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ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

The following discussion and analysis should be read in conjunction with the
consolidated financial statements and notes thereto:

Description of the Business

Vectren Corporation (Vectren) is an Indiana corporation that was organized on
June 10, 1999, solely for the purpose of effecting the merger of Indiana Energy,
Inc. (Indiana Energy) and SIGCORP, Inc. (SIGCORP). On March 31, 2000, the merger
of Indiana Energy with SIGCORP and into Vectren was consummated with a tax—-free
exchange of shares and has been accounted for as a pooling of interests. The
common shareholders of SIGCORP received one and one-third shares of Vectren
common stock for each SIGCORP common share and the common shareholders of
Indiana Energy received one share of Vectren common stock for each Indiana
Energy common share, resulting in the issuance of 61.3 million shares of Vectren
common stock. The preferred stock and debt securities of Indiana Energy's and
SIGCORP's utility subsidiaries were not affected by the merger.

Vectren is a public utility holding company, whose wholly owned subsidiary,
Vectren Utility Holdings, Inc. (VUHI), 1is the intermediate holding company for
Vectren's three operating public utilities, Indiana Gas Company, Inc. (Indiana
Gas), formerly a wholly owned subsidiary of Indiana Energy, Southern Indiana Gas
and Electric Company (SIGECO), formerly a wholly owned subsidiary of SIGCORP,
and the Ohio operations (defined hereafter). VUHI's regulated subsidiaries serve
approximately one million customers. Indiana Gas and its subsidiaries provide
natural gas and transportation services to a diversified base of customers in
311 communities in 49 of Indiana's 92 counties. SIGECO provides generation,
transmission, distribution and the sale of electric power to Evansville,
Indiana, and 74 other communities, and the distribution and sale of natural gas
to Evansville, Indiana, and 64 communities in ten counties in southwestern
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Indiana. Vectren's Ohio operations provide natural gas distribution and
transportation services to Dayton, Ohio and 16 counties in west central Ohio.

Vectren is involved in non-regulated activities through three primary business
groups: Energy Services, Utility Services, and Communications. Energy Services
trades and markets natural gas and provides energy performance contracting
services. Utility Services provides utility products and services, such as
underground construction and facilities locating, meter reading and materials
management, and the mining and sale of coal. Communications provides integrated
broadband communications services, including local and long distance telephone,
Internet access and cable television. In addition, other businesses invest in
other energy-related opportunities and corporate technology.

Acquisition of Gas Distribution Assets of The Dayton Power and Light Company

On December 15, 1999, Indiana Energy, now Vectren, announced that the board of
directors had approved a definitive agreement under which it would acquire the
natural gas distribution assets of The Dayton Power and Light Company, which
would add 310,000 gas distribution customers in 16 counties in west central
Ohio. On October 31, 2000, Vectren completed the approximate $465 million
acquisition. Vectren acquired the natural gas distribution assets as a tenancy
in common through two wholly owned subsidiaries. Vectren Energy Delivery of
Ohio, Inc. (VEDO) holds a 53 percent undivided ownership interest in the assets

and Indiana Gas holds a 47 percent undivided ownership interest in the assets.
VEDO is the operator of the assets, operations of which are herein referred to
as "the Ohio operations." VUHI established a $435 million commercial paper
program to fund the majority of the acquisition. This facility was utilized at
October 31, 2000, and will be replaced over time with permanent financing.
VEDO's portion of the acquisition was funded with short-term borrowings from
VUHI. Indiana Gas' portion of the acquisition was funded with a combination of
short-term borrowings from VUHI and its commercial paper program.

Common Stock Offering

On January 19, 2001, Vectren filed a registration statement with the Securities
and Exchange Commission with respect to a public offering of 5.5 million shares
of new common stock. On February 8, 2001, the registration became effective and
agreement was reached to sell 5.5 million shares to a group of underwriters. On
February 14, the shares were sold, at which time the underwriters exercised
their over—-allotment option to sell an additional 825,000 shares for a total of
about 6.3 million shares. The net proceeds of $129.4 million will be used
principally to repay outstanding commercial paper utilized for recent
acquisitions.

Recent Development

In March 2001, Vectren, Indiana Gas, and SIGECO reached agreement with the
Indiana Office of Utility Consumer Counselor (OUCC) and The Citizens Action
Coalition of Indiana, Inc. (CAC) regarding an Indiana Utility Regulatory
Commission (IURC) Order disallowing Indiana Gas the recovery of $3.8 million in
gas costs. Vectren recorded a $3.8 million reduction of 2000 fourth quarter
revenues as a result of the disallowance.

As part of the agreement, among other things, the company agreed to contribute
additional funds to the state of Indiana's Low Income Heating Assistance Program
in 2001 and to credit $3.3 million of the $3.8 million disallowed amount to
Indiana Gas customers' April 2001 utility bills in exchange for both the OUCC
and the CAC dropping their appeals of the IURC Order. The contributions to
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Indiana's Low Income Heating Assistance Program totaling $1.9 million were made
in 2001 and were charged to operations and maintenance expense. There was no
impact to 2000 operations as a result of this contribution.

