  Quarterly Operations {Unaudited)

Year Ended Quarter Ended
June 30, 2000 September 30 December 31 March 31 June 30{1) Total(1)
(Restated) (Restated)
Total operating revenues . .. .............. $ 84786 $ 239,595 3344789 $ 162,534 $ 831,704
Operatingmargin ...................... 45,509 94 483 126,997 67,017 334,006
Net operating revenues .. .......... .. .. 1,807 3g,8e7 52,902 4,508 90,114
Net earnings (loss) available for common stock (6,100) 7,132 19,516 (10,703) 9,845
Earnings (loss) per share -- diluted® ... ... .. (.19 16 38 (.22 22
Year Ended Quarter Ended
June 30, 1999 September 30 December 31 _March 31 June 30 Total
Total operating revenues . ................ $ 77455 $ 174224 $251,863 $ 101,689 $ 605,231
Operatingmargin ...................... 42,781 70,286 98,106 51,757 262,930
Net operating revenues (Ioss) ............. 627) 19,986 40,647 4,841 64,847
Net eamings (loss) available for common stock (7,048) 5,374 17,624 (5,505) 10,445
Earnings (loss) per share -- diluted® ... .. .. (.22) .16 .51 (17) .31

(1) See Note Il -- Restatement,
(2) The sum of eamings per share by quarter may not equal the net earnings per common and common share equivalents for the year
due to vanations in the weighted average cammon and common share equivalents outstanding used in computing such amounts.
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To the Stockholders and Board of Directors of
Southern Union Company:

In our opinion, the accompanying consolidated balance sheet and the related consolidated statements of operations,
cash flows and stockholders' equity after the restatement described in Note li, present fairly, in all material respects,
the financial position of Southern Union Company and its subsidiaries at June 30, 2000 and 1999, and the results
of their operations and their cash flows for each of the three years in the period ended June 30, 2000, in conformity
with accounting principles generally accepted in the United States of America. These financial statements are the
responsibility of the Company's management; our responsibility is to express an opinion on these financial statements
based on our audits. We conducted our audits of these statements in accordance with auditing standards generally
accepted in the United States of America which require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, and evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

PricewaterhouseCoopers LLP

Austin, Texas

August 23, 2000, except for
Notes [ii, Xl and XV, as to which
the date is September 28, 2000
and Note Il, as to which the

date is April 9, 2001
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We hereby consent to the incorporation by reference in the Registration Statements on Form S-3 (File Nos.
33-58297, 333-02965 and 333-10585) and Form S-8 (File Nos. 2-79612, 33-37261, 33-69596, 33-69598, 33-81558,
33-79443, 333-08994, 333-42635, 333-89971, 333-90347, 333-361486, 333-36150 and 333-46382) of Southern Union
Company and Subsidiaries of our report dated August 23, 2000, except for Notes L1, XIl and XV as to which the date
is September 28, 2000 and Note (I, as to which the date is April 9, 2001, relating to the consolidated financial
statements, which appears inthe Annual Report to Stockholders, which is incorporated in this Annual Report on Form
10-K.

PricewaterhouseCoopers LLP

Austin, Texas
April 25, 2001
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SOUTHERN UNION COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF QPERATIONS

Three Months Ended March 31,
2001 2000
(thousands of dollars, except
shares and per share amounts)

Operating TEVENUBS . . . . ... o e $ 914653 § 344,789
Costofgasand otherenergy . ... vt i s 685,404 217,793
Operating margin .. ........ o i 229,249 126,996
Revenue-related taxes . ... ... ... e 33,664 14,195
Net operatingmargin . . ... .. ... . e 195,585 112,801
Operating expenses:
Operating, maintenance andgeneral .. ... ........ ... ... ... ....... 69,766 39,189
Depreciation and amortization . ... ..... ... .. ... .. 24,615 15,191
Taxes, other than on income andrevenues . ...................... 8.480 5,520
Total operating exXpenses . ... ...t 102,861 58,900
Net operatingrevenues . . ... .. .. ... . .., 92724 52 901
Other income {(expenses);
INterest . . . e (29,163) (14,940)
Dividends on preferred securities of subsidiary trust .. ........... .. (2,370) {2,370)
Other, net .. e e 14,364 {1,034)
Total otherexpenses, net ... ... ... ... ... . . ... ... ... (17.169) (18,344)
Earnings before incometaxes . ... ... ... ... ... ... ... 75,555 34,557
Federal and state incometaxes ... ... .. ... ... .. . . ... ... 34,749 15,042
Net earnings availabte forcommon stock . .. ... ... ... ... ... ... ... $ 40806 $ 19515
Net earnings per share:
BasiC . . . .. 3 82 3 .40
Diluted . . . e e $ 77 3 .38
Weighted average shares outstanding:
BasSiC . . . . e 49,933,878 49,265,244
Diluted . ... . . 52,862,818 51,281,397

See accompanying notes,




SOUTHERN UNION COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF OPERATIONS

Nine Months Ended March 31,
2001 2000
(thousands of dollars, except
shares and per share amounts)

Operating revenUEeS . . ... .ot e $ 1664461 $ 669,170
Costofgasand otherenergy . ... ... ... . 1,203,862 402 182
Operating margin . .......... . .. 460,593 266,988
Revenue-related taxes . ... ... . . . ... e 62,597 29416
Net gperating margin . . . ... .. .. i e 398,002 237,572
Operating expenses:
Operating, maintenance andgeneral ... ..................... 168,935 98,647
Depreciation and amortization .. .......... .. ... ... ... .. ... 64,319 39,539
Taxes, other than on income and revenues . ................ .. 21,290 13.779
Total operatingexpenses ... ......... ... . ... 254 544 151,965
Net operatingrevenues . ... ... . . . ... ... ... ... 143,458 85,607
Other income {expenses):
Interest . .. e (75,772) (36,603)
Dividends on preferred securities of subsidiary trust .. .. ....... . . (7,110) (7,110)
Other, Net . . .. e 23,761 {5,527)
Total otherexpenses, net . . ............................ (59,121) (49,240)

Earnings before income taxes and cumulative effect of

change in accounting principle .. ..................... 84,337 36,367
Federal and state incometaxes ........... ... ... ... .. ... .. .. .. 38,789 15,820
Earnings before cumulative effect of change in accounting principle . . . . 45,543 ' 20,547
Cumulative effect of change in accounting principle, netoftax ... ... .. 602 -

Net earnings available forcommonstock ...... ... ... ... ......... 3 46,150 $ 20,547

Net earnings per share:

Basic
Before cumulative effect of change in accounting principle . ... $ 82 3 49
Cumulative effect of change in accounting principle, net of tax . .01 --
3 93 3 49
Diluted
Before cumutative effect of change in accounting principle . . . . $ B7 % 47
Cumulative effect of change in accounting principle, net of tax . 01 --
3 88 % 47
Weighted average shares outstanding:
BasiC ... e 49,479,253 41,690 742
Diluted . ... ... 52191499 43636 397

See accompanying notes.




SOUTHERN UNION COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF OPERATIONS

Twelve Months Ended March 31,
2001 2000
(thousands of dollars, except
shares and per share amounts)

Operating FEVENMUBS . . . ..t e e e $1,826,995 $ 770858
Costofgasand other energy . . ... ... e 1,299,378 452,113
Operating Margin .. ... ... e 527,617 318,745
Revenue-related taxes .. ... . it e 68,077 34,281
Net operating margin . .. ... . ... 459,540 284 464

Operating expenses:

Operating, maintenance andgeneral ............. ... . ......... 206,875 126,563
Depreciation and amortization .. .. .......... .. ... .. . . . L. 79,920 49,946
Taxes, otherthan onincome and revenues ... ................... 24780 17.506
Total operaling expenses . . ... ... .. ... . 311,575 194,015
Net operating revenues .. .... ... .. 147,965 90.449
Other income (expenses):
Interest . .. (90,661) (45,759)
Dividends on preferred securities of subsidiary trust . .. ............. (9,480) (9,480)
O her, ML . e 19,580 (7.651)
Total otherexpenses, net . . ... ... .. ... . . .. . ... (80,561) (62,890)
Earnings before income taxes and cumulative effect of
change in accounting principle . .......... .. ... ... ... ... 67,404 27,559
Federal and state incometaxes .. ............ i, 32,558 12,516
Earnings before cumulative effect of change in accounting principle . ... ... 34,846 15,043
Cumulative effect of change in accounting principle, netoftax .. ......... 602 --
Net earnings available forcommonstock ............. ... ... .. ...... $ 35448 $ 15043
Net earnings per share:
Basic
Before cumulative effect of change in accounting principle .. .. ... $ 71 $ .38
Cumulative effect of change in accounting principle, net of tax . ... .01 -
$ 72 § .38
Diluted
Before cumulative effect of change in accounting principle ... . ... 5 67 $ .36
Cumulative effect of change in accounting principle, net of tax . . .. 01 --
$ .68 $ .36
Weighted average shares outstanding:
BaSiC . e e 49,245 493 39,582,434

Diluted . . ... e 51,838,262 41,320,632

——

See accompanying notes,




SOUTHERN UNION COMPANY AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEET

ASSETS
March 31, June 30,
2001 2000 2000
(thousands of dollars)
Property, plant and equipment:
Plantin service . . ... . .. . .. . .. $2178,163 $1,545,099 $1,580,077
Construction work in progress . .. ... ... e, 27,158 37,306 30,192
2,205,321 1,582,405 1,610,269
Less accumulated depreciation and amortization ........ (758.717) (497.227) (809,947)
1,446,604 1,085,178 1,100,322
Additional purchase cost assigned to utility plant, net . . . .. 733,921 378,085 386,839
Net property, plant and equipment ... ................ 2,180,525 1,463,263 1,487,161
Current assets:
Cashand cashequivalents .. .................. .. ... 8,166 52,327 27,829
Accounts receivable, billed and unbilled, net . . .......... 462,279 129,650 74,959
Inventories, principally at averagecost ................ 41,639 26,698 80,259
Deferred gas purchase costs . .. ....... . ... .. ....... 99,415 -- --
Investment securities available forsale ............... 92,241 - 187,817
Prepaymentsandother................... . ... ... 14,730 7,854 877
Totalcurrentassets ......... ... ... ... ........ 718,470 216,529 351,741
Deferred charges . . ... . ... ... . i 212,711 139,313 145,006
Investment securities, atcost ... ... . ... . ... .. .. ... 20,081 15,587 10,489
Realestate . ....... ... ... . i 2,552 9,438 9,461
1 11 1= 36,552 20,841 17,602
Total ..................

........................ $3.170,891 $1,864,971 $2,021.460

See accompanying notes.




SOUTHERN UNION COMPANY AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEET {Continued)

STOCKHOLDERS' EQUITY AND LIABILITIES

March 31, June 30,
2001 2000 2000
{thousands of dollars)
Common stockholders' equity:
Common stock, $1 par value; authorized 200,000,000
shares; issued 51,991,624 shares ................ $ 51,992 % 48135 $ 50,521
Premiumoncapitaistock .......... ... ... ... ..... 626,253 592,274 £99,835
Less treasury stock, 1,010,077 sharesatcost . ....... ... {15,869) (14,313) (15,554)
Less common stock heldintrust .. ... . ............... {17,547) (15,254) (15,330)
Deferred compensationplans . ...................... 7,499 763 808
Accumulated other comprehensive income {loss) .. ... ... 54,940 (436) 115,175
Refained earnings . . ....... ... ... ... . ... .. ... ..., 46,150 20,547 --
Total common stockholders' equity ... ................ 753,418 631,716 735,455
Company-obligated mandatorily redeemable preferred
securities of subsidiary trust holding solely subordinated
notes of Southern Union .. ........ .. ... .. ... .. ..... 100,000 100,000 100,000
Long-term debt and capital lease obligation . . .............. 1.368.817 734,320 733,774
Total capitalization ............... . ... ... ....... 2,222,235 1,466,036 1,569,229
Current liabilities:
Long-term debt and capital lease obfligation due within
ONE YEAT . . . . it et e 5219 2,169 2,193
Notespayable . .. ... ..., .. ... . ... . i 211,600 3 3
Accountspayable ........... .. .. ... ... .., 227917 64,660 77,488
Federai, stateand localtaxes ... .................... 66,069 22,526 7.359
Accruedinterest . .......... .. ... ... 18,544 16,067 15,922
Accrued dividends on preferred securities of subsidiary
trUSt 2,370 -- --
Customerdeposits ............ ... . ..., 20,584 17,805 17,255
Deferred gaspurchasecosts . . . ..................... - 21,674 11,708
Other . ... e 68,830 16,052 30.778
Total current liabilities ......................... 621,133 160,856 162,706
Deferred credits and other .. ... ... ... ... .. ... .. . ...... 131,726 111,818 106,015
Accumulated deferred incometaxes ....... .............. 195,797 126,161 183,510
Commitments and contingencies .. ...................... - - --
Total . . $3,170,891 $1,864,971 $2,021,460

See accompanying notes,




SOUTHERN UNION COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF STOCKHOLDERS' EQUITY

