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M KPMG LLP

1601 Market Street
Philadelphia, PA 19103-2499

Independent Auditors Report

The Controller of the City of Philadelphiaand
Chairman and Members of the
Philadel phia Facilities M anagement Corporation
Philadelphia, Pennsylvania:

We have audited the accompanying balance sheets of Philadelphia Gas Works (the Company), a
component unit of the City of Philadelphia, as of August 31, 2007 and 2006, and the related statements of
revenues and expenses, cash flows, and changes in fund equity, as of and for the years then ended. 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 in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes consideration of
internal control over financia reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company’s
internal control over financia reporting. Accordingly, we express no such opinion. An audit includes
examining, on atest basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide areasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in al material respects, the
financial position of Philadelphia Gas Works as of August 31, 2007 and 2006, and changes in its financial
position and cash flows for the years then ended, in conformity with U.S. generally accepted accounting
principles.

The required supplementary information of management’ s discussion and analysis on pages 3 to 11 and the
schedules of pension funding progress, postemployment benefits funding progress, and postemployment
benefit employer contributions on pages 51 through 53 is not a required part of the basic financial
statements but is supplementary information required by U.S. generally accepted accounting principles.
This supplementary information is the responsibility of the Company’s management. We have applied
certain limited procedures, which consisted principally of inquiries of management regarding the methods
of measurement and presentation of the required supplementary information. However, we did not audit
such information and express no opinion on it.

Our audits were made for the purpose of forming an opinion on the basic financia statements taken as a
whole. The supplementary information included on pages 54 to 57 is presented for purposes of additional
analysis and is not arequired part of the basic financial statements. Such information has been subjected to
the auditing procedures applied in the audits of the basic financia statements and, in our opinion, is fairly
stated in all material respectsin relation to the basic financial statements taken as awhole.



As discussed in note 1(n), the Company adopted the provisions of Governmental Accounting Standards
Board Statement (GASB) No. 45, Accounting and Financial Reporting by Employers for Postemployment

Benefits Other Than Pensions, and GASB Statement No. 50, Pension Disclosures, as of September 1,
2006.

KPMme LP

January 9, 2008



PHILADELPHIA GASWORKS
(A Component Unit of the City of Philadelphia)

Required Supplementary Information (Unaudited)
Management’ s Discussion and Analysis
August 31, 2007 and 2006

The narrative overview and analysis of the financial statements of Philadelphia Gas Works (the Company or
PGW) for the years ended August 31, 2007 and 2006 have been prepared by PGW’'s Management. The
information presented here is unaudited and should be read in conjunction with additional information contained
in PGW’ sfinancia statements.

Financial Highlights

The fiscal year (FY) 2007 heating season reflected a 16.6% warmer-than-normal winter. The FY 2007
period was 1.2% warmer than the prior year; however, firm gas sales increased by 2.0 Bcf. In addition, the
Weather Normalization Adjustment (WNA), which was in effect from October 2006 through May 2007,
resulted in heating customers receiving charges totaling $6.5 million as a result of the temperatures
experienced during the period. The FY 2006 heating season reflected a 16.1% warmer-than-normal winter.
The FY 2006 period was 11.7% warmer than the prior year and firm gas sales declined by 7.6 Bcf. This
decrease in gas sales volumes was offset by higher commaodity prices for natural gas.

PGW achieved a collection rate of 95.8% in the current period, 96.6% in FY 2006 and 96.0% in FY 2005.
The collection rate of 95.8% is calculated by dividing the total gas receipts collected in FY 2007 by the
total gas hillings that were applied to PGW customers’ accounts from September 1 through August 31. The
same methodology was utilized in FY 2006 and FY 2005, respectively.

PGW issued $245.4 million of Seventh Series and Nineteenth Series revenue bonds during FY 2007. The
proceeds from the sale of the Seventh Series refunding revenue bonds of $30.9 million were utilized to
refund a portion of the Second Series B, Third Series, and Fourth Series revenue bonds in the amounts of
$7.5 million, $3.1 million, and $20.0 million, respectively. The Seventh Series revenue bonds also
contained new money debt issued in the amount of $200.0 million. Additionally, the Company issued
$14.5 million of Nineteenth Series revenue bonds. The proceeds from the sale of the Nineteenth Series
refunding revenue bonds were utilized to refund $14.8 million of the Fifteenth Series revenue bonds. The
refunding of this existing debt resulted in an accounting loss of $2.2 million. This loss is being deferred
and amortized as interest expense over the life of the new bonds. The refunding generated a present value
savings of $2.1 million.

Governmental Accounting Standards Board Statement (GASB) Statement No. 45, Accounting and
Financial Reporting by Employers for Postemployment Benefit Other Than Pensions, becomes effective
for the Company’s fiscal year beginning September 1, 2007. The Statement requires the Company to
account for and report the value of its future other postemployment benefit (OPEB) obligations currently
rather than on a pay-asyou-go basis. The Company has adopted GASB Statement No. 45 as of
September 1, 2006 and had a zero net OPEB obligation at transition. PGW adopted GASB Statement
No. 45 a year earlier than required by GASB because the Company is a component unit of the City for
financial reporting requirements and its FY 2007 financial statements will be consolidated into the City’s
financia statements for the FY ended June 30, 2008. The difference between the FY 2007 Annual
Required Contribution (ARC) of $45.2 million and the expenses paid by the Company of $18.8 million
resulted in aliability of $26.4 million which has been recorded in other liabilities and deferred credits and
expensed in FY 2007.
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PHILADELPHIA GASWORKS
(A Component Unit of the City of Philadelphia)

Required Supplementary Information (Unaudited)
Management’ s Discussion and Analysis
August 31, 2007 and 2006

Overview of the Financial Statements

The discussion and analysis are intended to serve as an introduction and overview of PGW’s basic financial
statements. PGW’ s financial statements are comprised of:

Financial statements provide both long-term and short-term information about PGW’s overal financia
condition, results of operations, and cash flows.

