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This Annual Report on Form 10-K includes certain statements that may be deemed to be �forward-looking� within the
meaning of Section 27A of the Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934, or the
Exchange Act. We refer you to �Risk Factors� in Item 1A of Part I and to �Management�s Discussion and Analysis of
Financial Condition and Results of Operations � Forward-Looking Information� in Item 7 of Part II of this Form 10-K
for a discussion of factors that could cause actual results to differ materially from any such forward-looking
statements. The electronic version of this Annual Report on Form 10-K, quarterly reports on Form 10-Q, current
reports on Form 8-K and amendments to those forms filed or furnished pursuant to Section 13(a) or 15(d) of the
Exchange Act are available free of charge as soon as reasonably practicable after they are filed with the Securities and
Exchange Commission, or the SEC, on our website at www.swn.com.  Our corporate governance guidelines and the
charters of the Audit, Compensation, Nominating and Governance and Retirement Committees of our Board of
Directors are available on our website, and are available in print free of charge to any stockholder upon request.
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PART I

ITEM 1.  BUSINESS

Southwestern Energy Company is an integrated energy company primarily engaged in exploring for and producing
natural gas.  We conduct the majority of our exploration and production (E&P) operations in four general regions � the
Arkoma Basin, East Texas, the Permian Basin and the onshore Gulf Coast.  We also focus on creating and capturing
additional value through our drilling, gathering, marketing and natural gas distribution businesses.  

Our operations are conducted in the following three segments:

1.

Exploration and Production - Our primary business is natural gas and oil exploration, development and production
within the United States, with operations principally located in Arkansas, Oklahoma, Texas and New Mexico.  We
engage in natural gas and oil exploration and production through our wholly-owned subsidiaries, SEECO, Inc.,
Southwestern Energy Production Company, or SEPCO, and Diamond �M� Production Company. SEECO operates
exclusively in Arkansas, holds a large base of both developed and undeveloped gas reserves and conducts both the
ongoing conventional drilling program in the Arkansas part of the Arkoma Basin and the drilling program for the
Fayetteville Shale play.  SEPCO conducts development drilling and exploration programs in the Arkoma Basin, Texas
and New Mexico.  Diamond �M� has interests in properties in the Permian Basin of Texas.  DeSoto Drilling, Inc., or
DDI, a wholly-owned subsidiary of SEPCO, operates drilling rigs in the Fayetteville Shale play and in East Texas.  

2.

Midstream Services - Our Midstream Services segment generates revenue through the marketing of our own gas
production and some third-party natural gas and from gathering fees associated with the transportation of natural gas
to market.  Our gas marketing subsidiary, Southwestern Energy Services Company, captures downstream
opportunities which arise through marketing and transportation activity.  Our gathering subsidiary, DeSoto Gathering
Company, L.L.C., engages in gathering activities primarily related to the development of our Fayetteville Shale play.

3.

Natural Gas Distribution - We are also engaged in the distribution and transmission of natural gas.  Our
wholly-owned subsidiary, Arkansas Western Gas Company, or Arkansas Western, operates integrated natural gas
distribution systems in northern Arkansas serving approximately 151,000 retail customers.  

The vast majority of our operating income and cash flow is derived from our E&P business.  In 2006, 96% of our
operating income and 93% of our earnings before interest, taxes, depreciation, depletion and amortization, or
EBITDA, were generated from our E&P business.  Our Midstream Services and Natural Gas Distribution segments
each generated 2% of our operating income and 1% and 3%, respectively, of our EBITDA in 2006.  In 2005, our
E&P, Midstream Services and Natural Gas Distribution segments generated 95%, 3% and 2% of our operating income
and 94%, 3% and 3% of our EBITDA, respectively.  In 2004, our E&P, Midstream Services and Natural Gas
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Distribution segments generated 90%, 5%, and 5% of our operating income and 91%, 3% and 6% of our EBITDA,
respectively.  We refer you to �Business � Other Items � Reconciliation of Non-GAAP Measures� in Item 1 of Part I of
this Form 10-K for a table that reconciles EBITDA with our net income as derived from our audited financial
information.