Common Accumulated

Common Premium Treasury Stock Other Retained
Stock, $1  on Capitai  Stock, at Held in Comprehen- Earnings/
Par Value Stock Cost Trust sive Income (Deficit) Total
(thousands of dollars)
Balance July 1,1999 .......... $31,240 § 276610 § (794) § (4.927) $ (436) § - $ 301,693
Comprehensive income:
Netearnings .. ............ -- - - - -- 9,845 9,845
Unrealized gain in investment
securities, netoftax ...... - - - -- 115,175 - 115,175
Minimum pensicn liability
adjustment; net of tax . . . .. - - - - 436 - 436
Comprehensive income . . ... 125,456
Purchase of common stock
heldintrust. .............. - - - {9,864) -- - (9,864)
5% stock dividend ........... 2,359 7,452 - - - (9,845) (34)
Purchase of treasury stock . ... -- - (14 ,425) - - - {14,425)
Issuance of stock for acquisition 16,714 315,235 - - - -- 331,949
Exercise of stock options .. . ... 208 538 (335) 269 - - 680
Balance June 30,2000 ......... 50,521 599,835 (15,554) (14522) 115175 - 735,455
Comprehensive income:
Neteamnings .............. - = - - - 46,150 46,150
Unrealized foss in investment
securities, net of tax benefit - - - -- (58,605) - (58,605)
Cumulative effect of change
in accounting principle . . . . . - - - - 826 - 826
Unrealized loss on hedging
activities . .............. - - - -- (2,456) - (2,456)
Comprehensive income (loss) {14,085)
Payment cn note receivable . .. - 290 - - - - 290
Purchase of common stock
heldintrust............... - - - (2,360} -- - {2,360)
Benefit plan restructuring . . . . .. - - - 6,560 - - 6,560
Issuance of stock for
acquisition . .............. 1,371 25,505 - - - - 26,876
Exercise of stock options ... ... 100 623 (315) 274 -- - 682
Balance March 31,2001 . ....... $ 51892 § 626253 $ (15,869) § (10048) § 54940 § 46,150 §$ 753418

See accompanying notes.




SOUTHERN UNION COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF CASH FLOWS

Cash flows from {used in) operating activities;
Net earnings .

Adjustments to reconcile net earnmgs to net cash ﬂows (used In} from operating -

activities’

Depreciation and amortization .. .. . ... ... 0L

Deferred income taxes . . ... ... ce e o

Non-cash compensation expense . . . e

Provision forbaddebts .. . ............ .. ... . A

Financial derivative trading gains . e

Gain on sale of investment securities e

Deferred interest expense e

Other

Changes in assets and |1ab|ht!es net of acqmsltlons,
Accounts receivable, billed and unbilled e e
Accounts payable . ... ... Lo
Taxes and other liabilities ... ... ... . e

Customerdeposits ... ...... ...
Deferred gas purchase costs ... ... ... ... e e e

Inventories .. ... ... e e
Other . ... . e e

Net cash flows (used in) from operating activities . ... ... c .

Cash flows used in investing activities:

Additions to property, plant and equipment . . . .. e

Acquisitions of operations, net of cashreceived .. ... ... ... ... ... ...
Proceeds from saleof subsidiary ... ..... ... ... ...

Purchase of investment securities . . . e e
Increase tn customer advances . . .. ....... ... e
Deferred charges and credits .. .. .. ... ..... U
Proceeds from sale of investment secunties .. ... ....... . e o
Other . . e e e e

Net cash flows used in lnvestmg activities ........... ... . ...
Cash flows from {used in) financing activities:
Repayment of debt and capital lease obligatien .. .......... .. ...
Net borrowings (payments) under revoiving credit facility .. .. ..

Purchase of treasury stock . ... ..
Other . ... e
Net cash flows from (used in) financing activities . . ... .... ... ........

Change in cash and cash equivalents ............ e

Cash and cash equivalents at beginningofperod ... ... ... ... ... ... ...
Cash and cash equivalents atend of period . . ....... ... ... ... C e

Supplementat disclosures of cash flow information:
Cash paid during the penod for;
interest ... .. .. ... oL e
incometaxes .. ..., ... e

See accompanying notes.

Three Months Ended March 31,

2001

2000

(thousands of dollars)

$ 40,806 $ 19,515
24,615 15,191
4,398 3,585
(2,216) -
13,398 2,011
(3,360) -
(12,494} -
(406) 108
865 428
(65,258) 17,577
(54,194) (10,635)
37,932 9,807
(368) (29)
(67,305) 2,382
76,904 43,706
(4,411) (10,099)
(11,094) 93,547
(25,469) (26.608)
(1,648) (2,252)
- 12,150

-~ (2,961)
806 608
(12,105) 1,667
15,405 -
4,691 1,538
(18,318) (15.858)
(6,898) (361)
36,600 (12,900)
- (12,193)

36 92
29,738 (25,362)
326 52,327
7,840 -

$ 8166 $ 52327
$ 30670 § 17295
1000 1711




SOUTHERN UNION COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF CASH FLOWS

Nine Months Ended March 31,
2001 2000
(thousands of dollars)

Cash flows (used in) from operating activities:

Net eammings . ... . e e $ 46,150 $ 20547
Adjustments to reconcite net earnings to net cash flows (used in) from operating
activities:
Depreciation and amortization .. ... ... .. ... .. ... ... ... ... ... 64,319 39,539
Deferred income taxes . ... ... ... e (1,562) 3,355
Non-cash compensation expense . ............ . ..., 239 -
Provision forbaddebts . ... ... ... ... ... .. ... .. L 19,345 1,665
Financial derivative tradinglosses ... ......... ... ... ... ....... 5,684 -
(Gain on sale of investment securites . .. ......... ... ... ... .. L. (21,363) -
Gainonsaleofrealestate . ....... ... ... ... ... .. il (13,532) -
Deferred interestexpense . ....... ... ... ... ... oL, (1,064) 187
Cumulative effect of change in accounting principle . ... ............. (602) -
L1 3 T 2,560 1,225
Changes in assets and liabilities, net of acquisitions:
Accounts receivable, biled andunbilled . ........... .. ........ (359,181) (55,167)
Accounts payable .. ..... ... ... ... ... 110,254 10,235
Taxes and other liabilittes . . .. . ....... ... . .. ... .. ... . ... ... 56,410 9,719
Customerdeposits . ... ...... ... i e (852) 123
Deferredgaspurchase costs . . ............. ... . ... ... .. (102,120) (5,149)
INMVENEOMIES . .. i e e 33,318 33,652
O her ... e e (16,015) (10,090)
Net cash flows (used in) from operating activities . . . . ............... (178,014) 49 841
Cash flows used in investing activities:
Additions to property, plantand equipment . ........... ... . il (87,172) {69,430)
Acquisition of operations, netof cashreceived ........................... (406,949) (38,083)
Proceeds from sale of subsidiary . ........... ... .. ... . i i i, - 12,150
Purchase of investmentsecurities .. .............. . ... ... ... ... (12,495) (15,008)
Notesreceivable . ... ... ... . . e 290 {4,000)
Increase (decrease) in customeradvances . .. .............. ...oaaa., 790 1,442
Deferred charges and credits .. ...... ... ... .. .. . o i (3,630) (241)
Proceeds from sale of investmentsecurities .. ......... ... ... .. ... .. ... .. 26,777 --
Proceeds from sale of real estate, netof closingcosts ..................... 20,638 -
168 = 4116 1,959
Net cash flows used in investing activities ... ....... .. ... .. ... ..... {457 635) {(111,211)
Cash fiows from financing activities:
Issuance of long-termdebt ... ... .. .. ... 535,000 300,000
Issuance costofdebt . ... ... ... . . e e (2,538) (6,643)
Repayment of debt and capital lease obligation ........................ .. (14,607) (138,269)
Premium on early extinguishment of acquireddebt ... ...... ... ............ - (745)
Net borrowings (payments) under revelving credit facility ................... 211,597 (21,000)
Purchase of treasusy stock ... ... ... ... . - (13,519)
Changeincashoverdrafts .. ......... .. .. 0 i, - (6,655)
Payment of merger debtassumed ............ ... ... . ool (114 171) --
L0 2T 705 528
Net cash flows from financing activites . ............................ 615986 113697
Changeincashandcashequivalents . ............ ... ... o v, {19,663) 52,327
Cash and cash equivalents at beginning ofpetiod ............ ... ... ... ... ... 27,828 -
Cash and cash equivalents atend of period . ......... ... ... ... ... ... $ 8166 $ 52327

Supplemental disclosures of cash flow information:
Cash paid during the period for:

£ 1= =T (O U $ 78,092 $ 40512
oM BXES . . o oottt e e e e ) 1,052 ¥ .

See accompanying notes.




SOUTHERN UNION COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF CASH FLOWS

Twelve Months Ended March 31,
2001 2000
(thousands of dollars)

Cash flows (used in) from operating activities:
Net earniNgS . . .. v e e $ 35,448 $ 15,043
Adjustments to reconcile net earnings to net cash flows from (used in)
operating activities:

Depreciation and amortization .. ............ ... ... . ... ... ... 79,920 49 946
Deferredincometaxes .. ... ... i, (4,482) 11,349
Provision forbaddebts ... . ... .. ... ... il 22,678 2,573
Financial derivative trading losses . .............. ... ... ..... 7.920 -
Deferred interestexpense . .............. ... ... . .. (1,563) 289
Cumulative effect of change in accounting principle . .. .......... .. (602) --
Gain on sale of investment securities .. ........... ... .. ... .. .. (21,363) -
Gainonsaleofrealestate ........ ... ... ... .. ... ... . . ... ... (13,532) -
Other .. 3,138 1,160
Changes in assets and liabilities, net of acquisitions:
Accounts receivable, billed and unbilled .. ... ... ... L. (307,844) (5,2186)
Accountspayable .......... ... ... . . i il 122,621 (7,905)
Taxes and other liabilities . . ... ....... .. ... ... .. ... ....... 41,055 1,490
Customerdeposits . .. ... ... .. ... . ... .. e (4,382) {546)
Deferredgaspurchase costs . ... ... .. ... . ... ... ... (112,085} 2,839
Inventories . ...... ... .. i e (245) 29,994
Other .. e (4,015) (10,956)
Net cash flows (used in) from operating activities . . .. ............. (157,333 90,060
Cash flows used in investing activities:
Additions to property, plantand equipment ...... ... .. ... . .. L. (118,188) (92,179)
Acquisition of operations, netofcashreceived . ........................ (407,232) (38,083)
Proceeds from sale of subsidiary . ........ . ... ... . .. o ol - 12,150
Purchase of investment securities .. ........ ... ... ... ... .. oL (18,488) (17,008)
Notereceivable . ....... ... .. .. i 290 (4,000)
CUSIOMEr adVANCES . . . . ottt e e e 698 1,971
Deferredcharges andcredits . ........ ... .. .. ... .. ... ... . . ... (7,046) (4,398)
Proceeds from sale of investment securities . ................. ... . ..... 26,777 --
Proceeds from sale of real estate, netof closingcosts ................... 20,638 -
O e . o e 1,604 1,326
Net cash flows used in investing activiies . ............... ......... (500,947) {140,221)
Cash flows from financing activities:
Issuance of long-termdebt .. ...... ... ... ... L il 535,000 300,000
Issuance costofdebt. ... ... .. .. . ... e (3,187) (6,643)
Repayment of debt and capital lease obiigation ........................ (15,129) {157,590)
Premium on early extinguishment of acquireddebt . .................... 26 (745)
Net borrowings (payments) under revelving credit facility ................. 211,597 (18,600)
Purchase oftreasury stock . .......... ... . .. i (906) (13,519)
Changeincashoverdrafts .. ... ... .. i i it - (603)
Payment of merger debtassumed ... ... ... ... .. ool (114 171) -
0] T P 889 188
Net cash flows from financing activites . .. ........................ 614,119 102,488
Changeincashand cashequivalents . .............. .. ... ... ... .. (44,161) 52,327
Cash and cash equivalents at beginning of period .......................... 52,327 --
Cash and cash equivalents atendofperied ................. ... ... ..... ... 3 8,166 $ 527327

Supplemental disclosures of cash flow information:
Cash paid during the period for:

Interest . ... ... e $ 95315 $ 52117
INGOME LAXES . .\ ittt it e et i ie et 3 35652 3 3617

See accompanying notes.
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SOUTHERN UNION COMPANY AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

FINANCIAL STATEMENTS

These interim financial statements should be read in conjunction with the financial statements and notes thereto
contained in Southern Union Company's (Southern Union and, together with its wholly-owned subsidiaries, the
Company) Annual Report on Form 10-K/A for the fiscal year ended June 30, 2000. Certain prior period amounts
have been reclassified to conform with the current period presentation,

The interim financial statements are unaudited but, in the opinion of management, reflect all adjustments (including
both normal recurring as well as any nen-recurring) necessary for a fair presentation of the resuits of operations for
such periods. Because of the seasonal nature of the Company's operations, the results of operations and cash flows
for any interim period are not necessarily indicative of results for the full year. As further described below, the Com-
pany acquired Providence Energy Corporation and Fall River Gas Company on September 28, 2000, Valley
Resources, Inc. on September 20, 2000 and Pennsylvania Enterprises, inc. on November 4, 1933. Accordingly, the
operating activities of the acquired operations are consolidated with the Company beginning on the respective
acquisition dates. Thus, the results of operations of the Company for the periods subsequent to the acquisitions are
not comparable to those periods prior to the acquisitions nor are the fiscal 2001 results of operations comparable with
prior periods.