For further information on the $3.8 million disallowance refer to Rate and
Regulatory Matters below. For further information on the settlement refer to
Vectren's Current Report on Form 8-K dated March 29, 2001.

Results of Operations
Vectren's consolidated earnings result from the operations of its utility

subsidiaries, Indiana Gas, SIGECO and the Ohio operations, and from the
non-utility operations and investments of Vectren's non-regulated businesses.

(In millions, except per share amounts) 2000 1999 1998
Net income, as reported $ 72.0 $ 90.7 S 86.6
Merger and integration costs, net of tax 36.8 - -
Net income before merger and integration costs $ 108.8 $ 90.7 $ 86.6
Attributable to:
Regulated $ 84.0 $ 75.4 $ 69.3
Non-regulated S 24.8 $ 15.3 $ 17.3
4

Basic earnings per share, as reported $ 1.18 $ 1.48 $ 1.41
Merger and integration costs 0.60 - -

Basic earnings per share before merger and
integration costs $ 1.78 $ 1.48 $ 1.41

Attributable to:
Regulated $ 1.37 $ 1.23 $ 1.13
Non-regulated $ 0.41 $ 0.25 $ 0.28

Net Income

Consolidated net income was $72.0 million, or $1.18 on a basic earnings per
share basis, for the year ended December 31, 2000. Consolidated net income
before merger and integration costs of $52.5 million, including $11.4 million of
additional depreciation included in depreciation and amortization (see merger
and integration costs below), was $108.8 million, or $1.78 per share, for the
year ended December 31, 2000, as compared to net income of $90.7 million, or
$1.48 per share, and $86.6 million, or $1.41 per share, for 1999 and 1998,
respectively. Vectren's 2000 results reflect two months of results of the Ohio
operations.

Dividends

On October 28, 2000, Vectren's board of directors increased the quarterly
dividend on common stock to 25.5 cents per share from 24.25 cents per share.
This resulted in total dividends paid of 98 cents compared to 94 cents in 1999.
In 1998, dividends paid totaled 90 cents per share.

Utility Margin (Utility Operating Revenues Less Utility Cost of Gas, Cost of
Fuel for Electric Generation and Purchased Electric Energy)

Vectren's utility gas margin increased $33.1 million to $266.2 million compared
to the twelve-month period in 1999, $28.2 million of the increase reflected the
inclusion of the Ohio operations' results for two months. The remaining $4.9



Edgar Filing: VECTREN CORP - Form 10-K/A

million, or 2 percent, increase attributable to Indiana Gas and SIGECO gas
operations reflects 8 percent (11.9MMDth) greater throughput (combined sales and
transportation) due to much colder temperatures during the fourth quarter of
2000 than the 1999 period and a 2 percent growth in customers. Residential and
commercial sales rose 7 percent and 10 percent, respectively. Temperatures were
11 percent colder during the current twelve-month period and approached normal
for the year. These favorable impacts on gas margin were partially offset by a
$3.8 million disallowance of recoverable gas costs by the IURC, charged against
gas revenues in December 2000 (see Rate and Regulatory Matters).

In 1999, gas utility margin was $233.1 million, as compared to $217.3 million
for the prior year. The 1999 increase is primarily attributable to weather being
8 percent colder than the same period in 1998 and the addition of new
residential and commercial customers.

Vectren's utilities' rates for gas transportation generally provide for the same
margins as are earned on the sale of gas under their applicable sales tariffs.
Approximately one-half of total gas system throughput represents gas used for
space heating and is affected by weather.

Total cost of gas sold was $552.5 million in 2000, $266.4 million in 1999 and
$270.0 million in 1998. Excluding $83.2 million related to the Ohio operations
for two months, total cost of gas sold increased $202.9 million, or 76 percent,
for the year ended December 31, 2000 compared to 1999, primarily due to

significantly higher average per unit purchased gas costs. The total average
cost per dekatherm of gas purchased by Indiana Gas and SIGECO was $5.77 in 2000
compared to $3.58 in 1999. The price changes are due primarily to changing
commodity costs in the marketplace. Lower average per unit costs of gas sold
during 1999 as compared to 1998 more than offset the impact of the increased
throughput, causing the slight decline in 1999 cost of gas sold. Vectren's
utility subsidiaries are generally allowed full recovery of such changes in
purchased gas costs from their retail customers through commission-approved gas
cost adjustment mechanisms. (see Rate and Regulatory Matters).

Electric margin rose $8.3 million, or 4 percent, to $228.8 million for the
twelve-month period in 2000 compared to the same period in 1999. Although unit
prices were lower than in 1999, sales to the wholesale energy markets
contributed $4.4 million of the margin increase with volumes up 39 percent for
2000 compared to 1999. Additionally, the impact of much colder temperatures on
electric heating sales and a 5 percent growth in commercial customers
contributed to the 2000 electric margin increase. Mild summer temperatures
impacted both 2000 and 1999. Retail and firm wholesale electric sales for 2000
increased 2 percent and total electric sales increased 8 percent.

