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Rationale 

 
Credit Rating: AA/Negative/A-1+

The ratings on Naperville, Ill.-based gas utility holding company Nicor Inc. are based on the 
consolidated credit profile of the Nicor family of companies, most significantly subsidiary Nicor Gas Co. 
(historically about 85% of operating income, 95% of construction expenditures, and 89% of 
depreciation), and also the containerized shipping unit, Tropical Shipping (12%, 5%, and 10%, 
respectively). Because there are no regulatory mechanisms or other structural barriers in Illinois that 
sufficiently restrict access by the parent to the utility's cash flow, Standard & Poor's views the default 
risk of Nicor Gas as being the same as that of the parent.  

Nicor's creditworthiness results from a strong business profile of '3' (business profiles are categorized 
from '1' (excellent) to '10' (vulnerable)) and a declining, but still healthy, consolidated financial condition. 
However, recently authorized rate relief will help to lift key financial metrics. In addition, the American 
Jobs Creation Act of 2004 may positively affect financial results due to the existence of unrepatriated 
foreign earnings and a favorable change in the tax law. The company's business position is supported 
by a large secure residential and commercial customer base, low costs and rates, a diverse supply 
portfolio, historically responsive ratemaking principles, solid operations, and favorable competitive 
standing. These strengths are tempered somewhat by Nicor's investment in higher-risk unregulated 
operations and regulatory and legal uncertainties. On a stand-alone basis, Nicor Gas has a slightly 
weaker financial condition than its parent but its business profile is considered to be excellent ('2'), 
reflecting the absence of unregulated businesses and encompassing the aforementioned strengths.  

On Nov. 28, 2005, the Illinois Commerce Commission (ICC) granted of a motion filed by Nicor Gas to 
adjust tariffs to comply with a recent rate order. The decision increases annual base rates modestly to 
$54.2 million from $48.8 million. Because the order shifts certain revenues between base rates and the 
uniform purchased gas adjustment clause, the actual net increase will be about $34.7 million versus 
$29.3 million. Although rate relief will support consolidated financial measures, it may be insufficient 
given the potential for penalties regarding investigations into alleged abuses of the company's 
performance-based rate plan (PBR) and a possible civil injunction. These challenges are troublesome 
for a company with such lofty ratings.  

Although Standard & Poor's expects that the resolution of outstanding matters facing the company will 
at worst only nominally affect Nicor's currently strong financial parameters, an unexpectedly severe 
financial penalty, together with rising operating costs, may push certain financial parameters out of an 
acceptable range for the mid 'AA' rating category.  

Following Nicor's announcement of accounting problems and losses related to its retail energy 
marketing joint venture, Nicor Energy (now discontinued), with Dynegy Inc. and possible improper 
behavior in its PBR in 2002, shareholder class-action suits and securities class actions were brought 
against Nicor and certain executives. Although the securities class-action litigation and shareholder 
derivative action were settled for $38.5 million and $3.5 million, respectively, the SEC and the U.S. 
Attorney's Office for the Northern District of Illinois are continuing their inquiries related to the PBR and 
Nicor Energy. Parties to the ICC proceedings held in regard to allegations that Nicor Gas acted 
improperly with the PBR plan have agreed to a stay of hearings to undertake additional third-party 
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discovery from Entergy-Koch Trading L.P., with whom Nicor did business under the PBR. Therefore, 
the timing of a final decision from the ICC is uncertain. During the second quarter of 2005, the company 
recorded $29.4 million of pretax income related to insurance proceeds associated with the settlement of 
the shareholder suits.  

In response to the PBR allegations, Nicor's board appointed a special independent committee that 
investigated the company's natural-gas purchases, sales, transportation, and storage activities. 
Although this report found no evidence of criminal conduct or fraud, a review of additional information 
and follow-up interviews of Nicor Gas employees indicated that certain personnel may have engaged in 
potentially fraudulent conduct regarding the PBR and possibly violated SEC rules. Nicor continues to 
cooperate with the SEC and U.S. Attorney's Office, but still asserts that no adjustment to its financial 
statements or customer refunds are required.  

Consistent with the accounting and other inadvertent errors related to the PBR plan that were identified 
in the independent counsel's 2003 report, Nicor adjusted its financial statements that resulted in a $24.8 
million liability at the end of 2003. Included in the adjustments is a $4.1 million loss contingency. A $1.8 
million adjustment to the previously recorded liability was made in the third quarter of 2004, increasing 
the recorded liability to $26.6 million. In addition, Nicor Gas estimates that there is $26.9 million owed to 
the company from the 2002 PBR, which was not recognized due to uncertainties surrounding the PBR.  