ACQUISITION ACTIVITIES

On September 28, 2000, Southern Union completed the acquisition of Providence Energy Corporation (ProvEnergy)
for approximately $270,000,000 in cash plus the assumption of approximately $90,000,000 in long-term debt. The
ProvEnergy natural gas distribution operations are Providence Gas and North Attlebore Gas, which collectively
serve approximately 176,000 natural gas customers. Providence Gas serves natural gas customers in Providence
and Newport, Rhode Island, and 23 other cities and towns in Rhode Island. North Attleboro Gas serves customers
in North Attleboro and Plainville, Massachusetts, towns adjacent to the northeastern Rhode Isiand border. Sub-
sidiaries of the Company acquired in the ProvEnergy merger include ProvEnergy Qil Enterprises, Inc. ('"ProvEnergy
Qil"), and ProvEnergy Power Company, LLC. ProvEnergy Qil operates a fuel oil distribution business through its
subsidiary, ProvEnergy Fuels, Inc. (ProvEnergy Fuels). ProvEnergy Fuels serves over 15,000 residential and com-
mercial customers in Rhode Island and Massachusetts. ProvEnergy Power Company owns 50% of Capital Center
Energy Company, LLC., a joint venture formed between ProvEnergy and ER{ Services, Inc. to provide retait power.

On September 28, 2000, Southern Union completed the acquisition of Fall River Gas Company (Fall River Gas) for
approximately 1,400,000 shares of Southern Union common stock and approximately $27,000,000 in cash plus
assumption of approximately $20,000,000 in long-term debt. Fall River Gas serves approximately 49 000 customers
in the city of Fall River and the towns of Somerset, Swansea and Westport, all located in southeastern
Massachusetts. Also acquired in the Fall River Gas merger was Fall River Gas Appliance Company, Inc., which
rents water heaters and conversion burners (primarily for residential use) in Fall River Gas' service area.

On September 20, 2000, Southern Union completed the acquisition of Vailey Resources, Inc, (Valley Resources) for
approximately $125,000,000 in cash plus the assumption of approximately $30,000,000 in long-term debt. Valley
Resources natural gas distribution operations are Valley Gas Company and Bristol and Warren Gas Company, which
collectively serve approximately 66,000 natural gas customers. Valley Resources' three non-utility subsidiaries
acquired in the merger rent and sell appliances, offer service contract programs, sell liquid propane in Rhode Island
and nearby Massachusetts, and distribute as a wholesaler franchised lines to plumbing and heating contractors. Also,
acquired in the acquisition was Valley Resources' 90% interest in Alternate Energy Corporation, which sells, installs
and designs natural gas conversion systems and facilities, is an authorized representative of the ONSI Corporation
fuel cell, holds patents for a natural gas/diesel co-firing system and for a device to control the flow of fuel on duai-fuel
equipment.
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SOUTHERN UNION COMPANY AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The Company funded the cash portion of the above described acquisitions and any retated refinancings of assumed
debt with a bank note (the Term Note). See Debt and Capital Lease.

The assets of ProvEnergy, Fall River Gas and Valley Resources (hereafter referred to as the Company's "New
England Operations") have been included in the consolidated balance sheet of the Company at March 31, 2001 and
the resuits of operations from the New England Operations have been included in the statement of consolidated
operations since their respective acquisition dates. The New England Operations' primary business is the distribution
of natural gas through its public utility companies (collectively referred to as the "New England Division™. The
acquisitions were accounted for using the purchase method. The additional purchase cost assigned to utility plant
of approximatety $360,000,000 reflects the excess of the purchase price over the historical book carrying value of
the utility plant. Amortization of the additional purchase cost assigned to utility plant is provided on a straight-line
basis over forty years. The finai allocation of the purchase price of the New England Operations acquisition is
expected to be completed in the fourth quarter of fiscal year 2001. The Company plans to sell or dispose of certain
non-core businesses acquired in the New England Operations.

Prior to the consummation of the acquisition of the New England Operations, the Company purchased shares of
Providence Energy Corporation, Fall River Gas Company and Valley Resources, Inc. common stock for $2,882,000.
As all necessary approvals for the merger had not been obtained when these shares were purchased, these
purchases were treated as investment securities prior to closing the mergers.

On November 4, 1999, the Company acquired Pennsylvania Enterprises, Inc. (hereafter referred to as the
"Pennsylvania Operations") in a transaction valued at approximately $500,000,000, including assumption of long-
term debt of approximately $115,000,000. The Company issued approximately 16,700,000 shares (before adjust-
ment for any subsequent stock dividend) of common stock and paid approximately $36,000,000 in cash to complete
the transaction. The Company funded the cash portion of the acquisition of the Pennsylvania Operations and related
refinancings with the sale of $300,000,000 of 8.25% Senior Notes due 2029 completed on November 3, 1999 (8.25%
Senior Notes). See Debt and Capital Lease.

The Pennsylvania Operations are headquartered in Wilkes-Barre, Pennsylvania with natural gas distribution being
its primary business. The principal operating division of the Pennsyivania Operations is the PG Energy division of
the Company which serves more than 156,000 gas customers in northeastern and central Pennsylvania. Subsidiaries
of the Company included in the Pennsylvania Operations merger included PG Energy Services Inc., (Energy
Services), Keystone Pipeline Services, Inc. (Keystone, a wholly-owned subsidiary of PG Energy Services Inc.), PEI
Power Corporation, and Theta Land Corporation. Through Energy Services the Company markets a diversified range
of energy-related products and services under the name of PG Energy PowerPlus and supplies propane under the
name of PG Energy Propane. Keystone provides pipeline and fiber optic cable construction, instaliation, mainte-
nance, and rehabilitation services. PEIl Power Corporation operates a cogeneration plant that generates steam and
electricity for resale. Theta Land Corporation, which owned and provided land management and development
services for more than 44,000 acres of land, was sold for $12,150,000 in January 2000. No gain or loss was
recognized on this transaction. The Company plans to sell or dispose of bath Keystone and the propane operations
of Energy Services, which are not material to the Company. The Company has not yet sold these operations and
there can be no assurance that a sale on terms satisfactory to the Company will be completed. A letter of intent has
been entered into for certain of these operations with the sale expected 1o be completed during the fourth quarter
of fiscal year 2001.

The assets of the Pennsylvania Operations are included in the consolidated balance sheet of the Company at
March 31, 2001 and the results of operations from the Pennsylvania Operations have been included in the statement
of consolidated operations since November4, 1899. The acquisition was accounted for using the purchase method.
The additional purchase cost assigned to utility plant of approximately $261,000,000 reflects the excess of the
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SOUTHERN UNION COMPANY AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

purchase price over the historical book carrying value of the utility plant. Amortization of the additional purchase cost
assigned to utility plant is provided on a straight-line basis over forty years.

Prior to the consummation of the acquisition of the Pennsyivania Operations, the Company purchased 358,500
shares of Pennsylvania Enterprises, Inc. stock for $11,887,000 during both the first and second quarters of the

Company's fiscal year 2000. As all necessary approvals forthe merger had not been obtained, these purchases were
treated as investment securities.

Pro Forma Financial Information

The following unaudited pro forma financial information for the nine-month periods ended March 31, 2001 and 2000
is presented as though the following events had occurred at the beginning of the eartiest period presented: (i)
acquisition of the New England Operations and the Pennsylvania Operations; (ii} the issuance of the Term Note and
the sale of the 8.25% Senior Notes; and (iii) the refinancing of certain short-term and long-term debt at the time of
the acquisitions. The pro forma financial information is not necessarily indicative of the resuits which would have
actually been obtained had the acquisition of the New England Cperations and Pennsylvania Operations, the
issuance of the Term Note, the sale of senior notes or the refinancings been completed as of the assumed date for
the periods presented or which may be obtained in the future.

Nine Months Ended March 31,

2001 2000
OPEratiNg TEVENMUES & . o vttt it et e e e e $ 1,708,121 § 1,013,239
income (loss) before extraordinaryitem .. ... ... ... ... ... . ... ... 24,575 (2,339)
Net earnings (loss) available forcommonstock . ............... ....... 24 575 (2,339)
Net earnings (loss) per common stock:
BasiC . . . . e 49 (.05)
Diluted . ... e e 47 (.05)

EARNINGS PER SHARE

Average shares outstanding, which exciudes treasury stock, for basic earnings per share were 43,933,878 and
49,265,244 for the three-month period ended March 31, 2001 and 2000, respectively; 49,479,253 and 41,690,742
for the nine-month period ended March 31, 2001 and 2000, respectively; and 49,245,493 and 39,582,434 for the
twelve-month period ended March 31, 2001 and 2000, respectively. Diluted earnings per share includes average
shares outstanding as well as common stock equivatents from stock options and warrants. Common stock equiva-
lents were 1,886,140 and 1,174,742 for the three-month period ended March 31, 2001 and 2000, respectively;
1,702,361 and 1,423,998 for the nine-month period ended March 31, 2001 and 2000, respectively ;and 1,597,540
and 1,464,315 for the twelve-month period ended March 31, 2001 and 2000, respectively. At March 31, 2001,
1,015,528 shares of common stock were held by various rabbi trusts for certain of the Company's benefit plans and
185,947 shares were held in a rabbi trust for certain employees who deferred receipt of Company shares for stock
options exercised.

INVESTMENT SECURITIES

At March 31, 2001, the Company held securities of Capstone Turbine Corporation (Capstone). This investment is
classified as "available for sale" under the Statement of Financial Accounting Standards Board (FASB) Acceunting
for Certain investments in Debt and Equity Securities; accordingly, these securities are stated at fair vaiue. with
unrealized gains and losses recorded as a separate component of commaon stockholders’ equity. Realized gains and
losses on sales of investments, as determined on a specific identification basis, are included in the Consolidated
Statement of Operations when realized. During both the second and third quarters of the Company's fiscal year
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

2001, the Company sold securitiesin Capstone, realizing a pre-tax gain of $8,869,000 and $12,494 000, respectively.
As of March 31, 2001, the Company's remaining investment in Capstone had a fair value of $92,241,000 and unrea-
lized gain, net of tax, of $56,569,000. From April 1, 2001 to May 4, 2001, additional securities were sold re-
sulting in pre-tax gains of $35,756,000. As of May 4, 2001, the fair value of the Company's remaining investment
in Capstone was $53,541,000. Subject to market conditions that are not detrimental to the Company, and as oppor-
tunities arise following the completion of the applicable lock-up periods to which it was subject, the Company expects
to monetize its investment. The Company intends to use the proceeds from such sales to reduce outstanding debt.

All other securities owned by the Company are accounted for under the cost method. The Company's other invest-
ments in securities consist of common and/or preferred stock in non-public companies whose stock is not traded on
a securities exchange. Realized gains and losses on sales of these investments, as determined on a specific
identification basis, are included in the Consclidated Statement of Operations when incurred, and dividends are
recognized as income when received.

REAL ESTATE

On December 15, 2000, the Company sold its Austin, Texas headquarters building, Lavaca Plaza. The property,
purchased by the Company in 1991, netted pre-tax cash proceeds of $20,638,000, resuiting in a pre-tax gain of
approximately $13,532,000.

DERIVATIVE INSTRUMENTS AND HEDGING ACTIVITIES

Accounting Policies of Derivatives and Hedging Activities The Company recognizes derivatives on the
consolidated balance sheet at their fair value. On the date of the derivative contract, the Company designates the
derivative as: (i} a hedge of the fair value of a recognized asset or liability or of an unrecognized firm commitment
(“fair value" hedge); (ii) a hedge of a forecasted transaction or of the variability of cash flows to be received or paid
related to arecognized asset or liability ("cash flow" hedge), or (iii) "heid for trading" ("trading" instruments}. Changes
in the fair value of a derivative that qualifies as a fair-value hedge, along with the gain or Ioss on the hedged asset
or liability that is attributable to the hedged risk (including gains or losses on firm commnments) are recorded in
earnings. Changes in the fair valug of a derivative that qualifies as a cash-flow hedge are recorded in other
comprehensive income, until earnings are affected by the variability of cash flows. Lastly, changes in the fair vaiue
of derivative trading instruments are reported in current-period earnings.

Adoption of Accounting Pronouncement The Company adopted Accounting for Derivative Instruments and
Hedging Activities on July 1, 2000. In accordance with that Statement, the Company recorded a net-of-tax
cumulative-effect gain of $602,000 in earnings to recognize the fair value of the gas derivative contracts at Energy
Services that are not designated as hedges. The Company also recorded $826,000 in accumuiated other
comprehensive income which recognizes the fair value of two interest rate swap derivatives that were designated
as cash flow hedges.