Electric utility margin for the year ended December 31, 1999 was $220.5 million,
compared to $211.9 million for the prior year. The $8.6 million increase in
margin reflects a 5 percent increase in retail and firm wholesale electric sales
primarily due to stronger industrial and commercial sales and a $1.0 million
increase in margin from sales to other wholesale customers. Although sales to
other wholesale customers declined 17 percent in 1999 due to milder summer
temperatures which eased demand in these markets, several new sales contracts
produced higher average unit sales prices to these customers.

A 1 percent increase in electric generation and higher per unit coal costs
resulted in a $4.9 million, or 7 percent, increase in fuel costs for electric
generation for 2000 compared to the prior year. Fuel costs for electric
generation increased $1.1 million, or 2 percent, in 1999.
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Although SIGECO's sales of electric energy to other wholesale customers are
provided primarily from otherwise unutilized capacity, SIGECO's purchases of
electricity from other utilities for resale to other wholesale customers
typically represent the majority of SIGECO's total purchased electric energy
costs. The 39 percent increase in sales to other wholesale customers combined
with higher average market prices caused purchased electric energy costs to
increase $15.6 million, or 75 percent, for the year ended December 31, 2000
compared to 1999. During 1999, total purchases of electric energy declined 13
percent due to the 17 percent decline in sales to wholesale customers, however
higher average market prices for energy purchased resulted in total costs
remaining comparable to 1998 costs.

Non-Utility Margin (Energy Services and Other Revenues Less Cost of Energy
Services and Other)

Total margin from Vectren's non-utility operations (primarily the operating
companies of its Energy Services, Utility Services, and Communications groups)
for the twelve month period in 2000 was $20.3 million compared to $13.7 million
and $10.1 million for the same periods in 1999 and 1998, respectively. The $6.6
million increase in 2000 and $3.6 million increase in 1999 were primarily from
the Energy Services group reflecting the continued growth of its natural gas
marketing operations and its performance contracting and energy efficiency
project operations, including several large government contracts in progress.
Energy Services' margin increased $3.6 million and $3.7 million for 2000 and
1999, respectively. Expanded coal mining operations at Utility Services and

additional municipal projects at Communications also contributed an additional
$2.5 million to the rise in 2000 non-utility margin.

During 2000, the cost of energy services and other, which was chiefly the cost
of natural gas purchased for resale by Energy Services and project contract
costs at Energy Services and Communications, rose $225.7 million, or 91 percent,
compared to 1999 due primarily to significantly higher per unit purchased gas
costs and growth in gas sales at Energy Services, following $45.1 million higher
costs in 1998.

Operating Expenses (excluding Cost of Gas Sold, Cost of Fuel for Electric
Generation, Purchased Electric Energy and Cost of Energy Services and Other)

Excluding $7.1 million in expenses related to the Ohio operations, Vectren's
other operating expenses increased $2.9 million, or less than 2 percent, for the
year ended December 31, 2000, compared to the same period in 1999. The increase
is attributable to higher operating expenses related to continued growth in
operations at certain non-regulated subsidiaries, primarily Energy Services.
Other operating expenses rose $7.8 million, or 4 percent, for 1999 as compared
to 1998. This increase reflects greater other general operating expenses at
Vectren's utility subsidiaries, including expenses associated with the new
customer information and work management systems and rental expense related to
buildings previously owned. Higher other operating expenses were also
experienced at Energy Services and Communications due to the continuing growth
in their operations.

Depreciation and amortization increased $18.7 million, or 21 percent, and $5.4
million, or 7 percent, for the years ended December 31, 2000 and December 31,
1999, respectively. The increase in 2000 expense is chiefly the result of
additional depreciation related to merger integration activities (see below) and
$1.7 million of depreciation of utility plant and amortization of goodwill
related to the Ohio operations. Goodwill related to the acquisition of the Ohio
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operations of approximately $198 million is being amortized on a straight-line
basis over a 40 year period. The remaining $5.6 million, or 6 percent, increase
in expense over 1999 and the increase in expense over 1998 reflects depreciation
of normal additions of utility plant at Indiana Gas and SIGECO.

Taxes other than income taxes rose $8.1 million, or 27 percent, during 2000 due
to $7.1 million related to the Ohio operations, primarily Ohio excise tax, and
increased $2.5 million, or 9 percent, in 1999 due to higher gross receipts and
property tax expense.

Merger and Integration Costs

Merger and integration costs incurred for the year ended December 31, 2000
totaled $41.1 million, including $1.8 million related to the integration of the
Ohio operations Vectren expects to realize net merger savings of nearly $200
million over the next ten years from the elimination of duplicate corporate and
administrative programs and greater efficiencies in operations, business
processes and purchasing. The continued merger integration activities, which
will contribute to the merger savings, will be substantially completed in 2001.