The notes to financial statements provide additional information that is essential to a full understanding of the
data presented in PGW'’ s financial statements. The notes can be found immediately following the basic financial
statements.

The financial statements report information about PGW as a whole using accounting methods similar to those
used by private sector business. The four statements presented are:

The statement of revenues and expenses presents revenue and expenses and their effects on the change in equity
during the fiscal year. These changes in equity are recorded as soon as the underlying event giving rise to the
change occurs, regardless of when cash isreceived or paid.

The balance sheet includes all of PGW's assets and liabilities, with the difference between the two reported as
equity. Over time, increases or decreases in fund equity are indicators of whether PGW'’s financial position is
improving or deteriorating.

The statement of cash flows provides relevant information about the cash receipts and cash payments of an
enterprise during a period and the impact on PGW’ s financial position.

The statement of changes in fund equity provides a rollforward of the fund equity balance of PGW based upon
the results from the statement of revenues and expenses.

4 (Continued)



PHILADELPHIA GASWORKS
(A Component Unit of the City of Philadelphia)

Required Supplementary Information (Unaudited)
Management’ s Discussion and Analysis
August 31, 2007 and 2006

Condensed Statements of Revenues and Expenses
(Thousands of dallars)
Years ended August 31

2007 2006 2005

Total gas revenues $ 840,105 929,961 830,550

Other revenues 19,246 24,007 32,807

Total operating revenues 859,351 953,968 863,357

Total operating expenses 819,748 830,040 793,012

Operating income 39,603 73,928 70,345

Interest and other income 13,073 8518 4,778

Total interest expense (68,780) (65,687) (63,851)
Excess (deficiency) of revenues

over (under) expenses g (16,104) 16,759 11,272

Operating Revenues

Operating revenues in FY 2007 were $859.4 million, a decrease of $94.6 million or 9.9% from the FY 2006
level. The decrease in FY 2007 was principally due to lower fuel costs which are a component of operating
revenues through the Gas Cost Rate (GCR). Please see the discussion of the cost of fuel in the Operating
Expenses section below. Operating revenues increased by $90.6 million or 10.5% in FY 2006 compared to FY
2005. This increase was primarily due to higher customer billings reflecting the rise in natural gas costs. The
degree days during the FY 2007 heating season totaled 3,773, a decrease of 46 degree days, or 1.2% from the
3,819 degree days experienced in the FY 2006 heating season. The degree days for the FY 2006 heating season
were 508 degree days, or 11.7% less than the 4,327 degree days experienced in the FY 2005 heating season.

Total sales volumes, including gas transportation deliveries, in FY 2007 increased by 4.4 Bcf to 63.8 Bcf or 7.4%
from FY 2006 sales volumes of 59.4 Bcf; whereas, in FY 20086, it decreased by 10.5 Bcf or 15.0% from FY 2005
sales volumes of 69.9 Bcf. Firm gas sales of 47.9 Bcf were 1.7 Bcf or 3.7% higher than FY 2006 firm gas sales
of 46.2 Bcf and 7.6 Bcf or 14.1% lower than FY 2005. Interruptible customer sales increased by .3 Bcf compared
to FY 2006 and decreased by 2.1 Bcf in FY 2006 as compared to FY 2005. Gas transportation sales in FY 2007
increased by 2.4 Bcf to 13.1 Bcf from the 10.7 Bcf level experienced in FY 2006 and decreased by .9 Bcf to 10.7
Bcf from the 11.6 Bcf level experienced in FY 2005.

The number of customers served by PGW at the end of FY 2007 increased by 4.1% from the previous year to
approximately 506,000 customers. Commercia accounts were approximately 25,000, reflecting no change from
the previous two fiscal years. Industrial accounts decreased by 10.0% from the prior year's level to 900.
Industrial accounts approximated 1,000 customers in FY 2006 and FY 2005. Residential customers increased to
approximately 480,000 customers, an increase of 20,000 from the prior year. The number of residentia
customersin FY 2006 reflected an increase of approximately 4,000 over the FY 2005 level.

5 (Continued)
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(A Component Unit of the City of Philadelphia)

Required Supplementary Information (Unaudited)
Management’ s Discussion and Analysis
August 31, 2007 and 2006

Operating Expenses

Total operating and maintenance expenses, including fuel costs, in FY 2007 were $819.7 million, a decrease of
$60.3 million or 6.9% from FY 2006. Total expenses increased by $87.0 million or 11.0% from FY 2006
compared to FY 2005. This decrease for FY 2007 reflects substantially lower natural gas prices. The increase for
FY 2006 over FY 2005 reflects substantially higher natural gas prices.