Derivative Activities The Company manages certain business risks through the limited use of derivative instru-
ments. Interest rate swaps are employed to hedge the effect of changes in interest rates related to certain debt
instruments and commodity swaps and options to manage price risk associated with certain energy contracts,
primarily heating oil. The Company was previousty party to an interest rate swap designed to reduce exposure to
changes in the fair value of a fixed rate lease commitment. This interest rate swap, designated as a fair value hedge,
was terminated in October 2000 resulting in a pre-tax gain of $182,000 which wiil be amortized into earnings through
December 2004. The Company also continues to be obligated under three interest rate swaps created to hedge the
exposure to potential volatility in interest payments on variable rate debt. At March 31, 2001 the fair value of these
interest rate derivatives was a liability of $3,018,000 and is offset by a matching adjustment to other comprehensive
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income. Far the three- and nine-month periods ended March 31, 2001 net settlement payments of $362,000 and
$97.000, respectively, were made related to these derivatives and recorded to interest expense. The Company
expects to reclassify as earnings during the next twelve months $1,556,000 net-of-tax in derivative losses from
accumulated oihier comprehensive income as the settlement of swap payments occur. The maximum terim over
which the Company is hedging exposures to the variability of cash flows is 31 months.

The Company was also previously committed under two gas derivative contracts related to certain non-regulated
operations acquired in conjunction with the acquisition of the Pennsylvania Operations. These two contracts were
not designated as hedging instruments and therefore did not qualify to receive hedge accounting treatment under
the Statement. During the quarter ended December 31, 2000, these derivative contracts expired and the Company
recognized a pre-tax loss of $526,000 in recording the expiration of these derivative contracts. This loss was offset
by a pre-tax gain of $494,000 arising from the monthly settlement of the two derivative contracts that expired in
November 2000.

In conjunction with the acquisition of Providence Energy Corporation, the Company also acquired ProvEnergy Oil,
a distributor of fuel oil to retail and commercial customers. ProvEnergy Oil offers certain retail customers price caps
for winter heating oil and purchases heating oil call options as a hedge against price fluctuations on the refated
anticipated commodity purchases. As of March 31, 2001, the Company owned options representing 294,000 gallons
of fuel oil at an average strike price of $.76 a gallon, and the fair vaiue of the hedging options was nil. The maximum
term over which the Company is hedging exposures to the variability of cash flows for forecasted purchases of home
heating oil is ten months.

Trading Contracts The Company, through one of its non-regulated Pennsylvania subsidiaries, is also a party to
certain energy trading contracts for the purchase and sale of energy commaodities. These contracts are accounted
for in accordance with Emerging issues Task Force Issue Accounting for Contracts Involved in Energy Trading and
Risk Management Activities which requires that energy trading contracts be recorded at fair value as of each balance
sheet date with gains and losses included in earnings. During the third quarter ended March 31, 2001, the Company
received settlements of $340,000. At March 31, 2001 the trading asset was $12,000, which represents the fair
market value of the outstanding contracts.

InMarch 2001, the Company discovered unauthorized financial derivative energy trading activity by a non-regulated,
wholly-owned subsidiary. During March 2001 and April 2001, ail unautharized trading activity was closed resulting
in a cumulative cash expense of $191,000, net of taxes. As a resuit of the unauthorized financial derivative energy
trading activity, open contracts of a non-reguiated, wholly-owned subsidiary were present at March 31, 2001 for:
10,000 MMBtu's of natural gas per day for the contract period of January 2001 to December 2001 at a fixed price
of $2.72 per MMBtuy; 10,000 MMBtu's of natural gas per day for the contract period of January 2002 to August 2002
at a fixed price of $3.41 per MMBtu; and 10,000 MMBtu's of natural gas per day for the contract period of May
2001 to December 2001 at a fixed price of $4.81 per MMBtu. This unauthorized financial derivative energy trading
activity resulted in a non-cash gain of $1,814,000, net of taxes, for the three-month period ended March 31, 2001
and non-cash losses of $3,069,000 and $4,277,000, net of taxes, for the nine- and twelve-month periods ended
March 31, 2001. These items are recorded in other, net on the Consolidated Statement of Operations. For the
quarter ending March 31, 2001, the Company recorded a liability of $7,921,000 representing the fair market value
of the contracts and a pre-tax non-cash gain of $3,360,000.

PREFERRED SECURITIES OF SUBSIDIARY TRUST

OnMay 17, 1985, Southern Union Financing | (Subsidiary Trust), a consolidated wholly-owned subsidiary of Southern
Union, issued $100,000,000 of 9.48% Trust Originated Preferred Securities (Preferred Securities). In connection with
the Subsidiary Trust's issuance of the Preferred Securities and the related purchase by Southern Union of all of the
Subsidiary Trust's common securities (Common Securities), Southemn Unien issued to the Subsidiary Trust
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$103,092,800 principal amount of its 9.48% Subordinated Deferrable Interest Notes, due 2025 (Subordinated Notes).
The sole assets of the Subsidiary Trust are the Subordinated Notes. The interest and other payment dates on the
Subordinated Notes correspond to the distribution and other payment dates on the Preferred Securities and the
Common Securities. Under certain circumstances, the Subordinated Notes may be distributed to holders of the
Preferred Securities and holders of the Commaon Securities in liquidation of the Subsidiary Trust. The Subordinated
Notes are redeemable at the option of the Company on or after May 17, 2000, at a redemption price of $25 per
Subordinated Note plus accrued and unpaid interest. The Preferred Securities and the Common Securities will be
redeemed on a pro rata basis to the same extent as the Subordinated Notes are repaid, at $25 per Preferred Security
and Commaon Security plus accumulated and unpaid distributions. Scouthern Union's obligations under the Sub-
ordinated Notes and related agreements, taken together, constitute a fuil and unconditional guarantee by Southern
Union of payments due on the Preferred Securities. As of March 31, 2001 and 2000, 4,000,000 shares of Preferred
Securities were outstanding.

DEBT AND CAPITAL LEASE

March 31, June 30,
2001 2000
(thousands of doilars)
7.60% Senior Notesdue 2024 . ... .. . ... $ 364,515 5 364,515
8.25% Senior Notes due 2029 . . .. ... . e 300,000 300,000
8.375% First Mortgage Bonds, due 2002 . ... ... ... .. ... ... .. oL, 30,000 30,000
5.62% First Mortgage Bonds, due 2003 . .. .. ... ... . ... ... ... ..., 4,800 -~
10.25% First Mortgage Bonds, due 2008 . ... ...... ... ... ... . ... ... 2,182 --
6.82% First Mortgage Bonds, due 2018 . .. ... ... ... .. ... ... .. 15,000 -
9.34% First Mortgage Bonds, due 2019 . ... . ... ... ... ... .. ... ... 15,000 15,000
9.63% First Mortgage Bonds, due 2020 . .. ... ... ... . ... .. L 10,000 --
9.44% First Mortgage Bonds, due 2020 . .. ... .. ... ... ... oL 6,500 -
8.09% First Mortgage Bonds, due 2022 . . ... ... ... . ... .. . . e 12,500 -
8.46% First Mortgage Bonds, due 2022 .. ... ... . ... ... 12,500 --
7.50% First Mortgage Bonds, due 2025 . . ... ... .. ... ... ... .. oL 15,000 --
7.99% First Mortgage Bonds, due 2026 . ... ............. ... ... .. ..., 7,000 --
7.24% First Mortgage Bonds, due 2027 . . ... ... ... ... . . oo 6,000 --
6.50% First Mortgage Bonds, due 2029 . .......... ... ... ... ... ... 14,428 --
7.70% Debentures, due 2022 ........ ... ... 6,825 -
Term Note, due 2002 . . .. .. .. ... e 523,000 --
Capitaltease andother . ... ... ... .. . .. . . 28,786 26,452
Total debt and capitallease . ......... ... ... . ... .. . .., 1,374,036 735,967
Lesscurrent PORHON . ... .. . i 5219 2,193
Total long-term debt and capital lease . . . ....... .. ... .. ... ... ..., $ 13683817 $ 733774

Senior Notes On November 3, 1999, the Company completed the sale of $300,000,000 of 8.25% Senior Notes
(8.25% Notes) due 2029. The net proceeds from the sale of these 8.25% Notes were used to: (i) fund the acquisition
of Pennsylvania Enterprises, Inc.; (ii) repay approximately $109,900,000 of borrowings under the revolving credit
facility, and (iii) repay approximately $136,000,000 of long- and short-term debt assumed in the acquisition.

Assumed Debt In connection with the acquisition of the Pennsylvania Operations, the Company assumed
$45,000,000 of First Mortgage Bonds bearing interest between 8.375% and 9.34%. In connection with the acquisition
of ProvEnergy, the Company assumed $86,916,000 of First Mortgage Bonds bearing interest between 5.62% and
10.25%. In connection with the acquisition of Fall River Gas, the Company assumed $19,500,000 of First Mortgage

16



SOUTHERN UNION COMPANY AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Bonds bearing interest between 7.24% and 9.44%. in connection with the acquisition of Valley Resources, the
Company assumed $6,905,000 of 7.70% Debentures.

Capital Lease The Company completed the installation of an Automated Meter Reading (AMR) system at Missouri
Gas Energy during the first quarter of fiscal year 1999. The installation of the AMR system involved an investment
of approximately $30,000,000 which is accounted for as a capital lease obligation. As of March 31, 2001, the capital
lease obligation outstanding was $23,687,000 with a fixed rate of 5.79%. This system has significantly improved
meter reading accuracy and timeliness and provided electronic accessibility to meters in residential customers’
basements, thereby assisting in the reduction of the number of estimated hills.

Credit Facilities On May 31, 2000, the Company restated and amended its short-term and long-term credit facilities
(together referred to as "Revolving Credit Facilities"). The Company has available $30,000,000 under the short-term
facility, which expires May 30, 2001, and $135,000,000 under the long-term facility, which expires on May 31, 2003.
The Company has additional availability under uncommitted line of credit facilities with various banks. Borrowings
under the Revoiving Credit Facilities are available for Southern Union’s working capital, letter of credit requirements

and other general corporate purposes. A balance of $211,600,000 was outstanding under the Revolving Credit
Facilities at March 31, 2001.

Term Note On August 28, 2000 the Company entered into the Term Note to fund (i) the cash portion of the con-
sideration to be paid to the Fall River Gas' stockholders; (ii) the all cash consideration to be paid to the ProvEnergy
and Vailey Resources stockholders, (iii) repayment of approximately $50,000,000 of long- and short-term debt
assumed in the mergers, and (iv) all related acquisition costs. As of March 31, 2001, a balance of $523,000,000 was
outstanding under this Term Note. The Term Note expires August 27, 2001 but may be extended at the Company's
option through August 26, 2002 for a fee. No additional draws can be made on the Term Note.

UTILITY REGULATION AND RATES

Missouri On November 7, 2000, Missouri Gas Energy filed a $39,384,000 request for a rate increase with the
Missouri Public Service Commission (MPSC). Statutes require that the MPSC reach a decision in the case within
an eleven-month period.

On August 21, 1998, Missouri Gas Energy was notified by the MPSC of its decision to grant a $13,300,000 annual
increase to revenue effective on September 2, 1998, which is primarily earmned volumetrically. The MPSC rate order
reflected a 10.93% return on common equity. The rate order, however, disallowed certain previously recorded
deferred costs requiring a non-cash write-off of $2,221,000. The Company recorded this charge to earnings in its
fiscal year ended June 30, 1998. On December 8, 1998, the MPSC denied rehearing requests made by all parties
other than Missouri Gas Energy and granted a portion of Missouri Gas Energy’s rehearing request. Cn October 10,
2000, the MPSC issued its decision on rehearing Missouri Gas Energy's request which served to reduce the
$13,300,000 annual revenue increase by $70,000. The MPSC'’s orders are subject to judicial review and although
certain parties have argued for a reduction in Missouri Gas Energy's authorized base revenue increase on judicial
review, Missouri Gas Energy expects such arguments to be unsuccessful.

Rhode Island Effective October 1, 2000, the Rhode Island Public Utilities Commission (RIPUC) approved a settle-
ment agreement between Providence Gas, the Rhode Istand Division of Public Utilities and Carriers, the Energy
Council of Rhode Island, and The George Wiley Center. The settlement agreement recognizes the need for an
increase in distribution system revenues of $4,500,000, recovered through an adjustment to the throughput portion
of the gas charge, and provides for a 21-month base rate freeze. In the settlement agreement, the RIPUC authorized
system improvement programs. Additionally, higher levels of support for low income bill payment assistance was

authorized as well as the continuation of the utility's demand side management and weatherization assistance
programs,
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The settlement agreement also contains a weather mitigation clause and a non-firm margin incentive mechanism
(non-firm margin is margin earned from interruptible customers with the ability to switch to alternative fuels). The
weather mitigation clause is designed to mitigate the impact of weather volatility on customer billings, which will
assist customers in paying bills and stabilize the revenue stream to Providence Gas. Providence Gas will defer the
margin impact of weather that is greater than 2 percent colder-than-normal and will recover the margin impact of
weather that is greater than 2 percent warmer-than-normal by making the corresponding adjustment to the deferred
revenue account (DRA). The non-firm margin incentive mechanism is designed to encourage Providence Gas to
promote the development of non-firm margins, which will reduce the cost of service to all customers. Providence
Gas will retain 25 percent of all non-firm margins earned in excess of $1,200,000.