Of the $41.1 million of merger and integration costs incurred in 2000, accruals
were established at March 31, 2000 totaling $20.7 million. Of this amount, $5.5
million related to employee and executive severance costs, $13.1 million related
to transaction costs and regulatory filing fees, and the remaining $2.1 million
related to employee relocations that occurred prior to or coincident with the
merger closing. At December 31, 2000, the accrual remaining for such costs
totaled $1.8 million, all related to severance costs. Of the $41.1 million, the
remaining $20.4 million was expensed throughout the remainder of the year as

expenses were incurred. Such expenses included $6.0 million related to sign
changes at all company facilities to display the Vectren name, changes to all
fleet vehicles to reflect the new corporate name and logo, and changes to
company stationery. An additional $13.9 million was incurred over the course of
the year for accounting fees resulting from merger related filing requirements,
consulting fees related to integration activities such as organization
structure, employee travel between company locations as part of integration
activities, internal labor of employees assigned to integration teams, investor
relations, communications activities, and certain benefit costs. In addition,
$0.5 million was recorded related to severance costs associated with the
integration of the Ohio operations.

During the merger planning process, approximately 135 positions were identified
for elimination. As of December 31, 2000, approximately 70 positions had been
vacated, with the remaining 65 positions to be eliminated in 2001

The integration activities experienced by the company included such things as
information system consolidation, process review and definition, organization
design and consolidation, and knowledge sharing.

As a result of merger integration activities, management has identified certain
information systems that are expected to be retired in 2001. Accordingly, the
useful lives of these assets have been shortened to reflect this decision,
resulting in additional depreciation expense of approximately $11.4 million for
the year ended December 31, 2000.

In total, merger and integration costs were $52.5 million ($36.8 million after
tax), or $.60 on a basic earnings per share basis, in 2000.

Other Income
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Equity in earnings of unconsolidated investments increased $2.4 million for the
year ended December 31, 2000, compared to the prior year. The increase in 2000
is due primarily to a $7.0 million pre-tax net gain related to the restructuring
of Communications' investment in SIGECOM. The increase was partially offset by
lower pre-tax earnings recognized from Proliance Energy Services, LLC
(ProLiance), Energy Services' energy marketing joint venture, and lower other
investment earnings.

Equity in earnings of unconsolidated investments decreased $3.2 million for
1999, compared to 1998. The decrease in 1999 reflected lower pre-tax earnings
recognized from ProLiance.

Other-net increased $11.6 million for the year ended December 31, 2000, compared
to the prior year due primarily to increased interest income mainly from
Vectren's investments in structured finance and investment transactions,
including leveraged leases and increased capitalized interest on utility
construction expenditures.

Other-net increased 1.5 million for the year ended December 31, 1999, compared
to the prior year due primarily to increased leveraged lease income, partially
offset by less sales of emission allowance credits.

Interest Expense

Interest expense for the twelve-month period in 2000 rose $14.3 million, or 33
percent, compared to 1999. The increase was due primarily to increased working
capital requirements resulting from extremely high natural gas prices,
additional debt required for Vectren's increased financial investment
activities, interest related to the financing of the acquisition of the Ohio
operations, and higher average interest rates on utility debt and short-term
borrowings than incurred during 1999. Interest expense increased $2.5 million to
$42.9 million for 1999, as compared to 1998, due to increased average debt
outstanding required primarily to fund Vectren's increased financial investment
activities and higher average interest rates on utility debt.

Income Taxes

Federal and state income taxes declined $11.5 million in 2000, compared to 1999
due primarily to $30.1 million lower pre-tax earnings and to additional tax
benefits realized from certain non-regulated investments, which were partially
offset by the non-deductibility of certain merger costs. Federal and state
income taxes increased $3.4 million, or 8 percent during 1999 compared to 1998
due primarily to higher pre-tax income in 1999 and the favorable impact on the
1998 effective tax rate of the liquidation of a leveraged lease investment.

Other Operating Matters
Acquisition of Miller Pipeline Corporation

On December 13, 2000, Reliant Services, LLC (Reliant), a 50 percent owned,
non-regulated utility services affiliate of Vectren and Cinergy Corporation
(Cinergy), purchased the common stock of Miller Pipeline Corporation from
NiSource, Inc. for $68.3 million. Vectren and Cinergy each contributed $16
million of equity, and the remaining $36.3 million was funded with 7-year
intermediate bank loans. Miller Pipeline Corporation is one of the nation's
premier natural gas distribution contractors with over 50 years of experience in
the construction industry, currently providing such services to Indiana Gas,
among other customers. The acquisition will expand Vectren's utility services
business by adding underground pipeline construction, replacement and repair to
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Additional Investment with Utilicom Networks

Vectren Advanced Communications (VAC), a wholly owned non-regulated subsidiary,
was formed to hold Vectren's investments in Utilicom Networks, LLC (Utilicom )
and related entities. Utilicom Networks is a provider of bundled communications
services through high capacity broadband networks, including high speed internet
service, cable television and telephone service. VAC has a 14 percent interest
in Class A units of Utilicom, which is accounted for using the equity method of
accounting.