Cost of Fuel — The cost of natural gas utilized decreased by $85.8 million or 13.7% to $539.3 million in FY 2007
compared with $625.1 million in FY 2006. The average commodity price per Mcf decreased by nearly $2.02 or
$117.2 million, while the volume of gas utilized increased by 3.0 Bcf, 5.4% or $30.6 million, in FY 2007 despite
a 1.2% decrease in degree days from FY 2006. In addition, pipeline supplier refunds in FY 2007 decreased by
$.2 million while demand charges increased by $.7 million, compared to FY 2006.

The cost of natural gas utilized increased from $509.7 million in FY 2005 to $625.1 million in FY 2006. The
average commodity price per Mcf increased by nearly $3.55 or $195.6 million, while the volume of gas utilized
decreased by 9.9 Bcf, 15.2% or $66.1 million, in FY 2006 due to an 11.7% decrease in degree days from FY
2005. Pipeline supplier refunds in FY 2006 increased $.2 million, while demand charges decreased by
$13.9 million compared to FY 2005.

Variations in the cost of purchased gas are passed through to customers under the gas cost rate provision of
PGW’ s rate schedules. Over-recoveries or under-recoveries of purchased gas costs are subtracted from or added
to gas revenues and are included in current assets or current liabilities, thereby eliminating the effect that
recovery of gas costs would otherwise have on net income.

The average natural gas commodity prices for utilized gas for FY 2007, FY 2006, and FY 2005 were $8.23,
$10.25, and $6.70 per Mcf, respectively.

Other Operating Expenses — Expenditures for street operations, infrastructure improvements, and plant
operations were $69.5 million, up from the prior year total of $66.1 million and $62.2 in FY 2005, as a result of
reclassing, from the administrative area, the value of gas used by utility from the time a customer requested
shutoff to the occupancy of the premise by a subsequent customer. This cost was partially reduced by lower
operating expenses due to warmer weather conditions. In addition, the cost for customer services, collection and
account management, marketing, and the administrative area decreased by $4.1 million or 4.5%, and $4.5 million
or 4.7% in FY 2007 and FY 2006, respectively, which were offset somewhat by higher premiums for (active and
retired) employee health insurance coverage. Pension costs decreased by $2.3 million in FY 2007 and increased
by $2.9 million in FY 2006 above the prior year's level, based on the most recent actuarial valuation of the
retirement fund.

Bad Debt Expense — Bad debt expense in FY 2007 totaled $40.0 million, a decrease of $.1 million or .3% lower
than FY 2006, which totaled $40.1 million, a decrease of $30.3 million or 43.0% compared to FY 2005 based on
the most recent accounts receivable collectibility evaluation. The accumulated provision for uncollectible
accounts at August 31, 2007 reflects a balance of $150.2 million, compared to the $168.9 million balance in FY
2006 and $207.5 in FY 2005. PGW is committed to continuing its collection efforts in an attempt to reduce
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PHILADELPHIA GASWORKS
(A Component Unit of the City of Philadelphia)

Required Supplementary Information (Unaudited)
Management’ s Discussion and Analysis
August 31, 2007 and 2006

outstanding delinquent account balances and to provide assistance to those customers who qualify for
low-income grants and payment programs to help those customers maintain their gas service.

Depreciation Expense — Depreciation expense increased by $1.7 million in FY 2007 compared with FY 2006.
Depreciation expense decreased by $.3 million in FY 2006 compared with FY 2005. The effective composite
depreciation rate for FY 2007 and FY 2006 was 2.3% and the rate was 2.4% for FY 2005. Cost of removal is
charged to expense as incurred.

Interest and Other Income — Interest and other income was $4.6 million greater than FY 2006 as the result of
increased earnings rates and higher restricted fund balances. In FY 2006 interest and other income was
$3.7 million greater than FY 2005 as the result of increased earnings rates and higher restricted fund balances.

Interest Expense — Total interest expense increased by $3.1 million or 4.7% in FY 2007 compared with FY 2006
and increased by $1.8 million or 2.9% in FY 2006 compared with FY 2005. Interest on long-term debt was
$.3 million higher than the FY 2006 level as a result of the increase in the amount of long-term debt following
the issuance of the Seventh Series and Nineteenth Series revenue bonds totaling $245.4 million. Interest on
long-term debt was $2.1 million lower in FY 2006 compared to FY 2005, reflecting the additional debt principal
payments, which were offset by the impact of the issuance of $313.4 million of revenue bonds during FY 2006.
Other interest costs rose by $2.2 million or 14.6% in FY 2007 and rose by $4.0 million or 36.4% in FY 2006
reflecting additional costs associated with PGW’s commercial paper program and the amortization of the loss on
reacquired debt.
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Required Supplementary Information (Unaudited)
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Excess (Deficiency) of Revenues Over (Under) Expenses — In FY 2007, the Company’s excess of revenues over
expenses was $10.3 million prior to recording the expense of $26.4 million related to postemployment benefits.
As aresult, the Company ended with a deficiency of revenues under expenses of $16.1 million. The Company
had an excess of revenues over expenses of $16.8 million in FY 2006 and $11.3 million in FY 2005.