Under the setttement agreement, Providence Gas may earn up to 10.7 percent but not less than 7.0 percent using

the average return on equity for the two 12 month periods of October 2000 through September 2001 and July 2001
through June 2002.

Pennsylvania On April 3, 2000, PG Energy filed an application with the Pennsylvania Public Utility Commission
(PPUC) seeking an increase in its base rates designed to produce $17,800,000 in additional annual revenues. On
December 7, 2000, the PPUC approved a seitlement agreement that provides for a rate increase designed to
produce $10,800,000 of additional annual revenue. The new rates became effective on January 1, 2001.

El Paso, Texas On October 18, 1999, Southern Union Gas filed a $1,696,000 rate increase request for the £l Paso
service area with the City of El Paso. In February 2000, the City of El Paso approved a $650,000 revenue increase,
and an improved rate design that collects a greater portion of the Company's revenue stream from the monthly
customer charge. Additionally, the City of El Pasc approved a new 30-year franchise for Southern Union Gas.

COMMITMENTS AND CONTINGENCIES

Environmental The Company is subject to federal, state and local laws and regulations relating to the protection
of the environment. These evolving laws and regulations may require expenditures over a long period of time to con-
trol environmental impacts. The Caompany has established procedures for the on-going evaluation of its operations
to identify potential environmental exposures and assure compliance with regulatory policies and procedures.

The Company is investigating the possibility that the Company or predecessor companies may have been associated
with Manufactured Gas Plant (MGP) sites in its former service territories, principally in Arizona and New Mexico, and
present service territories in Texas, Missouri and its newly acquired service territories in Pennsylvania,
Massachusetts and Rhode Island. At the present time, the Company is aware of certain MGP sites in these areas
and is investigating those and certain other locations. While the Company's evaluation of these Texas, Missouri,
Arizona, New Mexico, Pennsylvania, Massachusetts and Rhode Island MGP sites is in its preliminary stages, it is
likely that some comipliance costs may be identified and become subject to reasonable quantification. Within the
Company's service territories certain MGP sites are currently the subject of governmental actions. Certain of these
sites are as follows:

Kansas City, Missouri MGP Sites |n a letter dated May 10, 1999, the Missouri Department of Natural Rescurces
(MDNR) sent notice of a planned Site inspection/Removal Site Evaluation of the Kansas City Coal Gas Former MGP
site. This site (comprised of two adjacent MGP operations previously owned by two separate companies and
hereafter referred to as Station A and Station B) is located at East 1st Street and Campbell in Kansas City, Missouri
and is owned by Missouri Gas Energy. A 1988 investigation of the site performed by an Environmental Protection
Agency (EPA) contractor determined that further remedial assessment was not required under the Comprehensive
Environmental Response Compensation and Liability Act of 1980 (CERCLA), as amended by the SUPERFUND
Amendments and Reauthorization Act of 1886. The MDNR has stated that the reassessment of the Kansas City Coal
Gas site is part of a statewide effort to identify, evaluate, and prioritize the potential hazards posed by all of Missoun’'s
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MGP sites. During July 1999, the Company sent applications to MDNR submitting the two sites to the agency's
Voluntary Cleanup Program (VCP). The sites were accepted into the VCP on August 2, 1999 and MDNR
subsequently approved the Company's proposed work plans for the environmental assessment of the sites. The final
environment reports were sent to the state on March 6, 2000. In a letter dated June 21, 2000, MDNR responded to
the Station A environmental report submitted by the Company. In that letter, MDNR stated that soil remediation will
be necessary at the site (Station A) hut that further exploration and delineation of site contamination should be
performed befoere remedial methods can be determined. In response to MDNR's request, the Company submitted
a work plan for further investigation of the site to the agency on September 18, 2000. Following MDNR's acceptance
of the work plan, additional site assessment work was performed and completed on March 26, 2001. MDNR has not
responded to the Station B environmental report submitted by the Company.

Independence, Missouri MGP Site The Company received a letter dated December 16, 1999 from MDNR notifying
the Company of a Pre-Comprehensive Environmental Response Compensation and Liability information System
(CERCLIS} Site Screening investigation of a former MGP located at Pacific Avenue & South River Boulevard in
independence, Missouri. The Company contacted the MDNR to inform the state that, as this property is not owned
by the Company, it cannot grant access to the property for MDONR's investigation. MDNR proceeded to investigate
the site in cooperation with the site's current owner. {n a letter dated May 17, 2000, MDNR reported that the site is
not recommended for CERCLIS entry and no further CERCLA action is recommended. However, due to the
presence of characteristic waste, the site is eligible forthe state's Reqistry of Confirmed Abandoned or Uncontrollable
Hazardous Waste Disposat Sites in Missouri.

Providence, Rhode island Sites During 1995, Providence Gas began an environmental evaluation at its primary
gas distribution facility located at 642 Allens Avenue in Providence, Rhode island. Environmental studies and a
subsequent remediation work plan were compieted at an approximate cost of $4.5 million. Providence Gas also
began a soil remediation project on a portion of the site in July 1999. As of March 31, 2001, approximately
$8,900,000 had been expended on soil remediation under the remediation work plan. Based on the results of the
environmentai investigation and the site information learned during the performance of work under the remediation
work plan, the Company is now revising the remediation work plan. Although additional remediation work is planned
for the site during calendar year 2001, assessment and remediation costs will not exceed $1,000,000 during calendar
year 2001. Because of the uncertainties associated with the revision of the remediation work plan and the
development of a remedial solution for the entire site, the Company cannct offer any conclusions as to the total future
cost of remediation of the property at this time.

In November 1998, Providence Gas received a letter of responsibility from the Department of Environmental
Management (DEM) relating to possibie contamination on previously owned property at 170 Allens Avenue in
Providence. The current operator of the property has also received a letter of responsibility. A work plan has been
created and approved by DEM. An investigation has begun to determine the extent of contamination, as well as the
extent of the Company's responsibility. Providence Gas entered into a cost-sharing agreement with the current
operator of the property, under which Providence Gas is responsible for approximately twenty percent (20%) of the
costs related to the investigation. Costs of testing at this site as of March 31, 2001 were approxirately $300,000.
Until the results of the investigation are known, the Company cannot offer any conclusions as to its responsibility.

Tiverton, Rhode Island Site Fall River Gas Company is a defendant in a civil action seeking to recover anticipated
remediation costs associated with contamination found at property owned by the plaintiffs. This claim is based on
alleged dumping of material by Fall River Gas Company trucks at the site in the 1930s and 1940s.

Valley Resources Sites Valley Resources is a party to an action in which Blackstone Valley Electric Company
(“Blackstone™) brought suit for contribution to its expenses of cleanup of a site on Mendon Road in Attleboro,
Massachusetts, to which coal manufacturing waste was transported from a former MGP site in Pawtucket, Rhode
istand (the “Blackstone Litigation”). Blackstone Valley Electric Company v. Stone & Webster, Inc,, Stone & Webster
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Engineering Corporation, Stone & Webster Management Consultants, Inc. and Valley Gas Company, C. A. No. 94-
10178JLT, United States District Court, District of Massachusetts. Valley Resources takes the position in that
litigation that it is indemnified for any cleanup expenses by Blackstone pursuant to a 1961 agreement signed at the
time of Valley Resources’ creation. This suit was stayed in 1995 pending the issuance of rulemaking at the United
States EPA (Commonwealth of Massachusetts v. Blackstone Vailey Electric Company, 67 F.3d 981 (1895)). In
January 2001, the EPA issued a Preliminary Administrative Decision on this issue and announced that, until
March 21, 2001, it is soticiting comments on the Decision. The EPA subsequently announced that the current period
would be extended for an additional three month period. While this suit has been stayed, Valley Resources and
Blackstone {(merged with Narragansett Electric Company in May 2000) have received letters of responsibility from
the Rhode Island DEM with respect to releases from two MGP sites in Rhode Island. DEM issued leiters of
responsibility to Valley Resources and Blackstone in September 1995 for the Tidewater MGP in Pawtucket, Rhode
Island, and in February 1997 for the Hamlet Avenue MGP in Woonsocket, Rhode Island. Valley Resources entered
into an agreement with Blackstone (now Narragansett) in which Valley Resources and Blackstone agreed to share
equally the expenses for the costs associated with the Tidewater site subject to reatlocation upon final determination
of the legal issues that exist between the companies with respect to responsibility for expenses for the Tidewater site
and otherwise. No such agreement has been reached with respect to the Hamlet site.

To the extent that potential costs associated with former MGPs are quantified, the Company expects to provide any
appropriate accruals and seek recovery for such remediation costs through all appropriate means, including in rates
charged to customers, insurance and regulatory relief. Atthe time of the closing of the acquisition of the Company's
Missouri service territories, the Company entered into an Environmental Liability Agreement that provides that
Western Resources retains financial responsibility for certain liabilities under environmental laws that may exist or
arise with respect to Missouri Gas Energy. [n addition, at the time it was acquired, Providence Gas had in place a
regulatory plan that created a mechanism for the recovery of environmental-related costs. This pian provided for
recovery of environmental investigation and remediation costs incurred through September 30, 1997, aswell as costs
incurred during the three-year term of the plan, are to be amortized over a 10-year period, at a level authorized under
the plan. A new plan, effective October 1, 2000 through June 30, 2002, establishes an environmental fund for the
recovery of evaluation, remedial and clean-up costs arising out of the Company's MGPs and sites associated with
the operation and disposal activities from MGPs.

Although significant charges to eamings could be required prior to rate and insurance recovery, management does
not believe that environmental expenditures for MGP sites will have a material adverse effect on the Company's
financial position, results of operations or cash flows.

The Company foltows the provisions of an American Institute of Certified Public Accountants Statement of Position,
Environmental Remediation Liabilities, for recognition, measurement, display and disclosure of environmental
remediation liabilities.

Southwest Gas Litigation On February 1, 1999, Southern Union submitted a proposal to the Board of Directors
of Southwest Gas Corporation (Southwest) to acquire all of Southwest’s outstanding common tock for $32.00 per
share. Southwest then had a pending merger agreement with ONEOQOK, Inc. (ONEOK) at $28.50 per share. On
February 22, 1999, Southern Union and Southwest both publicly announced Southern Union's proposal, after the
Southwest Board of Directors determined that Southern Union's proposal was a Superior Proposal (as defined in the
Southwest merger agreement with ONEOK). Atthattime Southern Union entered into a Confidentiality and Standstill
Agreement with Southwest at Southwest's insistence. On April 25, 1999, Southwest's Board of Directors rejected
Southern Union's $32.00 per share offer and accepted an amended offer of $30.00 per share from ONEOK. On
April 27, 1999, Southern Union increased its offer to $33.50 per share and agreed to pay interest which, together with
dividends, would provide Southwest shareholders with a 6% annual rate of return on its $33.50 offer, commencing
February 15, 2000, until closing. Southern Union's revised propasal was rejected by Southwest's Board of Directors.
On January 21, 2000, ONEOK announced that it was withdrawing from the Southwest merger agreement.
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There are several lawsuits pending in the U. S. District Court for Arizona that relate to activities surrounding Southern
Union’s efforts to acquire Southwest. In addition, there is beforethe U. S. Court of Appeals forthe Tenth Circuit,
an appeal by Southern Union of a preliminary injunction entered by the U. S. District Court for the Northern District
of Oklahoma. The Company anticipates that a trial of the consolidated lawsuits in Arizona will begin in November
2001. Sauthern Union intends to vigorously pursue its claims against Southwest, ONEOK, and certain individual
defendants, and vigorously defend itself against the claims by Southwest and ONEOK. With the exception of
ongoing legal fees associated with the aforementioned litigation, the Company believes that the resuits of the above-
noted Southwest litigation will not have a materially adverse effect on the Company’s financial condition, resuits of
operations or cash flows.