In January 2000, VAC completed the restructuring of its investment in SIGECOM,
LLC (SIGECOM), which is a venture between VAC and Utilicom which provides
communications services to the greater Evansville, Indiana area. On January 28,
2000, affiliates of The Blackstone Group, a private equity fund, invested in
Class B units of Utilicom. In connection with the Blackstone Group investment,
VAC exchanged its 49 percent preferred equity interest in SIGECOM for $16.5
million of convertible subordinated debt of Utilicom and a 14 percent indirect
common equity interest in SIGECOM, which was valued at $6.5 million The debt is
convertible into Class A units of Utilicom at the option of VAC or upon the
event of a public offering of stock by Utilicom. The carrying value of VAC's 49%
preferred equity interest was $15 million prior to the exchange. The
consideration received by VAC in the exchange was valued based upon an

investment bank analysis of the fair value of SIGECOM at the transaction date.
The investment restructuring resulted in a pre-tax gain of $8 million, which is
classified in equity in earnings in unconsolidated investments in the
accompanying Consolidated Statements of Income. For the year ended December 31,
2000, Vectren also recognized losses of $1 million to reflect its share of
Utilicom and SIGECOM's operating results. At December 31, 2000, VAC's equity
investment in SIGECOM-related entities was $8.2 million.

In December 2000, VAC invested an additional $8.1 million with Utilicom in the
form of convertible subordinated debt as part of Utilicom's plans to raise $600
million in capital to establish operating ventures in Indianapolis, Indiana and
Dayton, Ohio and to recapitalize the SIGECOM venture. Vectren is committed to
invest up to $100 million, inclusive of the $8.1 million already invested, in
the form of convertible subordinated debt, subject to Utilicom obtaining all
required funding. The debt is convertible into common equity interests in the
Indianapolis and Dayton ventures at the option of VAC or upon the event of a
public offering of stock by Utilicom. At December 31, 2000, VAC's investment in
convertible debt totals approximately $25 million and, upon conversion, VAC
would have up to a 31 percent interest in the Indianapolis and Dayton ventures
and up to a 10 percent interest in Utilicom, assuming completion of all required
funding.

Both the Indianapolis and Dayton projects have received all necessary regulatory
approvals and are in advanced stages of pre-engineering and pre-construction
planning. Pole attachment rights have been secured, and launch dates of early
2002 are expected.

Operation of Warrick Generating Station

On August 21, 2000, SIGECO announced that no later than April 18, 2001, ALCOA,
INC. (ALCOA) would begin operating the Warrick Generating Station. In 1956,
arrangements were made for SIGECO to operate the Warrick Generating Station as
an agent for ALCOA. Three generating units at the plant are owned by ALCOA.
SIGECO owns the fourth unit equally with ALCOA. The operating change will have
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no impact on SIGECO's generating capacity and is not expected to have any
negative impact on Vectren's financial results. Additionally, SIGECO will retain
ALCOA as a wholesale power and transmission services customer. Transition of the
plant operations was completed in March 2001.

Realignment

Effective January 1, 2001, the utility operations were realigned into two
primary business units, Energy Delivery and Power Supply.

ProLiance Energy, LLC

ProLiance, a 50 percent owned, non-regulated, energy marketing affiliate of
Vectren, began providing natural gas and related services to Indiana Gas,
Citizens Gas and Coke Utility (Citizens Gas) and others effective April 1, 1996.
The sale of gas and provision of other services to Indiana Gas by ProLiance is
subject to regulatory review through the quarterly gas cost adjustment (GCA)
process administered by the IURC.

On September 12, 1997, the IURC issued a decision finding the gas supply and
portfolio administration agreements between ProlLiance and Indiana Gas and
ProLiance and Citizens Gas to be consistent with the public interest and that
ProLiance is not subject to regulation by the IURC as a public utility. The
IURC's decision reflected the significant gas cost savings to customers obtained

10

through ProLiance's services and suggested that all material provisions of the
agreements between Proliance and the utilities are reasonable. Nevertheless,
with respect to the pricing of gas commodity purchased from ProLiance, the
pricing of fees paid by ProlLiance to the utilities for the prospect of using
pipeline entitlements if and when they are not required to serve the utilities'
firm customers, and the pricing of fees paid by the utilities to ProlLiance for
portfolio administration services, the IURC concluded that additional review in
the GCA process would be appropriate and directed that these matters be
considered further in the pending, consolidated GCA proceeding involving Indiana
Gas and Citizens Gas. The IURC has not yet established a schedule for conducting
these additional proceedings. Through a series of appeals, the order was finally
considered by the Indiana Supreme Court.