Condensed Balance Sheets
(Thousands of dollars)
August 31
Assets 2007 2006 2005
Utility plant, net $ 1,040,373 1,007,648 981,722
Restricted investment funds 277,139 135,625 208,810

Current assets:
Accounts receivable (net of accumulated
provision for uncollectible accounts of
$150,231, $168,889, and $207,480 for
2007, 2006, and 2005, respectively) 71,452 74,360 87,634
Other current assets and deferred debits,
cash and cash equivalents, gas inventories,

materials, and supplies 205,083 181,394 147,837
Total current assets 276,535 255,754 235,471
Other assets and deferred debits 103,727 106,983 93,819
Total assets $ 1,697,774 1,506,010 1,519,822
Fund Equity and Liabilities

Fund equity $ 223,301 239,405 222,646
Total long-term debt 1,201,792 1,076,131 1,075,830

Current liabilities:
Note payable 51,600 55,000 49,900
Current portion of long-term debt 86,995 39,591 42,271
Other current liabilities and deferred credits 86,110 73,854 104,992
Total current liabilities 224,705 168,445 197,163
Other liabilities and deferred credits 47,976 22,029 24,183
Total fund equity and liabilities $ 1,697,774 1,506,010 1,519,822

Assets

Utility Plant — Utility plant, net of depreciation, totaled $1,040.4 million in FY 2007, an increase of $32.7 million
or 3.3% above the FY 2006 balance of $1,007.6 million. The FY 2006 balance increased $25.9 million or 2.6%
above the FY 2005 balance of $981.7 million. Capital expenditures for construction of distribution facilities,
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purchase of equipment, information technology enhancements, and other genera improvements were
$69.1 million in FY 2007 compared to $60.7 million in FY 2006 and $66.0 million in FY 2005. During FY 2007,
PGW funded $60.7 million of capital expenditures through drawdowns from the Capital Improvement Fund. In
FY 2006 and FY 2005, respectively, PGW funded $63.1 million and $67.3 million of its capital expenditures
through drawdowns from its Capital Improvement Fund. The major capital expenditures are associated with
PGW’ s gas supply infrastructure, namely, gas mains and customer service lines.

Restricted Investment Funds — Restricted investment funds increased by $141.5 million in FY 2007 primarily due
to the issuance of a new bond in May 2007, with proceeds totaling $193.2 million, to support PGW’s FY 2007,
FY 2008, and FY 2009 capital construction programs. Interest income on these funds, to the extent not drawn, is
reflected as an increase and approximated $6.8 million in FY 2007 and $3.7 million in FY 2006. A drawdown
from the Sinking Fund's capitalized interest account in the amount of $.1 million was utilized to offset the debt
service payment in FY 2007 compared to $6.0 million in FY 20086.

Accounts Receivable — In FY 2007 accounts receivable (net) of $71.5 million decreased by $2.9 million, or 3.9%
from FY 2006. Accounts receivable (net) decreased by $13.3 million, or 15.1% in FY 2006 compared to FY
2005, due to increased write-offs. The accumulated provision for uncollectible accounts, totaling $150.2 million
decreased by $18.7 million in FY 2007 and totaled $168.9 million in FY 2006 and $207.5 million in FY 2005.

Other Current Assets and Deferred Debits, Cash and Cash Equivalents, Gas Inventories, Materials, and
Supplies — In FY 2007 cash and cash equivalents were $51.7 million, an increase of $45.0 million from FY 2006,
and totaled $15.2 million in FY 2005. Gas storage decreased by $1.5 million or 1.1%. The decrease in gas
inventory reflects lower natural gas prices. Materials and supplies of $147.8 million, which principally include
gas inventory, maintenance spare parts, and material, decreased by $1.6 million and were $149.4 million in FY
2006. Other current assets and deferred debits totaled $5.6 million in FY 2007, down $19.6 million from FY
2006, primarily due to the recovery of under-recovered GCR amounts from the prior year. In FY 2006 other
current assets and deferred debits totaled $25.3 million, up $22.6 million from FY 2005, mainly due to the
$19.4 million deferred under-recovery associated with the FY 2006 GCR.

Other Assets and Deferred Debits — In FY 2007 other assets and deferred debits including unamortized bond
issuance costs, unamortized loss on reacquired debt, and a deferred regulatory asset for environmental expenses
totaled $103.7 million, a decrease of $3.3 million from FY 2006, mainly due to the workers compensation
injuries and damages reserve. In FY 2006 the total was $107.0 million and reflected an increase of $13.2 million
from FY 2005. The major portion of this change was related to the bond issuance costs on the $313.4 million of
debt issued in FY 2006, offset partially by deferred environmental costs.

Liabilities

Long-Term Debt — Long-term debt, including the current portion and unamortized debt discount, premium, and
note payable — City Loan totaled $1,288.8 million in FY 2007, $173.1 million greater than the previous year as a
result of principal payments on outstanding debt and the issuance of the Seventh Series and Nineteenth Series
revenue bonds during FY 2007. This represents 85.2% of total capitalization in FY 2007. Long-term debt,

including the current portion and unamortized debt discount, premium, and note payable — City Loan totaled
$1,115.7 million in FY 2006. This was $2.4 million lower than the previous year as a result of principal
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payments on outstanding debt, net of the issuance of the Sixth Series refunding bonds during FY 2006. This
represented 82.3% of total capitalization in FY 2006. The total long-term debt for FY 2005 totaled
$1,118.1 million, which represented 83.4% of total capitalization.