Regulatory In August 1998, a jury in Edinburg, Texas concluded deliberations on the City of Edinburg's franchise
fee lawsuit against PG&E Gas Transmission, Texas Corporation (formerly Valero Energy Corporation (Valero)) and
a number of its subsidiaries, as well as former Valero subsidiary Rio Grande Valley Gas Company (RGV) and RGV's
successor company, Southern Union Company. Southern Union purchased RGV from Valero in October 1993. The
jury awarded the plaintiff damages, against all defendants under several largely overlapping but mutually exclusive
claims, totaling approximately $13,000,000. The trial judge subsequently reduced the award to approximately
$700,000 against Southern Union and $7,800,000 against Valero and Southern Union together. The trial court's
decision was appealed to the Thirteenth District of the Texas Court of Appeals (Court of Appeals). In December
2000, the Court of Appeals reversed and modified the trial court's judgment of approximately $8,500,000 and
awarded the City of Edinburg $585,000, plus pre-judgment interest of $120,000 against RGV and Valero for breach
of contract. The Court of Appeals upheld the award for attorneys' fees of approximately $3,500,000 against Valero,
RGV and Southern Union. In April 2001, the Court of Appeals granted the release requested in Southern Union's
moticn for rehearing, and reformed its earlier opinion so as to exclude Southern Union from any remaining liability.
The other parties in the case have coniested this opinion. The Company will continue to monitor its position in this
case. The Company believes that the outcome of this matter will not have a material adverse impact on the Com-
pany's results of operations, financial position or cash flows. The Company also has entered into a settlement agree-
ment to settle a related class action lawsuit with a majority of the cities served by the Company in Texas. The settle-
ment will not have a material adverse impact on the Company's results of operations, financial position or cash flows.

Other Southern Union and its subsidiaries are parties to other legal proceedings that management considers to be
normal actions to which an enterprise of its size and nature might be subject, and not to be materiai to the Company’s
overall business or financial condition, results of operations or cash flows.
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Overview Southern Union Company's (the "Company") core business is the distribution of naturat gas as a public
utility through: Southern Union Gas, Missouri Gas Energy (MGE); Atlantic Utilities, doing business as South Florida
Natural Gas (SFNG); PG Energy, acquired on November 4, 1999; and, effective with the September 2000 acquisi-
tions of Providence Energy Corporation, Valley Resources, inc. and Fall River Gas Company, coliectively its New
England Division. {n addition, subsidiaries of Southern Union support and expand naturai gas sales and capitalize
on the Company's gas energy expertise. These subsidiaries operate natural gas pipeline systems, generate
electricity, market natural gas and electricity to end-users and distribute propane and fuel oil. Certain subsidiaries
also own or hold interests in real estate and other assets, which are primarily used in the Company's utility business.

Most of the Company's business activities are subject to requlation by federai, state or local authorities where the
Company operates. Thus, the Company's financial condition and results of operations have been and will continue
to be dependent upon the receipt of adequate and timely adjustments in rates. In addition, the Company's business
is affected by seasonal weather impacts, competitive factors within the energy industry and economic development
and residential growth in its service areas.

Acquisitions On September 28, 2000, Southern Union completed the acquisition of Providence Energy Carporation
(ProvEnergy) for approximately $270,000,000in cash plusthe assumption of $90,000,000 in long-term debt. The
ProvEnergy natural gas distribution operations are Providence Gas and North Attleboro Gas, which collectively
serve approximately 176,000 natural gas customers. Providence Gas serves natural gas customers in Providence
and Newport, Rhode Island, and 23 other cities and towns in Rhode island. North Attleboro Gas serves customers
in North Attleboro and Plainville, Massachusetts, towns adjacent to the northeastern Rhode Island border. Sub-
sidiaries of the Company acquired in the ProvEnergy merger include ProvEnergy Oil Enterprises, Inc. (ProvEnergy
Qil), and ProvEnergy Power Company, LLC. ProvEnergy Oil operates a fuel oil distribution business through its
subsidiary, ProvEnergy Fuels, inc. (ProvEnergy Fuels). ProvEnergy Fuels serves over 15,000 residential and com-
mercial customers in Rhode Island and Massachusetts. ProvEnergy Power Company owns 50% of Capital Center
Energy Company, LLC., a joint venture formed between ProvEnergy and ERI Services, Inc. to provide retail power.

On September 28, 2000, Southern Union also completed the acquisition of Fall River Gas Company (Fall River Gas)
for approximately 1,400,000 shares of Southern Union common stack and approximately $27,000,000 in cash plus
assumption of $20,000,000 in long-term debt. Fall River Gas serves approximately 49,000 customers in the city of
Fall River and the towns of Somerset, Swansea and Westport, all located in southeastern Massachusetts. Also
acquired in the Fall River Gas merger was Fall River Gas Appliance Company, Inc. which rents water heaters and
conversion burners in Fall River Gas' service area.

On September 20, 2000, Southern Union completed the acquisition of Valtey Resources, Inc. (Valley Resources) for
approximately $125,000,000 in cash plus the assumption of $30,000,000 inlong-term debt. Valley Resources natural
gas distribution operations are Valley Gas Company and Bristol and Warren Gas Company, which collectively serve
approximately 66,000 natural gas customers. Valley Resources' three non-utility subsidiaries acquired in the merger
rent and sell appliances, offer service contract programs, sell liquid propane in Rhode island and nearby Massa-
chusetts, and distribute as a wholesaler franchised lines to plumbing and heating contractors. Also acquired in the
acquisition was Valley Resources' 90% interest in Aiternate Energy Corporation, which sells, installs and designs
natural gas conversion systems and facilities, is an authorized representative of the ONSI| Corporation fuel cell, holds
patents for a natural gas/diesel co-firing system and for a device to control the flow of fuel on duai-fuel equipment.

Collectively, the operations from the above-mentioned acquisitions are referred to as the "New England Operations.”
The Company plans to sell or dispose of certain non-core businesses acquired in the New England Operations.

On November 4, 1999, the Company acguired Pennsylvania Enterprises, Inc. (hereafter referred to as the
"Pennsylvania Operations") in a transaction valued at approximately $500,000,000, including assumption of
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long-term debt of approximately $115,000,000. The Company issued approximately 16,700,000 shares (before
adjustment for any subsequent stock dividend) of common stock and paid approximately $36,000,000 in cash to
complete the transaction. The Pennsylvania Operations are headquartered in Wilkes-Barre, Pennsylvania with
naturat gas distribution being its primary business. The principal operating division of the Pennsylvania Operations
is the PG Energy division of the Company which serves more than 156,000 gas customers in northeastern and
central Pennsylvania. Subsidiaries of the Company included in the Pennsylvania Operations include PG Energy
Services Inc., (Energy Services); Keystone Pipeline Services, Inc. (Keystone, a wholly-owned subsidiary of PG
Energy Services Inc.); and PEI Power Corporation. Through Energy Services the Company markets a diversified
range of energy-reiated products and services under the name of PG Energy PowerPlus and supplies propane under
the name of PG Energy Propane. Keystone provides pipeline and fiber optic cable construction, installation, mainte-
nance, and rehabilitation services. PE| Power Corporation operates a cogeneration plant that generates steam and
electricity for resale. The Company plans to sell or dispose of both Keystone and the propane operations of Energy
Services; these operations are not material to the Company. The Company has not yet sold these operations and
there can be no assurance that a sale on terms satisfactory to the Company will be completed. A letter of intent has
been entered into for certain of these operations with the sale expected to be completed during the fourth quarter
of fiscal year 2001.

The operating activities of the acquired operations are consolidated with the Company beginning on their respective
acquisition dates. Thus, the resuits of operations for the three-, nine- and twelve-month periods ended March 31,
2001 are not indicative of results that would necessarily be achieved for a full year since the majority of the
Company's operating margin is earned during the winter heating season. Forthese reasons, the results of operations
of the Company for the periods subsequent to the acquisitions are not comparable to those periods prior to the
acquisitions nor are the fiscal 2001 resulls of operations comparable with prior periods.

RESULTS OF OPERATIONS
Three Months Ended March 31, 2001 and 2000

The Company recorded net earnings avaiiable for common stock of $40,806,000 for the three-month period ended
March 31, 2001 compared with net earnings of $19,515,000 for the same pericd in 2000. Earnings per difuted share
were $.77in 2001, compared with $.38 in 2000. Weighted average diluted shares outstanding increased 3% in 2001
due to the issuance of 1,370,629 shares of the Company's common stock on September 28, 2000 in connection with
the acquisition of Fall River Gas.

Operating revenues were $914,653,000 for the three-month period ended March 31, 2001, compared with
$344 789,000in 2000. Gas purchase and cther energy costs for the three-month period ended March 31, 2001 were
$685,404,000, compared with $217,793,000 in 2000. The Company's operating revenues are affected by the level
of sales volumes and by the pass-through of increases or decreases in the Company's gas purchase costs through
its purchased gas adjustment clauses. Additionally, revenues are affected by increases or decreases in gross
receipts taxes (revenue-related taxes) which are tevied on sales revenue as collected from customers and remitted
to the various taxing authorities. The increase in both operating revenues and gas purchase costs between periods
was primarily due to a 46% increase in gas sales volume to 77,671 MMcf in 2001 from 53,101 MMcf in 2000 and by
a 123% increase in the average cost of gas from $3.66 per MMcf in 2000 to $8.17 per Mcfin 2001. Changes in the
average cost of gas resulted from seasonal impacts on demands for natural gas. The New England Operations
contributed $210,500,000 to the overall increase in operating revenues, $135,598,000 in gas purchase and other
energy costs and 15,756 MMcf of the increase in gas sales volume. The remaining increases in both operating
revenues and gas purchase and other energy costs was primarily due to the previously mentioned increase in the
average cost of gas as weil as an 8,814 MMcf increase in sales volume in the Texas, Missouri and Pennsylvania

23



SOUTHERN UNION COMPANY AND SUBSIDIARIES

MANAGEMENT'S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

service territories as a result of the colder-than-normal weather in these territories in 2001 as compared to the
unusually mild temperatures in 2000,

Weather in MGE's service territories was 100% of a 30-year measure for the three-month period ended March 31,
2001, compared with 79% in 2000. Southern Union Gas service territories experienced weather which was 102%
of a 30-year measure in 2001, compared with 62% in 2000. About half of the customers served by Southern Union
Gas are weather normalized. Additionally, with the February 2000 revenue increase in £l Paso, Texas, the new rate
design collects a greater portion of the revenue stream from the monthly customer charge instead of being earned
volumetrically. Weather for the PG Energy service territories was 98% of a 30-year measure for the three-month
period ended March 31, 2001, compared with 92% in 2000. Weather in the New England division service territories
was 100% of a 30-year measure for the ihree-month period ended March 31, 2001.

Net operating margin (operating margin less revenue-related taxes) increased $82,784,000 for the three-month
period ended March 31, 2001, compared with the same period in 2000. Growth in net operating margin is primarily
due to the colder-than-normal weather, previously discussed, and the acquisition of the New England Operations
which generated $70,208,000 in net operating margin.

Operating expenses, which include operating, maintenance and generat expenses, depreciation and amortization,
and taxes otherthan on income and revenues, were $102,861,000 forthe three-month period ended March 31, 2001,
an increase of $42,961,000, compared with $59,900,000 in 2000. An increase of $36,109,000 was the result of the
acquisition of the New England Operations. Also impacting operating expenseswas an increase in bad debt expense
in the Texas, Missouri and Pennsylvania service territories of $9,326,000 due to an increase in customer receivables
as a result of higher gas prices as previously discussed. This was partially offset by a $2,216,000 reversai of non-
cash compensation expense associated with shares of common stock held in a trust for one of the Company's benefit
plans, resulting from a $5.50 decrease in the Company's common stock price during the period from January 1, 2001
to March 22, 2001. The Company amended this plan effective March 22, 2001 to eliminate future expense, or
income volatility, associated with the accounting treatment for such benefit plan.

Interest expense was $29,163,000 for the three-month period ended March 31, 2001, compared with $14,940,000
in 2000. Interest expense increased primarily due to a $535,000,000 bank note (the Term Note) entered into by the
Company on August 28, 2000 for the acquisition of the New England Operations. The Company entered into the
Term Note to (i} fund the cash consideration paid to stockhalders of Fall River Gas, ProvEnergy and Valley
Resources, {ii) refinance and repay long- and shori-term debt assumed in the New England Operations, and (iii)
acquisition costs of the New England Operations. The Company also assumed $113,321,000 in long-term debt of
the New England Operations which was not refinanced or extinguished with the Term Note. As a result of the
previously discussed high cost of gas, the Company incurred additional interest expense of $2,547,000 under its
short-term credit facilities during the three-month period ended March 31, 2001 compared with the same period in
2000. Southern Union is required to make payments to natural gas suppliers in advance of the receipt of cash
payments from the Company's customers. See "Debt and Capital Lease" in the Notes to the Consolidated Financial
Statements included herein.

Other income for the three-month period ended March 31, 2001 was $14, 364,000 compared with other expense of
$1,034,000 in 2000. Other income for the three-month period ended March 31, 2001, includes realized gains on
the sale of investment securities of $12,494, 000, non-cash trading gains of $3,360,000 and interest and dividend
income of $1,680,000. This was partially offset by $3,568,000 of legal costs associated with ongoing litigation
associated with the unsuccessful acquisition of Southwest Gas Corporation (Southwest). Other expense for the
three-month period ended March 31, 2000 primarily consisted of $1,400,000 of legal costs assaciated with the
aforementioned ongoing litigation which was partially offset by $663,000 in net rental income from Lavaca Realty
Company ("Lavaca Reaity").
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The effective federal and state income tax rate is 46% and 43% for the three months ended March 31, 2001 and
2000, respectively. The increase in the effective federal and state income tax rate is a result of non-tax deductible
amortization of additicnat purchase cost recorded at the acquisition of the New England Operations.