Our Business Strategy

We are focused on providing long-term growth in the net asset value of our business.  Within the E&P segment, we
prepare economic analyses for each of our drilling and acquisition opportunities and rank them based upon the
expected present value added for each dollar invested, which we refer to as Present Value Index, or PVI.  The PVI of
the future expected cash flows for each project is determined using a 10% discount rate. We target creating at least
$1.30 of discounted pre-tax PVI for each dollar we invest in our E&P projects. Our actual PVI results are utilized to
help determine the allocation of our future capital investments.  The key elements of our E&P business strategy are:

•

Exploit and Develop Our Existing Asset Base.  We seek to maximize the value of our existing asset base by
developing properties that have production and reserve growth potential while also controlling per unit production
costs.  Our primary focus is our Fayetteville Shale play, where we hold approximately 892,000 net acres.  Our large
acreage position holds significant production and reserve growth potential.  We intend to aggressively develop our
acreage position by accelerating our drilling program and by improving individual well results through the use of
advanced technologies and detailed technical analysis of our properties.  In our other operating areas, we intend to
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increase our reserves and production by drilling infill locations, expanding known field limits and selectively
recompleting existing wells.   

•

Grow Through New Exploration and Development Activities.  We actively seek to find and develop new conventional
natural gas and oil properties with significant exploration and exploitation potential, as well as new unconventional
resource plays, which we call New Ventures.  New prospects are evaluated based on repeatability, multi-well potential
and land availability as well as other criteria.  Our Fayetteville Shale play began as a New Venture project in 2002.

•

Maximize Efficiency Through Economies of Scale. In our key operating areas, the concentration of our properties
allows us to achieve economies of scale in our drilling and production operations that result in lower costs.  Our new
drilling company, DDI, has already achieved a level of economies of scale with respect to the drilling of our wells in
the Fayetteville Shale play by operating a fleet of rigs designed specifically for the play. DDI has also utilized smaller
truck-mounted rigs to drill the vertical portion of the wellbore, decreasing both the number of drilling days and total
well costs.
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•

Rationalize Our Property Portfolio.  We actively pursue opportunities to reduce production costs of our properties and
improve overall return, including selling marginal properties from our E&P portfolio of assets and acquiring
producing properties and leasehold acreage in the regions in which we operate. We also seek to acquire operational
control of properties with significant unrealized exploration and exploitation potential.

Recent Developments

2007 Planned Capital Investments and Production Guidance.  On December 15, 2006, we announced a planned
capital investment program for 2007 of $1,341 million, an increase of 42% over our 2006 capital program.  Our 2007
capital program includes $1,237 million for our E&P segment, $84 million for our Midstream Services segment, and
$20 million for improvements to our utility systems and for other corporate purposes.  The increased capital program
is expected to be primarily funded by internally-generated cash flow, borrowings under our revolving credit facility
(discussed below) and/or funds raised in the public debt and equity markets.  We also announced our targeted 2007 oil
and gas production of approximately 105.0 to 110.0 Bcfe, an increase of approximately 45% to 50% over our
production in 2006.

Amended and Restated Revolving Credit Agreement.  On February 9, 2007, we amended and restated our $500 million
unsecured revolving credit facility that was due to expire in January 2010, increasing the borrowing capacity to $750
million, lowering the borrowing costs and extending the maturity date to February 2012.  The amount available under
the credit agreement can be increased by up to $250 million in the future upon the agreement of the company and our
existing or additional lenders.

Sale and Leaseback of Drilling Rigs. On December 29, 2006, we entered into a sale and leaseback transaction through
which we sold 13 drilling rigs and related equipment owned by us to various financial institutions and then leased
such drilling rigs and equipment back, along with two additional drilling rigs and related equipment, pursuant to a
Master Lease Agreement of the same date with the same institutions as lessors.  We received $127.3 million in cash
for the 13 rigs and related equipment and recorded a deferred gain of $7.4 million which will be amortized over the
lease term.  