Nicor's financial profile deteriorated in 2004, with funds from operations (FFO) interest coverage and 
FFO to total debt (adjusted for operating leases) hovering around 7.0x and 26%, respectively, from 
about 11.0x and 41% in 2003. Despite the decline, the ratios still remain within the range acceptable for 
the 'AA' rating category. Total debt to capital stood at a relatively high 58.6% as of Dec. 31, 2004. 
However, the bulk of Nicor Gas' debt is seasonal and is paid down as the winter heating season ends 
and revenues outpace expenses. In this regard, total debt to capital as of June 30, 2005 and Sept. 30, 
2005 was a more conservative 41.8% and 47.7%, respectively, and FFO to total debt for the 12 months 
ended June 30, 2005 and Sept. 30, 2005 was a robust 42% and 34%, respectively. Therefore, when 
year-end balances are adjusted for gas inventories, debt leverage is actually conservative. Cash flow 
after dividends may decline in 2005 due to ongoing expenses, the long-term absence of rate relief, and 
a potentially large tax payment related to the IRS' possible challenge of an historical tax refund. With 
the recent implementation of higher rates, cash should rebound and fund the bulk of construction 
expenditures.  

Customer growth should remain modest (about 1% to 2%), although throughput increases may lag due 
to more efficient household appliances, conservation, and expectations for flat deliveries to industrial 
and power generation customers. Much of this growth comes from new housing construction because 
natural gas has saturated most of the space-heating market. Over the long term, increased sales to 
summer-peaking electric generation facilities should help revenue growth and improve the system load 
factor. Modest exposure to fuel switching and customer bypass exists. However, Nicor Gas can offer 
special tariffs and contracts to retain gas users with direct pipeline access. Gas costs are minimized 
and reliability is enhanced through diversity in supply contracts, suppliers, and production regions and 
through abundant, company-owned gas storage facilities.  

 
Short-term credit factors 

Nicor and Nicor Gas have 'A-1+' short-term corporate credit and commercial paper ratings. Liquidity 
should remain adequate, despite the seasonal nature of the gas distribution business. Cash 
requirements typically increase over the third and fourth quarters due to increases in natural gas 
purchases, gas in storage, and accounts receivable. Over the first and second quarters, positive 
cash flow generally occurs from the sale of gas in storage and the collection of accounts receivable. 
This cash is typically used to reduce short-term debt, which is incurred to purchase gas in 
anticipation of the winter heating season, to near zero during the second quarter.  

Historically strong consolidated funds flow from operations declined significantly in 2004 due to a tax 
refund in 2003. The decline is expected to continue in 2005 owing to rising expenses, somewhat flat 
revenue growth, a potentially large tax payment, and lack of rate relief until October 2005. 
Thereafter, cash flow should be sufficient to cover dividends and the bulk of the company's capital 
program.  
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Outlook 

As of Sept. 30, 2005, Nicor had $23.4 million of cash and cash equivalents. At the end of September 
2005, the company had $144 million of commercial paper outstanding.  

Nicor maintains a five-year revolving credit agreement, totaling $600 million, that expires in 
September 2010 and a $400 million 210-day seasonal revolver that terminates in April 2006. The 
facilities serve as backup for the issuance of commercial paper and to accommodate short-term 
borrowing needs primarily associated with purchasing natural gas and supporting storage inventory 
for delivery to its customers during the winter. To comply with the covenants in the credit 
agreements, total debt to capitalization cannot exceed 70%. As of Sept. 30, 2005, the company was 
in compliance with its debt covenants. None of Nicor's bank agreements contains material adverse 
change clauses or rating triggers.  

Under certain agreements, downgrades below investment grade could result in the Nicor companies 
having to post collateral. Standard & Poor's does not consider this a serious concern, given the 'AA' 
corporate credit ratings on Nicor and Nicor Gas. Nicor has no long-term debt and Nicor Gas has a 
very manageable maturity schedule with only $50 million due in 2006. Nicor Gas has $75 million of 
capacity under a Rule 415 shelf registration covering senior secured debt transactions.  

The negative outlook on Nicor reflects uncertainties regarding regulatory and legal issues. In light of the 
amount of the rate increase, an unexpectedly harsh financial penalty may push bondholder protection 
parameters out of levels suitable for mid 'AA' ratings. Resolution of outstanding challenges that results 
in manageable penalties would lead to ratings stability. In Standard & Poor's view, Nicor's financial 
profile could withstand a one-time financial penalty related to the PBR, unless the financial charge is 
surprisingly severe.  
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