Nine Months Ended March 31, 2001 and 2000

The Company recorded net earnings available for commaon stock of $46,150,000 for the nine-month period ended
March 31, 2001, compared with net earnings of $20,547,000 for the same period in 2000. Net eamnings per diluted
share were $.88 in 2001 compared with $.47 in 2000. Weighted average diluted shares outstanding increased 20%
in 2001 due to the issuance of the Company's common stock in connection with the acquisition of Fall River Gas,
previously discussed, and the issuance of 16,713,731 shares (before adjustment for any subsequent stock dividend)
of the Company's common stock on November 4, 1999 in connection with the acquisition of the Pennsylvania
Operations.

Operating revenues were $1,664,461,000 for the nine-month period ended March 31, 2001, compared with
$669,170,000in 2000. Gas purchase and other energy costs for the nine-month period ended March 31, 2001 were
$1,203,862,000, compared with $402,182,000 in 2000. The increase in both operating revenues and gas purchase
costs between periods was primarily due to a 53% increase in gas sales volume to 154,432 MMecf in 2001 from
101,225 MMcf in 2000 and by a 97% increase in the average cost of gas from $3.59 per Mcf in 2000 to $7.06 per
Mcf in 2001 due to increases in average gas prices. The New England Operations contributed $351,679,000 to the
overall increase in operating revenues, $224,708,000 in gas purchase and other energy costs and 268,655 MMcf of
the increase in gas sales volume. The Pennsylvania Operations generated a net increase of $136,886,000 in
operating revenues, $119,029,000 in gas purchase and other energy costs, and 5,501 MMcf of the increase in gas
sales volume. The remaining increase in operating revenues, gas purchase and other energy costs, and gas sales
volume resulted principally from the coider-than-normal weatherin the Texas and Missouri service territories in 2001
as compared to the unusually mild temperatures in 2000.

MGE's service territories experienced weather which was 110% of a 30-year measure for the nine-month period
ended March 31, 2001 compared with 79% in 2000. Weather for Southern Union Gas service territories was 113%
of a 30-year measure in 2001, compared with 72% in 2000. About half of the customers served by Southern Union
Gas are weather normalized. Additionally, with the February 2000 revenue increase in El Paso, Texas, the new rate
design coilects a greater portion of the revenue stream from the monthly customer charge instead of being earned
volumetrically. \Veather in the PG Energy service territories was 107% of a 30-year measure for the nine-month
period ended March 31, 2001, compared with 91% of a 30-year measure for the five-month period ended March 31,
2000. Weather in the New England division service territories was 107% of a 30-year measure for the six-month
period ended March 31, 2001.

Net operating margin increased $160,430,000 for the nine-month period ended March 31, 2001 compared with the
same period in 2000. Growth in net operating margin is primarily due to the acquisition of the New England Opera-
tions which generated $118,921,000 in net operating margin and the Pennsylvania Operations which contributed a
net increase of $19,037,000. The remaining increase is due to the colder-than-normal weather in the Missouri and
Texas service territories, previously discussed.

Operating expenses were $254,544 000 for the nine-month period ended March 31, 2001, an increase of
$102 579,000, compared with $151,965,000 in 2000. increases of $69,227,000 and $16,850,000 were the resuit of
the acquisitions of the New England Operations and the Pennsylvania Operations, respectively. Also contributing
to the increase was an increase in bad debt expense in the Texas and Missouri service territories of $9,829,000 due
to an increase in customer receivables as a result of higher gas prices, previously discussed. Also impacting
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operating expenses for the nine-month period ended March 31, 2001 were increases in employee payroll and benefit
costs due to the colder-than-normal weather.

Interest expense was $75,772,000 for the nine-month period ended March 31, 2001, compared with $36,603,000
in 2000. Interest expense increased primarily due to the Term Note entered into by the Company for the acquisition
of the New England Operations, previously discussed, and the issuance of $300,000,000 of 8.25% Senior Notes on
November 3, 1998 (8.25% Senior Notes) for the acquisition of the Pennsyivania Operations. The Company issued
8.25% Senior Notes to fund the acquisition of Pennsylvania Enterprises, Inc. and to extinguish $136,000,000 in
existing debt of the Pennsylvania Operations. The Company also assumed long-term debt of the New England
Operations, previously discussed, and $45,000,000 in long-term debt of the Pennsyivania Operations which was not
refinanced or extinguished with the Term Note or the 8.25% Senior Notes. As a result of the previously discussed
high cost of gas, the Company incurred additional interest expense of $4 617,000 under its short-term credit facilities
during the nine-month period ended March 31, 2001 compared with the same period in 2000. See "Debt and Capital
Lease" in the Notes to the Financial Statements included herein.

Other income for the nine-month period ended March 31, 2001 was $23,761,000, compared with other expense of
$5,527,000 in 2000. Other income for the nine-month period ended March 31, 2001 includes realized gains on the
sale of investment securities of $21,363,000, a $13,532,000 gain on the sale of non-core real estate, and interest
and dividend income of $3,385,000. This was partially offset by $8,466,000 of legal costs associated with ongoing
litigation from the unsuccessful acquisition of Southwest and $5,684,000 of non-cash trading losses. Other expense
for the nine-month period ended March 31, 2000 primarily consisted of $6,664,000 of legal costs associated with
the aforementioned ongoing litigation which was partially offset by $1,327,000 in rental income from Lavaca Realty.

The Company's consolidated federal and state effective income tax rate was 46% and 43% for the nine months
ended March 31, 2001 and 2000, respectively. The increase in the effective federal and state income taxrate is a
result of non-tax deductible amortization of additional purchase cost associated with the acquisition of the New
England Operations and Pennsylvania Operations.

The Company adopted the Statement of Financial Accounting Standards Board (FASB) Accounting for Derivative
Instruments and Hedging Activities on July 1, 2000, In accordance with the transition provisions of the Statement,
the Company recorded a net-of-tax cumuiative-effect-type gain of $602,000 in earnings to recognize the fair value
of the derivative instruments that do not qualify for hedge accounting treatment under the Statement.

Twelve Months Ended March 31, 2001 and 2000

The Company recorded net earnings available for common stock of $35,448,000 for the tweive-month period ended
March 31, 2001, compared with net earnings of $15,043,000 in 2000. Earnings per diluted share were $.68 in 2001
compared with earnings per diluted share of $.36 in 2000. Weighted average diluted shares outstanding increased
25% due to the issuance of the Company's common stock in connection with the acquisition of Fall River Gas and
the Pennsylvania Operations, previously discussed.

Operating revenues were $1,826,995,000 for the twelve-month pericd ended March 31, 2001, compared with
$770,858,000 in 2000. Gas purchase and other energy costs for the tweive-month period ended March 31, 2001
were $1,299,378,000, compared with $452,113,000 in 2000. The increase in both operating revenues and gas
purchase costs between periods was primarily due to a 47% increase in gas sales volume to 172,986 MMcf in 2001
from 117,777 MMcf in 2000 and by a 93% increase in the average cost of gas from $3.50 per Mcf in 2000 to $6.75
per Mcfin 2001 due to increases in average gas prices. The New England Operations contributed $351,679,000 to
the overali increase in operating revenues, $224,708,000 in gas purchase and other energy costs and 26,655 MMcf
of the increase in gas sales volume. The Pennsylvania Operations generated a net increase of $182,376,000 in
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operating revenues, $148,662,000 in gas purchase and other energy costs and 8,622 MMcf of the increase in gas
sales volume. Theremaining increases in operating revenues, gas purchase and other energy costs, and gas sales
volume resulted principally from the colder weather in the Texas and Missouri Service territories in 2001 as
compared to 2000.

MGE's service territories experienced weather which was 108% of the 30-year measure for the twelve-month period
ended March 31, 2001 compared with 80% in 2000, Weather for Southern Union Gas service territories was 111%
of a 30-year measure compared with 72% in 2000. About half of the customers served by Southern Union Gas are
weather normalized. Weather in the PG Energy service territories was 106% of a 30-year measure for the twelve-
month period ended March 31, 2001.

Net operating margin increased $175,076,000 for the twelve-month period ended March 31, 2001, compared with
the same period in 2000. Growth in net operating margin is primarily due to the acquisition of the New England
Operations which generated $118,921,000 and to the Pennsylvania Operations which contributed a net increase of
$34,345,000. The remaining increase is due to the colder weather in the Missouri and Texas service territories,
previously discussed.

Operating expenses were $311,575,000 for the twelve-month period ended March 31, 2001, an increase of
$117,560,000, compared with $194,015,000 in 2000. Increases of $69,227 000 and $32,568,000 were the resuit of
the acquisitions of the New England Operations and the Pennsylvania Operations, respectively. An increase in bad
debt expense in the Texas and Missouri service territories of $10,181,000 resulted from an increase in customer
receivables as a result of higher gas prices, previously discussed. Also impacting operating expenses forthe twelve-
month period ended March 31, 2001 were increases in employee payroll and benefit costs due to the colder-than-
normal weather and inventory write-downs associated with a propane operation.

Interest expense was $90,661,000 for the twelve-month period ended March 31, 2001, compared with $45,759,000
in 2000. Interest expense increased primarily due to the Term Note entered into by the Company for the acquisition
of the New England Operations, the 8.25% Senior Notes issued by the Company for the acquisition of the
Pennsylvania Operations and the assumption of debt by the Company from the New England Operations and
Pennsylvania Operations, all previgusly discussed. As a result of the previously discussed high cost of gas, the
Company incurred additional interest expense of $4,558,000 under its short-term credit facilities during the twelve-
month period ended March 31, 2001 compared with the same period in 2000. See "Debt and Capital Lease" in the
Notes to the Consolidated Financiat Statements included herein.

Other income for the twelve-month period ended March 31, 2001 was $19,580,000 compared with other expense
of $7,651,000 in 2000. Other income for the twelve-month period ended March 31, 2001 includes realized gains on
the sale of investment securities of $21,363,000, a $13,532,000 gain on the sale of non-core real estate, and
$5,002,000 of interest and dividend income. This was partially offset by $12,165,000 of legal costs associated with
ongoing litigation from the unsuccessful acquisition of Southwest and $7,220,000 of non-cash trading losses. Other
expense for the twelve-month period ended March 31, 2000 primarily consisted of $10,503,000 of costs associated
with unsuccessful acquisition activities and related litigation which was partially offset by $1,841,000 in net rental
income from Lavaca Realty.

The Company's consolidated federal and state effective income tax rate was 48% and 45% for the twelve-month
period ended March 31, 2001 and 2000, respectively. The increase in the effective federal and state income tax rate
is a result of non-tax deductibie amortization of additional purchase cost associated with the acquisition of the New
England Operations and Pennsylvania Operations.
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The following table sets forth certain information regarding the Company's gas utility operations for the three- and
twelve-month periods ended March 31, 2001 and 2000:

Average number of gas sales customers served;
Residential . ............................
Commercial . ...... .. ... . ... o0
Industrial and irrigation . .. ... ... oL
Pipeline and marketing . . ........

Public authorities and other . s .. . o

Gas sales in mitions of cubic feet (MMcf):
Residentsal
Commercial . ... .. ... ... ... ...
industrial and irrigation . .. ........ ... .. ...,
Pipelineand marketing . . ...................
Public autherttes and other ............ ... .

Gassalesbilled . . . . ..

Net change in unbilled gas sales . ...... e

Totalgassates ......................
(Gas sales revanues (thousands of dollars):

Resdential ................... ... .. ....

Commercial ... ........ e e

Industnal and irfigation . . ... ....... .. .....

Pipeline and marketing . ......... .........

Public authorities and other ... ............

Gas sales revenues billed . .. ... .....

Net change n unbilied gas sales revenues ... ..

Total gas sales revenues e

Gas sales margin {thousands of dollars) ...........

Gas sales revenue per thousand cubic feet (Mcf) hilled:

Residentiat . ... .. ........ ...... . .....
Commercial ................ e e
Industrial and irmgation .. ... e e e
Pipeline and marketing . . ...................
Public authorittes andother .................

Weather:

Degree days:
Southern Union Gas setvice territories . . . .
Missoun Gas Energy service territeries . .
PG Energy service territories . ... ..... .
New England service territories . . . ... .. ..

Percent of normat, based on 30-year measure:
Southern Union Gas service territories . . ..
Missourl Gas Energy service territories . . .
PG Energy service territories ... ... ... .
New England service territories . . ... .. ...

Gas transported in millions of cubic feet (MMcf) ... ..
Gas transportation revenues (thousands of doliars) . .