Pipeline Precedent Agreement.  On December 15, 2006, our subsidiary, Southwestern Energy Services Company, or
SES, signed a precedent agreement pursuant to which SES will contract for firm gas transportation services on two
newly-proposed pipeline laterals and related facilities of Texas Gas Transmission, LLC, a subsidiary of Boardwalk
Pipeline Partners, L.P. SES will be a �Foundation Shipper� for the project and will use the proposed laterals and related
facilities primarily to deliver gas volumes produced from our operations in the Fayetteville Shale play in central
Arkansas. Depending on regulatory approvals, the expected in-service date for both laterals is January 1, 2009.  

Sale of Interest in NOARK.  On May 2, 2006, we sold our 25% interest in NOARK Pipeline System, L.P., or NOARK,
a partnership that owns a 723-mile integrated interstate pipeline system known as Ozark Gas Transmission System, to
Atlas Pipeline Partners, L.P. for $69.0 million, resulting in a pre-tax gain of $10.9 million.  

Sale of South Louisiana Properties.  During the fourth quarter of 2006, we completed the sale of our remaining South
Louisiana properties to a private company for $12.7 million. These properties had proved reserves of 7.0 Bcfe and
produced approximately 1.1 Bcfe for the twelve months ended prior to the sale.  As a result of this divestiture, we no
longer have producing properties in the South Louisiana area.
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Exploration and Production

We operate our E&P business in four general regions � the Arkoma Basin, East Texas, the Permian Basin and the
onshore Gulf Coast.  Our E&P business is organized into asset management teams based on the geographic location of
our exploration and development projects.  In addition to our core areas of operations, we actively seek to develop
new conventional exploration projects as well as unconventional plays with significant exploration and exploitation
potential.

Operating income from our E&P segment was $237.3 million in 2006, up from $234.8 million in 2005 and $164.6
million in 2004.  EBITDA from our E&P segment was $386.4 million in 2006, compared to $325.9 million in 2005
and $231.1 million in 2004.  The increases in both our operating income and EBITDA in 2006 and 2005 were due to
increased production volumes and higher realized prices, partially offset by increases in operating costs and
expenditures.  We refer you to �Business � Other Items � Reconciliation of Non-GAAP Measures� in Item 1 of Part I of
this Form 10-K for a reconciliation of EBITDA with our net income.  

Our estimated proved natural gas and oil reserves were 1,026 Bcfe at December 31, 2006, up from 827 Bcfe at
year-end 2005 and 646 Bcfe at year-end 2004.  The overall increase in total reserves in the past three years is
primarily due to the discovery and development of the Fayetteville Shale play in Arkansas, the accelerated
development of our Overton Field in East Texas and our continued conventional drilling program in the Arkoma
Basin.  Our year-end 2006 reserves had a pre-tax PV-10 value of $1,309 million, compared to $1,986 million at
year-end 2005 and $1,218 million at year-end 2004.  The after-tax PV-10 was $1,043 million at year-end 2006, $1,421
million at year-end 2005 and $892 million at year-end 2004.  The decrease in the 2006 pre-tax and after-tax PV-10
values of our reserves is primarily due to a lower market price for natural gas at December 31, 2006.  At December
31, 2006, the market prices for natural gas and crude oil that were used to calculate our PV-10 value were $5.64 per
Mcf and $57.25 per barrel, respectively, compared to $10.08 per Mcf and $61.04 per barrel at December 31, 2005 and
$6.18 per Mcf and $43.45 per barrel at December 31, 2004.  We refer you to Note 6 in the consolidated financial
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statements for a discussion of our standardized measure of discounted future cash flows related to our proved natural
gas and oil reserves and to the risk factor �Although our estimated natural gas and oil reserve data is independently
audited, our estimates may still prove to be inaccurate� in Item 1A of Part I of this Form 10-K and to �Management�s
Discussion and Analysis of Financial Condition and Results of Operations � Forward-Looking Information� in Item 7 of
Part II of this Form 10-K for a discussion of the risks inherent in utilization of standardized measures and estimated
reserve data.