On September 22, 2000, the Indiana Supreme Court issued a decision affirming the
IURC's decision on ProlLiance in all respects. However, until the three pricing
issues reserved by the IURC are resolved, Vectren will continue to reserve a
portion of its share of Proliance earnings.

In August 1998, Indiana Gas, Citizens Gas and ProlLiance each received a Civil
Investigative Demand (CID) from the United States Department of Justice
requesting information relating to Indiana Gas' and Citizens Gas' relationship
with and the activities of ProLiance. The Department of Justice issued the CID
to gather information regarding ProlLiance's formation and operations, and to
determine if trade or commerce has been restrained. Indiana Gas has provided all
information requested and management continues to believe that there are no
significant issues in this matter.

Indiana Gas continues to record gas costs in accordance with the terms of the
ProLiance contract and Vectren continues to record its proportional share of
ProLiance's earnings. Pretax income of $5.4 million and $6.7 million was
recognized as ProlLiance's contribution to earnings for the years ended December
31, 2000 and 1999, respectively. Earnings recognized from ProLiance are included
in equity in earnings of unconsolidated investments on the Consolidated
Statements of Income. At December 31, 2000 and 1999, Vectren has reserved

10
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approximately $2.4 million and $1.7 million, respectively, of ProlLiance's
earnings after tax pending resolution of the remaining issues. The reserve
represents 10% of Proliance's pretax earnings and serves as management's best
estimate of potential exposure arising from the three pricing issues.

Environmental Matters
Clean Air Act

NOx SIP Call Matter. In October 1997, the United States Environmental Protection
Agency (USEPA) proposed a rulemaking that could require uniform nitrogen oxide
(NOx) emissions reductions of 85 percent by utilities and other large sources in
a 22-state region spanning areas in the Northeast, Midwest, Great Lakes,
Mid-Atlantic and South. This rule is referred to as the "NOx SIP call." The
USEPA provided each state a proposed budget of allowed NOx emissions, a key
ingredient of ozone, which requires a significant reduction of such emissions.
Under that budget, utilities may be required to reduce NOx emissions to a rate
of 0.15 1b/mmBtu below levels already imposed by Phase I and Phase II of the
Clean Air Act Amendments of 1990 (the Act). Midwestern states (the alliance)
have been working together to determine the most appropriate compliance strategy
as an alternative to the USEPA proposal. The alliance submitted its proposal,
which calls for a smaller, phased in reduction of NOx levels, to the USEPA and
the Indiana Department of Environmental Management (IDEM) in June 1998.
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In July 1998, Indiana submitted its proposed plan to the USEPA in response to
the USEPA's proposed new NOx rule and the emissions budget proposed for Indiana.
The Indiana plan, which calls for a reduction of NOx emissions to a rate of 0.25
1b/mmBtu by 2003, is less stringent than the USEPA proposal but more stringent
than the alliance proposal.

On October 27, 1998, USEPA issued a final rule "Finding of Significant
Contribution and Rulemaking for Certain States in the Ozone Transport Assessment
Group Region for Purposes of Reducing Regional Transport of Ozone," (63 Fed.
Reg. 57355). The final rule requires that 23 states and jurisdictions must file
revised state implementation plans (SIPs) with the USEPA by no later than
September 30, 1999, which was essentially unchanged from its October 1997,
proposed rule. The USEPA has encouraged states to target utility coal-fired
boilers for the majority of the reductions required, especially NOx emissions.
Northeastern states have claimed that ozone transport from midwestern states
(including Indiana) 1is the primary reason for their ozone concentration
problems. Although this premise is challenged by others based on various air
quality modeling studies, including studies commissioned by the USEPA, the USEPA
intends to incorporate a regional control strategy to reduce ozone transport.
The USEPA's final ruling is being litigated in the federal courts by
approximately ten midwestern states, including Indiana.

During the second quarter of 1999, the USEPA lost two federal court challenges
to key air-pollution control requirements. In the first ruling by the U.S.
Circuit Court of Appeals for the District of Columbia on May 14, 1999, the Court
struck down the USEPA's attempt to tighten the one-hour ozone standard to an
eight-hour standard and the attempt to tighten the standard for particulate
emissions, finding the actions unconstitutional. In the second ruling by the
same Court on May 25, 1999, the Court placed an indefinite stay on the USEPA's
attempts to reduce the allowed NOx emissions rate from levels required by the
Clean Air Act Amendments of 1990. The USEPA appealed both court rulings. On
October 29, 1999, the Court refused to reconsider its May 14, 1999 ruling.