Ratios, Coverages, and Ratings — PGW has a mandatory debt service coverage ratio of 1.50 times debt service on
the 1975 Ordinance Bonds and the 1998 Ordinance Bonds, respectively. In FY 2007, the debt service coverage
was at 3.70 times debt service on the outstanding 1975 Ordinance Bonds and 2.00 times debt service on the
Senior 1998 Ordinance Bonds compared to debt service coverage ratios of 3.41 and 3.08 times, respectively, in
FY 2006 and 3.36 and 1.94 times, respectively, in FY 2005. PGW’s current bond ratings are “Baa2” from
Moody’ s Investors Service, “BBB-" from Standard and Poor’ s Ratings Service, and “BBB-" from Fitch Ratings.

Short-Term Debt — Due to the highly seasonal nature of PGW’s business, short-term debt is utilized to meet
working capital requirements. PGW, pursuant to the provisions of the City of Philadel phia Note Ordinance, may
sell short-term notes in a principa amount, which together with interest, may not exceed $200.0 million
outstanding at any one time as compared to $150.0 million in FY 2006. The letter of credit supporting PGW’s
commercia paper program fixed the maximum level of outstanding notes plus interest at $150.0 million in FY
2007 and FY 2006, respectively. These notes are intended to provide additional working capital and are
supported by an irrevocable letter of credit and a security interest in PGW’ s revenues. The notes outstanding at
August 31, 2007 had an average interest rate of 3.95% and a remaining time to maturity of four days, maturing
on September 4, 2007. The principal amounts outstanding at August 31, 2007 and 2006 were $51.6 million and
$55.0 million, respectively. In addition, the City provided PGW with a $45.0 million, 0.0% interest loan in FY
2001. On August 31, 2007, PGW repaid $2.0 million of the loan leaving an outstanding balance of $43.0 million.
The repayment date for the balance of the loan is August 2008.

Liquidity/Cash Flow — At November 30, 2007, $10.0 million was available from the Commercia Paper Program.
Additionally, PGW had $233.4 million available in its Capital Improvement Fund to be utilized for construction
expenditures. These funding sources may be utilized during the fall and early winter period to provide liquidity
until billings from the winter heating season are collected. The cash balance at November 30, 2007 was
$34.7 million.

Accounts Payable — In FY 2007 accounts payable increased $3.1 million or 7.8% compared to FY 2006 primarily
from a $3.3 million increase in payables associated with natural gas partialy offset by a $.2 million decrease in
trade payables. In FY 2006 accounts payable decreased $23.6 million or 36.9% compared to FY 2005, primarily
due to a lower amount of trade payables and payables associated with the purchase of natural gas at August 31,
2006.

Other Liabilities and Deferred Credits — In FY 2007 other liabilities and deferred credits totaling $48.0 million
increased $26.0 million compared to FY 2006. In FY 2006 other liabilities and deferred credits totaling
$22.0 million decreased $2.2 million compared to FY 2005. The increase in FY 2007 is the effect of recording
the liability for other postemployment benefits in the amount of $26.4 million. The decrease in FY 2006 was
primarily a reduction of the reserve for workers compensation and a reduction of the deferred environmental
liability.
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Other Financial Factors

The City has made a major commitment to PGW by granting back its annual $18.0 million payment, thereby
improving PGW’s overall liquidity position. PGW must continue to focus its efforts on becoming a competitive
utility in the deregulated marketplace. PGW remains committed to achieving its tradition of providing
high-quality service to customers, while continuing as a valuable enterprise of the City.

The Company’s total OPEB actuarial accrued liability as of August 31, 2007 was $573.7 million if the Company
continued to provide for its OPEB obligations on a pay-as-you-go basis. The Company’s actuarial accrued
liability would be reduced to $382.7 million if the Company adopted a policy of funding its ARC. The ARC
represents a level of funding that, if paid on an ongoing basis, is projected to cover normal costs each year and
amortize any unfunded actuarial liabilities (or funding excess) over a period of 30 years. The actuarial valuation
utilized a discount rate of 8.25% for purposes of developing the liabilities and ARC to demonstrate the effect of
funding the Plan. This rate is based on the investment return expected on investments segregated in a funded
trust.

The annual OPEB cost was $45.2 million for the fiscal year ended August 31, 2007 and is projected to increase
to $70.2 million per year over the ensuing 20-year period on a pay-as-you-go basis. The annual OPEB cost is
projected to increase from approximately $39.0 million in FY 2007 to approximately $49.8 million per year over
the ensuing 20-year period if the Company adopted a policy of funding its ARC.

GASB Statement No. 49 Accounting and Financial Reporting for Pollution Remediation Obligations, becomes
effective for the Company’s fiscal year beginning September 1, 2008. PGW will likely adopt GASB Statement
No. 49 for its FY beginning September 1, 2007 because PGW is a component unit of the City for financial
reporting purposes. PGW'’s financial statements for the FY ended August 31, 2008 will be consolidated into the
financial statements of the City for their FY ended June 30, 2009. PGW has not yet evaluated the impact of
GASB Statement No. 49 on itsfinancial statements.

On December 22, 2006, PGW filed for a $100.0 million base rate increase with the PUC. On September 28,
2007, the PUC approved a rate increase of $25.0 million. PGW appealed this decision to Commonwealth Court
on or about October 18, 2007 and this matter is still pending in the courts. The $25.0 million rate increase was
implemented in November 2007.