Approximately 95% of our year-end proved reserves were natural gas and 65% were classified as proved developed.
 We operate approximately 77% of our reserves, based on our PV-10 value, and our average proved
reserves-to-production ratio, or average reserve life, approximated 14.2 years at year-end 2006.  Sales of natural gas
production accounted for 91% of total operating revenues for this segment in 2006 and 92% in both 2005 and 2004.
 Natural gas production has generated a substantial portion of total operating revenues as a result of the natural gas
focus of our capital investments in the past three years.

Our reserve replacement ratio has exceeded 300% for the last three years including 2006, where our results were
primarily driven by reserve additions associated with our Fayetteville Shale play.  In 2006, we replaced 386% of our
production volumes by adding 365.5 Bcfe of proved natural gas and oil reserves at a finding and development cost of
$2.75 per Mcfe, including a downward reserve revision of 86.6 Bcfe but excluding $94 million of capital invested in
drilling rigs and related equipment which were subsequently sold and then leased back. In 2005 and 2004, our reserve
replacement
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ratios were 399% and 365%, respectively, and our finding and development costs were $1.71 per Mcfe and $1.43 per
Mcfe, respectively, including net downward reserve revisions of 31.7 Bcfe in 2005 and 12.7 Bcfe in 2004 but
excluding $35 million in capital invested in drilling rigs in 2005.  The downward reserve revisions during 2006 were
primarily due to a comparative decrease in year-end gas prices, combined with performance revisions in our East
Texas and conventional Arkoma Basin properties, which were partially offset by an upward performance revision in
our Fayetteville Shale properties.  The downward reserve revisions in 2005 and 2004 were primarily due to
adjustments to the terminal decline rates for wells at our Overton Field and declines associated with our Gulf Coast
properties.  The increase in our finding and development costs primarily reflects the general increase in material costs
and oilfield service costs to drill and complete wells in our key operating areas, and we expect this trend to continue in
the future.  For the period ending December 31, 2006, our three-year average reserve replacement ratio was 384%, and
our three-year average finding and development cost was $2.04 per Mcfe, including reserve revisions and excluding
our investments in drilling rigs.

Our reserve replacement ratio during 2006, excluding the effect of reserve revisions, was 505%, compared to 450% in
2005 and 388% in 2004.  Our finding and development cost, excluding revisions and our investments in drilling rigs,
was $2.10 per Mcfe in 2006, compared to $1.51 per Mcfe in 2005 and $1.34 per Mcfe in 2004.  The increases in our
finding and development costs during this time period were primarily due to higher costs for drilling and other field
services, and we expect this trend to continue in the future.  Excluding reserve revisions and our investments in
drilling rigs, our three-year average reserve replacement ratio is 454% and our three-year average finding and
development cost is $1.72 per Mcfe.
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The following table provides information as of December 31, 2006, related to proved reserves, well count, net
acreage, PV-10, and 2006 annual information as to production and capital investments, for each of our core operating
areas, for our New Ventures and overall:

Arkoma
Fayetteville East Gulf New

Conventional Shale Play Texas Permian Coast Ventures Total
Estimated Proved Reserves:
Total Reserves (Bcfe) 277 300 383 51 15 - 1,026
   Percent of Total 27% 29% 37% 5% 2% - 100%
   Percent Natural Gas 100% 100% 96% 36% 95% 100% 95%
   Percent Proved Developed 78% 27% 80% 89% 100% 100% 65%

Production (Bcfe) 20.1 11.8 32.0 5.8 2.6 - 72.3
Capital Investments
(millions)(1) $97 $388(1) $204 $25 $7 $46(1) $767
Total Gross Producing Wells 1,009 162 393 411 38 5 2,018
Total Net Producing Wells 493 145 336 160 16 3 1,153

Total Net Acreage        461,761(2)      766,654(3)       94,076(4) 33,193 12,242 99,301 1,467,227
Net Undeveloped Acreage        271,259(2)      715,895(3)       67,488(4) 4,892 5,017 89,592 1,154,143

PV-10:
   Pre-tax (millions) $470 $158 $537 $114 $29 $1 $1,309
   After-tax (millions) $375 $126 $428 $91 $23 - $1,043
   Percent of Total 36% 12% 41% 9% 2% - 100%
   Percent Operated 82% 99% 75% 45% 57% 100% 77%
(1)  Our Fayetteville Shale play capital investments include $29 million in leasehold acquisition costs and exclude $94
million related to the purchase of drilling rigs and related equipment which was sold in December 2006 as part of a
sale and leaseback transaction.  New Ventures capital investments included $3 million relating to drilling wells in the
Arkoma Basin that are now part of our Arkoma Conventional program.