On March 3, 2000, the D.C. Circuit of Appeals upheld the USEPA's October 27,
1998 final rule requiring 23 states and the District of Columbia to file revised
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SIPs with the USEPA by no later than September 30, 1999. Numerous petitioners,
including several states, have filed petitions for rehearing with the U.S. Court
of Appeals for the District of Columbia in Michigan v. the USEPA. On June 22,
2000, the D.C. Circuit Court of Appeals denied petition for rehearing en banc
and lifted its May 25, 1999 stay. Following this decision, on August 30, 2000,
the D.C. Circuit Court of Appeals issued an extension of the SIP Call
implementation deadline, previously May 1, 2003, to May 31, 2004. On September
20, 2000, petitioners filed a Petition of Writ of Certiori with the United
States Supreme Court requesting review of the D.C. Circuit Court's March 3, 2000
Order. The Court has not yet ruled on the Petition for Certiorari. The USEPA
granted Section 126 Petitions filed by northeastern states that require named
sources in the eastern half of Indiana to achieve NOx reduction by May 1, 2003.
No SIGECO facilities are named in the Section 126 Petitions filed by
northeastern states, therefore SIGECO's compliance date remains May 31, 2004.

The proposed NOx emissions budget for Indiana stipulated in the USEPA's final
ruling requires a 36 percent reduction in total NOx emissions from Indiana. The
ruling, pending finalization of state rule making, could require SIGECO to lower
its system-wide emissions by approximately 70 percent. Depending on the level of
system-wide emissions reductions ultimately required, and the control technology
utilized to achieve the reductions, the estimated construction costs of the
control equipment could reach $160 million, which are expected to be expended
during the 2001-2004 period, and related additional operation and maintenance
expenses could be an estimated $8 million to $10 million, annually. No accrual
has been recorded by the company related to the NOx SIP Call matter. The rules
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governing NOx emissions, once finalized, are to be applied prospectively.

Mercury Emissions. Under the Act, the USEPA is required to study emissions from
power plants in order to determine if additional regulations are necessary to
protect public health. The USEPA reported its study to Congress in February
1998. That study concluded that of all toxic pollution examined, mercury posed
the greatest concern to public health. An earlier USEPA study concluded that the
largest single source of human-caused mercury pollution in the United States was
coal-fired power plants.

After completion of the study, the Act required the USEPA to determine whether
to proceed with the development of regulations. The USEPA announced that it had
affirmatively decided that mercury air emissions from power plants should be
regulated.

On December 14, 2000, the USEPA released a statement announcing that reductions
of mercury emissions from coal-fired plants will be required in the near future.
The USEPA has indicated they will propose regulations by December 2003 and will
begin developing those regulations shortly. Industry, the public, and state,
local and tribal governments will have an opportunity to participate in the
process. The USEPA will then issue final regulations by December 2004. Because
rules governing mercury emissions are under development, the determination of
exposure, if any, is impossible as there are no standards or rules by which
compliance (or lack thereof) can be measured. Accordingly, no accrual has been
recorded by the company related to the mercury emissions matter.

Culley Generating Station Investigation Matter. The USEPA initiated an
investigation under Section 114 of the Act of SIGECO's coal-fired electric
generating units in commercial operation by 1977 to determine compliance with
environmental permitting regquirements related to repairs, maintenance,
modifications and operations changes. The focus of the investigation was to
determine whether new source performance standards should be applied to the
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modifications and whether the best available control technology was, or should
have been, used. Numerous other electric utilities were, and are currently,
being investigated by the USEPA under an industry-wide review for similar
compliance. SIGECO responded to all of the USEPA's data requests during the
investigation. In July 1999, SIGECO received a letter from the Office of
Enforcement and Compliance Assurance of the USEPA discussing the industry-wide
investigation, vaguely referring to the investigation of SIGECO and inviting
SIGECO to participate in a discussion of the issues. No specifics were noted;
furthermore, the letter stated that the communication was not intended to serve
as a notice of violation. Subsequent meetings were conducted in September and
October with the USEPA and targeted utilities, including SIGECO, regarding
potential remedies to the USEPA's general allegations.

On November 3, 1999, the USEPA filed a lawsuit against seven utilities,
including SIGECO. The USEPA alleges that, beginning in 1992, SIGECO violated the
Act by: (i) making modifications to its Culley Generating Station in Yankeetown,
Indiana without obtaining required permits; (ii) making major modifications to
the Culley Generating Station without installing the best available emission
control technology; and (iii) failing to notify the USEPA of the modifications.
In addition, the lawsuit alleges that the modifications to the Culley Generating
Station required SIGECO to begin to comply with federal new source performance
standards.

SIGECO believes it performed only maintenance, repair and replacement activities
at the Culley Generating Station, as allowed under the Act. Because proper
maintenance does not require permits, application of the best available emission
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control technology, notice to the USEPA, or compliance with new source
performance standards, SIGECO believes that the lawsuit is without merit, and
intends to vigorously defend the lawsuit.