Three Months
Ended March 31,

Twelve Months
Ended March 31,

2001 2000 2001 2000
1341714 1,062,100 1,195,591 965,954
132,319 107,699 117.247 55.818
4372 764 2.553 651
356 225 231 232
3,177 3,195 3,157 2,992
1481,938 _ 1.173.083 T318,879 _ 1.065.647
56,833 36,566 102,539 67,166
22,191 14,468 42,035 28.923
1,871 504 4,195 1,522
5113 5,542 16,712 17,253
1,450 1193 3119 2,548
87.458 — 58.073 168,600 117,412
(9.787) (5.172) 4386 365
77.671 53.101 175.566 17,777
$ 596120 § 225712  $ 1009451 § 450,861
224916 84.356 378,704 167.577
17,562 2,814 34,045 7.923
29126 14119 73.963 43.664
13,937 5.457 25.092 11,428
BB1.670 332.458 7521,255 681,453
{47,269) 28,811 76.772 3.660
§ 834401 § 303647 31598027 § 685113
$ 166236 § 95223 5 363135 3 238484
$ 1049 § 617 8 985 § 6 71
1014 583 9.01 579
9 39 559 8.12 5.21
570 255 4.43 253
961 457 .04 449
1,259 777 2,372 1,550
2,809 2,211 5,643 4.200
3,120 2,929 6,651 4,524

2,980 - 5,174 -
102% 62% 141% 72%
100% 79% 108% 80%
58% 92% 106% 91%

100% - 107% -
26,622 25,738 91,264 70.093
$ 17606 § 12174 $ 47,624 $  29.405

The above information does not include the Company's 43% equity ownership in a naturai gas distribution company serving 25,000 custorners in Piedras
Negras, Mexico. information for Fall River Gas and ProvEnergy, acquired September 28, 2000, and Valley Resources, acquirad September 20 2000,
is included since October 1, 2000 The 30-year measure is used above for consistent external reporting purposes. Measures of normal weather used
by the Company's regulatery authonties to set rates vary by jurisdiction. Perlods used to measure normal weather for regulatory purposes range from

10 years to 30 years.
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FINANCIAL CONDITION

The Company's gas utility operations are seasonal in nature with a significant percentage of the annual revenues
and earnings occurring in the traditional heating-load months. This seasonality results in a high level of cash flow
needs immediately preceding the peak winter heating season months, resulting from the required payments to natural
gas suppliers in advance of the receipt of cash payments from the Company's customers. The Company has
historically used internally generated funds and its revolving loan and credit facilities to provide funding for its
seasanal working capital, continuing construction and maintenance programs and operational requirements.

On May 31, 2000, the Company restated and amended its short-term and long-term credit facilities (together referred
to as "Revolving Credit Facilities"). The Company has available $90,000,000 under the short-term facility, which
expires May 30, 2001, and $135,000,000 under the long-term facility, which expires on May 31, 2003, The Company
has additional availability under uncommitted line of credit facilities with various banks. Borrowings under the
Revolving Credit Facilities are available for Southern Union’s working capitai, letter of credit requirements and other
general corporate purposes. A balance of $211,600,000 was outstanding under the Revolving Credit Facilities at
March 31, 2001.

On August 28, 2000 the Company entered into the Term Note to fund (i) the cash portion of the consideration to be
paid to the Fall River Gas' stockholders; (ii) the all cash consideration to be paid to the ProvEnergy and Valley
Resources stockholders, (iii) repayment of approximately $50,000,000 of iong- and short-term debt assumed in the
New England mergers, and (iv) related acquisition costs. As of March 31, 2001, a balance of $523,000,000 was
outstanding on this Term Note. The Term Note expires August 27, 2001 but may be extended at the Company's
option through August 26, 2002 for a 12.5 basis point fee. No additional draws can be made on the Term Note.

Concurrent with the closing of the Pennsylvania Enterprises, Inc. merger on November 4, 1999, the Company issued
$300,000,000 of 8.25% Senior Notes due 2029 which were used to: (i) fund the cash portion of the consideration
to be paid to the Pennsylvania Enterprises, Inc. shareholders; (i) refinance and repay certain debt of Pennsylvania
Enterprises, Inc., and (jii) repay outstanding borrowings under the Company's then existing various credit facilities.
These senior notes are senior unsecured obligations and rank equally in right of payment with each other and with
the Company's other unsecured and unsubordinated obligations, including the 7.60% Senior Notes due 2024.

The principal sources of funds during the three-month period ended March 31, 2001 were $36,600,000 borrowed
underthe Company's Revolving Credit Facilities and proceeds from the sale of investment securities of $15,405,000.
The principal uses of funds during this period included $25,469,000 for on-going property, plant and equipment
additions; $6,898,000 for the retirement of long-term debt; as well as seasonal working capital needs of the Company.

The principai sources of funds during the nine-month period ended March 31, 2001 were $535,000,000 borrowed
under the Term Note, $211,597,000 borrowed under the Company's Revoiving Credit Facilities, proceeds from the
sale of investment securities of $26,777,000 and proceeds from the sale of real estate of $20,638,000. This provided
funds of $406,949,000 for acquisition and related expenses of the New England Operations; $114,171,000 for the
retirement of merger debt assumed from the New England Operations; $87,172,000 for on-going propetrty, plant and
equipment additions; as well as seasonal working capital needs of the Company.

The effective interest rate under the Company's current debt structure is 7.8% (including interest and the amortlzatlon
of debt issuance costs and redemption premiums on refinanced debt).

The Company retains its borrowing availability underits Revolving Credit Facilities, as discussed above. Borrowings
under these credit facilities will continue to be used, as needed, to provide funding for the seasonal working capital
needs of the Company. Internally-generated funds from operations will be used principaily for the Company's
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ongoing construction and maintenance programs and operational needs and may also be used pericdically to reduce
outstanding debt.

QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

There are no material changes in market risks faced by the Company from those reported in the Company's Annual
Report on Form 10-K/A for the year ended June 30, 2000.

The information contained in Item 3 updates, and should be read in conjunction with, information set forth in Part I,
item 7 in the Company's Annual Repart on Form 10-K/A for the year ended June 30, 2000, in addition to the interim
consolidated financial statements, accompanying notes, and Management's Discussion and Analysis of Financial
Condition and Results of Operations presented in Items 1 and 2 of this Quarterly Report on Form 10-Q.

CAUTIONARY STATEMENT REGARDING FORWARD-LOOKING INFORMATION

This Management's Discussion and Analysis of Financial Condition and Results of Operations and other sections
of this Form 10-Q contain forward-looking statements that are based on current expectations, estimates and pro-
jections about the industry in which the Company operates, management's betiefs and assumptions made by man-
agement. \Words such as “expects,” “anticipates,” “intends,” “plans,” "believes,” “seeks,” “estimates,” variations of
such words and similar expressions are intended to identify such forward-locking statements. These statements are
not guarantees of future performance and involve certain risks, uncertainties and assumpticns, which are difficult
to predict and many of which are outside the Company’s control. Therefore, actual outcomes and results may differ
materially from what is expressed or forecasted in such forward-locking statements. The Company undertakes no
obligation to update publicly any forward-looking statements, whether as a result of new information, future events
or otherwise. Readers are cautioned not to put undue reliance on such forward-looking statements. Stockholders
may review the Company’s reports filed in the future with the Securities and Exchange Commission for more current
descriptions of developments that could cause actual results to differ materially from such forward-looking
statements.

Factors that could cause or contribute to actual results differing materially from such forward-looking statements
include the following: cost of gas; availability of cash flow; gas sales volumes; weather conditions in the Company's
service territories; the achievement of operating efficiencies and the purchases and implementation of new
technologies for attaining such efficiencies; impact of relations with labor unions of bargaining-unit employees, the
receipt of timely and adequate rate relief; the outcome of pending and future litigation; governmental regutations and
proceedings affecting or involving the Company; and the nature and impact of any extraordinary transactions such
as any acquisition or divestiture of a business unit or any assets. These are representative of the factors that could
affect the outcome of the forward-looking statements. in addition, such statements could be affected by general
industry and market conditions, and general economic conditions, including interest rate fluctuations, federal, state
and local laws and reqgulations affecting the retail gas industry or the energy industry generally, and other factors.

OTHER

On May 12, 2001 Peter H. Kelley resigned from all of his current positions as an officer and director of Southern
Union Company due to health reasons. The Board of Directors of Southern Union Company elected
Thomas F. Karam as its new president and chief operating officer. Mr. Karam is currently the executive vice
president of corporate development and president and chief executive officer of PG Energy, Southern Union
Company's Pennsylvania division. Mr. Karam served as president and chief executive officer of Pennsyivania
Enterprises, Inc. prior to its acquisition by Southern Union Company in 1999.
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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.

SQUTHERN UNION COMPANY
{Registrant)

Date May 15, 2001 By RONALD J. ENDRES
Ronald J. Endres
Executive Vice President and Chief Financial Officer

Date May 15, 2001 By DAVID J. KVAPIL
David J. Kvapil
> Senior Vice President and Corporate Controlier
(Principal Accounting Officer)
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SOUTHERN UNION COMPANY Exhibit B
2 YEAR PROJECTIONS
SOURCES AND USES OF FUNDS

{thousamds of dollars)



{a}

Description

Senior Notes

7.6% Senior notes due Feb 1, 2024
(paid Feb 1 and Aug 1}

8.25% Senior notes due Nov 15, 2029
(paid May 15 and Nov 15)

Term loan due August 26, 2002

AMR capital lease

SUPro - various
Prov - various capital leases
Valley - KSOP

Total

Providence First Mortgage Bonds
Series M, due July 31, 2008
(paid July 31 and January 31)
Series N, due May 30, 2020
(paid May 30 and Nov 30)
Series O, due September 30, 2022
(paid March 30 and Sept 30)
Series P, due September 30, 2022
(paid March 30 and Sept 30)
Series (1, due Novernber 30, 2003
(paid May 30 and Nov 30)
Series R, due December 15, 2025
(paid Jun 15 and Dec 15)
Series S, due April 1, 2018
(paid April 1 and Oct 1)
Series T, due February 1, 2029
(paid Feb 1, May 1, Aug 1 & Nov 1}

Total

Valley Resources
Senior Notes due Sep 1, 2027
(paid Mar 1 and Sept 1)

Fall River Gas First Mortgage Bonds
9.44% due February 15, 2020

(paid Feb 15 and Aug 15)

7.99% due Sep 15, 2026

(paid Mar 15 and Sept 15)

7.600%

8.250%

Floating
Varies
Varies

Varies
Varies

10.250%
9.630%
8.460%
8.090%
5.620%
7.500%
6 820%

6.500%

7.700%

9.440%

7.990%

Funded Debt

Southern Union Company

Exhibit C

{b} © {d (e) " ()]
Terms of principal Original Balance Antt held as Amount Amount owed Amount held
payout balance Mar 31, 2001 reacq sec __pledged hy affiliates in any funds
({in thousands)
Balance @ maturity 475,000 364,515 none unsecured  direct debt of SUCO none
Balance @ maturity 300,000 300,000 none unsecured  direct debt of SUCO none
Balance @ maturity 535,000 523,000 (1) none unsecured  direct debt of SUCO none
Wariable 23,687 none all is secured direct debt of SUCO none
1,150 none all is secured  direct debt of subsid none
1,604 none all is secured  direct debt of SUCO none
2,344 nane all is secured direct debt of SUCO none
$ 1,216,300
$273k each July 31 10,000 2,182 (2} none allis secured direct debt of SUCO none
$10.000k @ term 10,000 10,000 (2} none allis secured direct debt of SUCO none
$12,500k @ term 12,500 12,500 (2) none all 1s secured direct debt of SUCO none
$625k each Sept 30 12,500 12,500 (2) none all is secured direct debt of SUCO none
begin 2003
$1,600k each Nov 30 16,000 4,800 (2) none all is secured direct debt of SUCO none
$750k each Dec 15 15,000 15,000 (2) none allis secured direct debt of SUCO none
begin 2006
$15,000k @ term 15,000 15,000 (2) none all is secured direct debt of SUCO none
Balance @ term 15,000 14,428 (2) none allis secured direct debt of SUCO none
86,410
Balance @ term 7,000 6,825 (2} none unsecured  direct debt of SUCO none
6,825
$6,500 @ term 6,500 6,500 (2) none all is secured  direct debt of SUCO none
$7,000 @ term 7,000 7,000 (2) none all is secured  direct debt of SUCO none



7.24% due Dec 15, 2027
{paid June 15 and Dec 15)

PG Energy First Mortgage Bonds
9.34% due Sept 1, 2019

{paid Mar 1 and Sept 1)

8.375% due Dec 1, 2002

(paid Jun 1 and Dec 1)

Grand total

7.240%

9.340%

8.375%

$6,000 @ term

$15,000 @ term

$30,000 @ term

Southern Union Company
Funded Debt

6,000 6,000 (2)
19,500
15,000 15,000
30,000 30,000
45,000
1,374,035

none

none

none

Exhibit C

all is secured  direct debt of SUCO none
all is secured direct debt of SUCO none
all is secured direct debt of SUCO none

{1) Note: term loan balance includes $480,000,000 authorized to provide interim financing for the New

England Mergers and $43,000,000 authorized under the short term debt financing authorization.

(2) Assumed in conjunction with the Providence Gas, Valley Resources and Fall River Gas mergers
in September 2000.