(2)  Includes 123,442 net developed acres and 1,930 net undeveloped acres in our Conventional Arkoma Basin
operating area that are also within our Fayetteville Shale focus area but not included in the Fayetteville Shale acreage
in the table above.

(3)  Assuming we do not drill successful wells to develop the acreage and do not extend the leases in our undeveloped
acreage in the Fayetteville Shale play, leasehold expiring over the next three years will be 6,304 net acres in 2007,
19,451 net acres in 2008, and 105,593 net acres in 2009.

(4)  Assuming we do not drill successful wells to develop the acreage and do not extend the leases in our undeveloped
acreage in the Angelina River Trend in East Texas, leasehold expiring over the next three years will be 404 net acres
in 2007, 20,620 net acres in 2008, and 27,300 net acres in 2009.
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Arkoma Basin.  We have traditionally operated in a portion of the Arkoma Basin that is primarily within the
boundaries of our utility gathering system in Arkansas, which we refer to as the �Fairway.�  In recent years, we have
expanded our activity in the Arkoma Basin to the south and east of the traditional Fairway area and west into the
Oklahoma
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portion of the basin. Our drilling program in the Arkoma Basin is comprised of both conventional and unconventional
activities.  We refer to our drilling program targeting stratigraphic Atokan-age objectives in Oklahoma and Arkansas
as our �conventional Arkoma� drilling program. Our Fayetteville Shale play represents our unconventional drilling
program in the Arkoma Basin.  At December 31, 2006, we had approximately 577 Bcf of natural gas reserves in the
Arkoma Basin, representing approximately 56% of our total reserves, up from 372 Bcf at year-end 2005 and 247 Bcf
at year-end 2004.  

Conventional Arkoma Program. Our conventional Arkoma drilling program continues to provide a solid foundation
for our E&P program and represents a significant source of our production and reserves.  Approximately 277 Bcf of
our reserves at year-end 2006 were attributable to our conventional Arkoma wells.  During 2006, we invested $97
million and participated in 84 wells with 54 producers, four dry holes and 26 wells in progress at year-end, resulting in
a 93% drilling success rate while adding 51.6 Bcf of gas reserves at a finding and development cost of $4.04 per Mcf,
including a net downward reserve revision of 27.5 Bcf primarily related to lower gas prices and an increase in the
terminal decline rates for some of our properties.  This compares to finding and development costs of $1.25 per Mcf in
2005 and $1.11 per Mcf in 2004, including net downward reserve revisions of 0.7 Bcf in 2005 and net upward reserve
revisions of 4.5 Bcf in 2004.  Excluding revisions, finding and development costs would have been $1.89 per Mcf in
2006 and $1.23 per Mcf in both 2005 and 2004.  The increase in our finding costs during this time period was
primarily due to higher costs for drilling and other oilfield services.  Our gas production from our conventional
drilling program in the Arkoma Basin was 20.1 Bcf during 2006, or approximately 55.1 MMcf per day, compared to
20.2 Bcf in 2005 and 20.1 Bcf in 2004.  Production over this time period has remained fairly constant as our drilling
investment is offsetting the natural production decline from existing wells.  

Our conventional activities in the Arkoma Basin continue to generate a significant amount of our cash flow.  With
three-year average finding and development costs of $1.74 per Mcf, including revisions (or $1.46 per Mcf excluding
revisions), and three-year average production, or lifting, costs of $0.60 per Mcf (including production taxes), our cash
margins from our conventional drilling program in the Arkoma Basin are very attractive.  Lifting costs continued to be
low during 2006 at $0.64 per Mcf (including production taxes), compared to $0.68 per Mcf in 2005 and $0.48 per Mcf
in 2004.    