On January 2, 2008 PGW filed the proposed FY 2009 Capital Budget and FY 2010-2014 Capital Forecast with
the PGC seeking a positive recommendation to City Council for the approval of the budget. PGW requested
$73.4 million in spending authorization for the FY 2009 Capital Budget and a forecast amount of $413.0 million.

Contacting the Company’s Financial M anagement

Thisfinancia report is designed to provide the citizens of Philadelphia, customers, investors, and creditors with a
genera overview of PGW’s finances and to demonstrate PGW'’ s accountability for the money it receives. If you
have questions pertaining to this report or need additional financial information, please contact Philadel phia Gas
Works, 800 W. Montgomery Avenue, Philadelphia, PA, 19122 or on the Web at www.pgworks.com.
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(Thousands of dollars)

Assets 2007 2006
Utility plant, at original cost:
In service $ 1,633,300 1,555,669
Under construction 48,013 65,122
Total 1,681,313 1,620,791
L ess accumulated depreciation 640,940 613,143
Utility plant, net 1,040,373 1,007,648
Restricted investment funds:
Sinking fund, revenue bonds 102,438 94,352
Capital improvement fund 172,134 39,636
City of Philadelphia 643 —
Workers' compensation escrow fund 1,924 1,637
Total restricted investment funds 277,139 135,625
Current assets:
Cash and cash equivalents 51,698 6,697
Accounts receivable (net of provision for uncollectible accounts
of $150,231 and $168,889 for 2007 and 2006, respectively) 71,452 74,360
Gasinventories, materials, and supplies 147,770 149,438
Other current assets and deferred debits 5,615 25,259
Total current assets 276,535 255,754
Unamortized bond issuance costs 42,086 42,089
Unamortized |osses on reacquired debt 53,359 55,859
Other assets and deferred debits 8,282 9,035
Total assets $ 1,697,774 1,506,010

See accompanying notesto financial statements.
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PHILADELPHIA GASWORKS
(A Component Unit of the City of Philadel phia)

Baance Sheets
August 31, 2007 and 2006

(Thousands of dollars)

Fund Equity and Liabilities 2007 2006
Fund equity:
Deficiency of capital assets, net of related debt $ (5,690) (7,754)
Restricted 105,005 95,989
Unrestricted 123,986 151,170
Total fund equity 223,301 239,405
Long-term debt:
Revenue bonds 1,201,792 1,031,131
Note payable — City Loan — 45,000
Total long-term debt 1,201,792 1,076,131
Current liabilities:
Note payable 51,600 55,000
Current portion of revenue bonds 43,995 39,591
Note payable — City Loan 43,000 —
Accounts payable 43,449 40,316
Customer deposits 9,049 8,628
Other current liabilities and deferred credits 15,524 8,137
Accrued accounts:
Interest, taxes, and wages 15,088 13,773
Distribution to the City 3,000 3,000
Total current liabilities 224,705 168,445
Other liabilities and deferred credits 47,976 22,029
Total fund equity and liabilities $ 1,697,774 1,506,010

See accompanying notes to financial statements.
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PHILADELPHIA GASWORKS
(A Component Unit of the City of Philadelphia)

Statements of Revenues and Expenses
Y ears ended August 31, 2007 and 2006
(Thousands of dollars)

2007 2006
Operating revenues:
Gas revenues:
Nonheating $ 90,798 113,356
Gas transport service 12,949 6,459
Heating 736,358 810,146
Total gas revenues 840,105 929,961
Appliance and other revenues 9,398 10,482
Other operating revenues 9,848 13,525
Total operating revenues 859,351 953,968
Operating expenses.
Natural gas 539,300 625,093
Gas processing 16,240 15,234
Field services 36,100 35,667
Distribution 17,119 15,179
Collection and account management 15,221 17,289
Provision for uncollectible receivables 40,000 40,132
Customer services 11,783 11,083
Marketing 2,418 2,467
Administrative and genera 56,819 59,484
Pensions 15,217 17,563
Other postemployment benefits 26,421 —
Taxes 6,730 6,124
Total operating expenses before depreciation 783,368 845,315
Depreciation 39,708 37,955
L ess depreciation expense included in operating expenses above 3,328 3,230
Total depreciation 36,380 34,725
Total operating expenses 819,748 880,040
Operating income 39,603 73,928
Interest and other income 13,073 8,518
Income before interest expense 52,676 82,446
Interest expense:
Long-term debt 52,146 51,799
Other 17,042 14,869
Allowance for funds used during construction (408) (981)
Total interest expense 68,780 65,687
Excess (deficiency) of revenues over (under) expenses $ (16,104) 16,759

See accompanying notes to financial statements.
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PHILADELPHIA GASWORKS
(A Component Unit of the City of Philadelphia)

Statements of Cash Flows
Y ears ended August 31, 2007 and 2006
(Thousands of dollars)

Cash flows from operating activities:
Receipts from customers
Paymentsto suppliers
Payments to employees
Claims paid
Other receipts

Net cash provided by operating activities

Cash flows from noncapital financing activities:
Interest
Interest payments on notes payable
Net repayments of notes payable
Loan from City of Philadelphia
Restricted, City Loan deposit
Distribution to the City of Philadelphia
Grant back of distribution from the City of Philadelphia