The lawsuit seeks fines against SIGECO in the amount of $27,500 per day per
violation. The lawsuit does not specify the number of days or violations the
USEPA believes occurred. The lawsuit also seeks a court order requiring SIGECO
to install the best available emissions technology at the Culley Generating
Station. If the USEPA is successful in obtaining an order, SIGECO estimates that
it would incur capital costs of approximately $40 million to $50 million
complying with the order. In the event that SIGECO is required to install
system-wide NOx emission control equipment, as a result of the NOx SIP call
issue, the majority of the $40 million to $50 million for best available
emissions technology at Culley Generating Station would be included in the $160
million expenditure previously discussed.

The USEPA has also issued an administrative notice of violation to SIGECO making
the same allegations, but alleging that violations began in 1977.

While it is possible that SIGECO could be subjected to criminal penalties if the
Culley Generating Station continues to operate without complying with the new
source performance standards and the allegations are determined by a court to be
valid, SIGECO believes such penalties are unlikely as the USEPA and the electric
utility industry have a bonafide dispute over the proper interpretation of the
Act. Accordingly, no accrual has been recorded by the company, and SIGECO
anticipates at this time that the plant will continue to operate while the
matter is being decided.

Information Request. On January 23, 2001, SIGECO received an information request
from the USEPA under Section 114 (a) of the Act for historical operational
information on the Warrick and A.B. Brown generating stations. SIGECO plans to
provide all information requested, and management believes that no significant
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issues will arise from this request.
Manufactured Gas Plants

In the past, Indiana Gas and others operated facilities for the manufacture of
gas. Given the availability of natural gas transported by pipelines, these
facilities have not been operated for many years. Under currently applicable
environmental laws and regulations, Indiana Gas, and the others, may now be
required to take remedial action if certain byproducts are found above the
regulatory thresholds at these sites.

Indiana Gas has identified the existence, location and certain general
characteristics of 26 gas manufacturing and storage sites for which it may have
some remedial responsibility. Indiana Gas has completed a remedial
investigation/feasibility study (RI/FS) at one of the sites under an agreed
order between Indiana Gas and the Indiana Department of Environmental Management
(IDEM), and a Record of Decision (ROD) was issued by IDEM in January 2000.
Although Indiana Gas has not begun an RI/FS at additional sites, Indiana Gas has
submitted several of the sites to IDEM's Voluntary Remediation Program (VRP) and
is currently conducting some level of remedial activities including groundwater
monitoring at certain sites where deemed appropriate and will continue remedial
activities at the sites as appropriate and necessary.

In conjunction with data compiled by expert consultants, Indiana Gas has accrued
the estimated costs for further investigation, remediation, groundwater
monitoring and related costs for the sites. While the total costs that may be
incurred in connection with addressing these sites cannot be determined at this
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time, Indiana Gas has accrued costs that it reasonably expects to incur totaling
approximately $20.3 million.

The estimated accrued costs are limited to Indiana Gas' proportionate share of
the remediation efforts. Indiana Gas has arrangements in place for 19 of the 26
sites with other potentially responsible parties, which serve to limit Indiana
Gas' share of response costs at these 19 sites to between 20 and 50 percent.

With respect to insurance coverage, as of December 31, 2000, Indiana Gas has
received and recorded settlements from all known insurance carriers in an
aggregate amount approximating its $20.3 million accrual.

Environmental matters related to manufactured gas plants have had no material
impact on earnings since costs recorded to date approximate PRP and insurance
settlement recoveries. While Indiana Gas has recorded all costs which it
presently expects to incur in connection with activities at these sites, it is
possible that future events may require some level of additional remedial
activities which are not presently foreseen.

New Accounting Pronouncement

In June 1998, the Financial Accounting Standards Board issued Statement of
Financial Accounting Standard No. 133 "Accounting for Derivative Instruments and
Hedging Activities" (SFAS 133), which requires that every derivative instrument
be recorded on the balance sheet as an asset or liability measured at its fair
value and that changes in the derivative's fair value be recognized currently in
earnings unless specific hedge accounting criteria are met.

SFAS 133, as amended, is effective for fiscal years beginning after June 15,
2000 and must be applied to derivative instruments and certain derivative
instruments embedded in hybrid contracts that were issued, acquired or
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substantively modified after December 31, 1998. Vectren has completed the
process of identifying all derivative instruments, determining fair market
values of these derivatives, designating and documenting hedge relationships,
and evaluating the effectiveness of those hedge relationships. As a result of
the successful completion of this process, Vectren adopted SFAS 133 as of
January 1, 2001.

SFAS 133 requires that as of the date of initial adoption, the difference
between the fair market value of derivative instruments recorded on the balance
sheet and the previous carrying amount of those derivatives be reported in net
income or other comprehensive income, as appropriate, as the cumulative effect
of a change in accounting principle in accordance with Accounting Principles
Board Opinion No. 20 "Accounting Changes."

A limited number of Vectren's contracts are defined as derivatives under SFAS
133. These derivatives are forward physical contracts for both the purchase and
sale of natural gas and electricity by its wholly owned gas marketing
subsidiary, SIGCORP Energy Services, Inc. (SES) and SIG