Net cash (used in) provided by noncapital financing activities

Cash flows from capital and related financing activities:
Proceeds from long-term debt issued
Redemption of long-term debt
Long-term debt issuance costs
L ong-term debt premium, discount, and issuance losses
Purchases of capital assets
Principal paid on long-term debt
Interest paid on long-term debt
Capital improvement fund deposits
Drawdowns on capital improvement fund
Interest income on capital improvement fund
Interest income on sinking fund
Sinking fund withdrawal s (deposits)
Other investment income

Net cash used in capital and related financing activities
Net increase (decrease) in cash and cash equivalents
Cash and cash equivaents at the beginning of the year
Cash and cash equivalents at the end of the year

Reconciliation of operating income to net cash provided by operating activities:
Operating income
Adjustments to reconcile operating income to net cash provided by
operating activities:
Depreciation and amortization expense
Change in assets and liabilities:
Receivables, net
Inventories
Accounts payable
Other liabilities and deferred credits
Other assets and deferred debits

Net cash provided by operating activities

See accompanying notesto financial statements.

15

2007 2006
863,658 906,000
(631,475) (807,288)
(106,018) (102,544)
(2,958) (3,259)
28,800 39,000
152,007 31,909
4,766 3,445
(8,098) (5,968)
(3,400) 5,100
(2,000) —
(643) —
(18,000) (18,000)
18,000 18,000
(9,375) 2,577
245,350 313,390
(45,450) (285,115)
(5,652) —
(4,133) (5,579)
(69,105) (60,651)
(38,045) (31,216)
(46,913) (51,558)
(193,170) —
60,672 63,065
4,497 2,115
1,996 1,380
(8,086) 10,178
408 981
(97,631) (43,010)
45,001 (8,524)
6,697 15,221
51,698 6,697
39,603 73,928
36,732 36,275
3,387 13,786
1,668 (19,454)
3,133 (23,602)
31,366 (9,289)
36,118 (39,735)
152,007 31,909




PHILADELPHIA GASWORKS
(A Component Unit of the City of Philadel phia)

Statements of Changesin Fund Equity
Y ears ended August 31, 2007 and 2006

(Thousands of dollars)

2007 2006
Fund equity balance, beginning of the year $ 239,405 222,646
Excess (deficiency) of revenues over (under) expenses (16,104) 16,759
Distribution to the City of Philadelphia (18,000) (18,000)
Grant back of distribution from the City of Philadelphia 18,000 18,000
Fund equity balance, end of the year $ 223,301 239,405

See accompanying notes to financial statements.
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PHILADELPHIA GASWORKS
(A Component Unit of the City of Philadelphia)

Notes to Financial Statements
August 31, 2007 and 2006

Summary of Significant Accounting Policies

The accounting methods employed by the Philadelphia Gas Works (the Company or PGW) are in
conformity with U.S. generally accepted accounting principles and are in accordance with City of
Philadel phia (the City) reporting regquirements.

As described in note 2, the Company, is accountable to and is a part of the City, and consequently follows
accounting principles promulgated by the Governmental Accounting Standards Board (GASB) as they
apply to proprietary fund-type activities. In accordance with GASB Statement No. 20, Accounting and
Financial Reporting for Proprietary Funds and Other Governmental Entities That Use Proprietary Fund
Accounting, the Company does not apply accounting standards promulgated by the Financial Accounting
Standards Board (FASB) issued after November 30, 1989. FASB Statement No. 71, Accounting for the
Effects of Certain Types of Regulation, is applicable to the Company. Under FASB Statement No. 71,
certain assets or liabilities may be created by actions of regulatory bodies.

The principal accounting policies within this framework are described as follows:

(@ Regulation

Prior to July 1, 2000, the Company was under the regulatory jurisdiction of the Philadelphia Gas
Commission (PGC). The PGC had the authority to set the Company’ s rates and tariffs. The PGC also
approved the Company’s annual Operating Budget and reviewed the Company’s Capital Budget
prior to approval by the City Council of the City (City Council).

Effective July 1, 2000, and pursuant to the passage of the Pennsylvania Natural Gas Choice and
Competition Act (the Act), the Company came under the regulatory jurisdiction of the Pennsylvania
Public Utility Commission (PUC). Under the PUC’ s jurisdiction, the Company filed a restructuring
plan on July 1, 2002, which among other things, provided for an unbundled tariff permitting
customer choice of the commodity supplier by September 1, 2003. Under the Act, the PUC is
required to follow the “same ratemaking methodology and requirements’ that were previously
applicable to the PGC when determining the Company’ s revenue requirements and approving overall
rates and charges. The PGC continues to approve the Company’s Operating Budget and review its
Capital Budget. The Company’s Capital Budget must be approved by City Council.

The Company, as of September 1, 2003, is operating under its Restructuring Compliance Tariff. The
Restructuring Compliance Tariff Rates are designed to maintain revenue neutrality and the Tariff
Rules and Regulations are designed to comport with the Pennsylvania Public Utility Code.

(b) Operating Budget

On July 18, 2007, the Company filed its FY 2008 Operating Budget. The PGC conducted informal
discovery and public hearings concerning this budget in August 2007. The PGC entered an Order,
dated September 18, 2007, approving interim operating spending authority through January 31,
2008. The review process for the FY 2008 Operating Budget is still in process at this time, with a
final approval not anticipated until sometime in January 2008.
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PHILADELPHIA GASWORKS
(A Component Unit of the City of Philadelphia)

Notes to Financial Statements
August 31, 2007 and 2006

On May 26, 2006, the Company filed its FY 2007 Operating Budget. The PGC conducted hearings
concerning this budget in July 2006. Briefs were filed on August 9, 2006. The Hearing Examiner
issued a Recommended Decision on August 24, 2006, providing Operating Budget adjustments for
consideration by the Commissioners. The PGC’'s Motion giving final approva for the FY 2007
Operating Budget was passed on October 4, 2006. The approved budget incorporated the Company’s
proposed operating revenues and expenses with net adjustments of $4,178,000.

Capital Budget

On January 2, 2007, the Company filed with the PGC its FY 2008 Capital Budget requesting
spending authority in the amount of $118,243,000. This budget request was amended by the
Company to reflect the deferral of two projects, Construction of Phase Il Liquefied Natural Gas
(LNG) Replacement and Implementation of Billing Collection Customer Service (BCCS) for a
reduction of $47,300,000. The PGC conducted hearings concerning this budget in February 2007.
Briefs were filed on March 13, 2007. The Hearing Examiner issued a Recommended Decision on
March 27, 2007 for consideration by the Commissioners further reducing the budget by $295,000.
The PGC'’s Resolution and Order recommending approval of the FY 2008 Capital Budget to City
Council was passed on April 25, 2007. This recommendation of $70,648,000 was approved by City
Council on June 15, 2007. The Mayor of the City signed the Ordinance approving the FY 2008
Capital Budget on September 20, 2007.

On December 23, 2005, the Company filed with the PGC its FY 2007 Capita Budget requesting
spending authority in the amount of $71,447,000. This amount was revised to $74,687,000 by the
Company during the proceeding. The PGC conducted hearings concerning this budget in
February 2006. Briefs were filed on March 13, 2006. The Hearing Examiner issued a Recommended
Decision on March 27, 2006 for consideration by the Commissioners. The Hearing Examiner
recommended a downward adjustment in spending authority of approximately $1,901,000. The
Company and Public Advocate filed Exceptions to the Recommended Decision on April 3, 2006.
The PGC's final Order recommending approval of the FY 2006 Capital Budget, as revised, to City
Council was passed on May 2, 2006, recommending the approval of program and spending
authorization not to exceed $72,786,000. The Mayor signed the Ordinance initially approving the FY
2007 Capital Budget on September 14, 2006.

Base Rates

Base rate increases and increases in the Gas Cost Rate (GCR) are required to maintain the
Company’slong-term financia stability.

On December 22, 2006, PGW filed for a $100,000,000 base rate increase with the PUC. The funds
provided by this increase in base rates were to be used to pay increased operating and maintenance
costs, establish an adequate level of working capital, repay the $45,000,000 City loan, reduce the
outstanding level of short-term commercial paper, provide a source of interna funds for capita
expenditures, meet bond covenant requirements in each fiscal year, and provide funds for long-term
debt reduction. On September 28, 2007, the PUC approved a rate increase of $25,000,000 which was
effective in November 2007. PGW appealed this decision to Commonwealth Court on or about
October 18, 2007 and this matter is pending in the courts.
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PHILADELPHIA GASWORKS
(A Component Unit of the City of Philadelphia)

Notes to Financial Statements
August 31, 2007 and 2006

The previous increase in base rates of $36,000,000 was approved by the PUC on April 12, 2002.

Weather Normalization Adjustment Clause

The Weather Normalization Adjustment Clause (WNA) was approved by PUC Order dated
August 8, 2002. The purpose of the WNA is to neutralize the impact of weather on the Company’s
revenues. This allows the Company to achieve the recovery of appropriate costs as authorized by the
PUC. The WNA results in neither arate increase nor arate decrease, but acts as a billing adjustment.
The main benefits of the WNA are the stabilization of cash flow and the reduction of the need for
short-term borrowing from year to year. The WNA is applied to customer invoices rendered during
the period of October 1 through May 31 of each year for each billing cycle. The WNA had an initial
three-year pilot period that ended August 9, 2005. The WNA will continue in place unless the PUC
issues an order directing that it be discontinued. The Company conducted a review of the costs and
benefits of the WNA. The Company presented its conclusions regarding the WNA to the PUC with a
request that the PUC acknowledge that the WNA should continue in place. Stipulations were filed in
May 2006 acknowledging and agreeing that PGW’s WNA shall continue unless and until the PUC
issues a final order directing that it be terminated or modified. A determination will be made by the
PUC at the end of the review as to whether the WNA will continue, continue with modifications, or
be eliminated. The Company cannot predict when the PUC will complete its review of the WNA,
and the review was not completed as of August 31, 2007. The Company reserved the right to file a
petition seeking extraordinary rate relief in the event of a force majeure, significant regulatory
change, or projected material change in the status of the Company’s credit arrangements. The
adjustments for the years ended August 31, 2007 and 2006 were a $6,438,000 increase in billings
and a $13,406,000 increase in billings, respectively. The adjustments for the Firm Transportation
customers of PGW were an increase in billings of $60,400 and $0 for the years ended August 31,
2007 and August 31, 2006, respectively.

Gas Cost Rate

The Company’s single greatest operating expense is the cost of natural gas. The rate charged to the
Company’s customers to recover these costs is caled the GCR factor. The GCR reflects the
increases or decreases in natural gas costs and the cost of other raw materials. This GCR mechanism
provides the flexibility to rapidly reflect current conditions without the time delay inherent in full
base rate alteration.