Our strategy in the Fairway is to continue to delineate new geologic prospects and extend previously identified trends
using our extensive expertise in the area.  In recent years, we have extended our development program into the
Oklahoma portion of the Arkoma Basin, and into other areas of the basin in Arkansas that had previously been less
explored.  One of these newer areas is our Ranger Anticline prospect area, or Ranger, located at the southern edge of
the Arkansas portion of the basin, where we have significantly increased our drilling activity over the last few years.  
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Our wells at Ranger have primarily targeted the Upper and Lower Borum tight gas sands between 5,000 and 8,000
feet in depth.  We drilled our first successful well at Ranger in 1997, and as our understanding of the geology at
Ranger has grown, the potentially productive area in the field has expanded.  In 2005, we extended the field
boundaries to the east approximately nine miles.  In 2006, much of our drilling at Ranger Anticline has focused on the
area located between the main producing part of the field and this eastern extension where we have drilled several
higher-rate wells.  Wells completed in 2006 had average estimated ultimate gross reserves of 1.9 Bcf per well.

From 1997 through year-end 2006, we successfully drilled 104 out of 118 wells, adding 95.7 net Bcf of reserves at a
finding and development cost of $1.52 per Mcf, including reserve revisions.  During 2006, we successfully completed
27 out of 29 wells (excluding 15 wells in progress at year-end 2006), which added 28.8 Bcf of new reserves.  Net
production from the field during 2006 was 5.7 Bcf, up from 5.6 Bcf in 2005 and 3.5 Bcf in 2004.  Our average
working interest in the 104 successful wells drilled through December 31, 2006, is 77% and our average net revenue
interest is 63%.

We continue to increase our acreage position at Ranger and, as of December 31, 2006, we held approximately 16,000
gross developed acres and 58,240 gross undeveloped acres and had regulatory approval for well spacing at a minimum
distance of 560 feet between wells. Our average working interest in our gross undeveloped acreage position at Ranger
is 46%.  We believe that Ranger holds significant future development potential.

Late in the third quarter of 2005, we drilled the initial exploratory well on our Midway prospect, which is located
eleven miles north of Ranger.  The USA #1-24 well encountered pay in the Pennsylvania-age Basham and Borum
sands, which are also the producing horizons at Ranger. In 2006, we drilled five offsets to the USA #1-24 discovery.
 Four of these six wells are producing while the remaining wells were waiting on pipeline connection.  Depending on
the performance of the newly drilled wells, there may be significant drilling potential on our Midway acreage block.
At December 31, 2006, we held approximately 28,650 gross acres in our Midway prospect area.

Our conventional Arkoma Basin drilling program continues to be an important focus for our capital program and we
intend to allocate funds to our development drilling and workover programs at a level that, at a minimum, maintains
our
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production and reserve base in this area.  In 2007, we plan to invest approximately $116 million in the conventional
Arkoma program and will drill approximately 100 to 110 wells, including 50 to 60 wells at the Ranger Anticline.

Fayetteville Shale Play.  Our emerging Fayetteville Shale play, which we announced in August 2004, is now the
primary focus of our E&P business.  The Fayetteville Shale is an unconventional gas reservoir located on the
Arkansas side of the Arkoma Basin, ranging in thickness from 50 to 550 feet and ranging in depth from 1,500 to 6,500
feet.  The shale is a Mississippian-age shale that is the geologic equivalent of the Caney Shale found on the Oklahoma
side of the Arkoma Basin and the Barnett Shale found in north Texas. Approximately 300 Bcf of our reserves at
year-end 2006 were attributable to our Fayetteville Shale play, up from approximately 101 Bcf at year-end 2005.
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At December 31, 2006, we held a total of approximately 892,000 net acres in the play area (716,000 net undeveloped
acres, 51,000 net developed acres held by Fayetteville Shale production and approximately 125,000 net acres held by
conventional production).  Excluding our acreage held by conventional production, our acreage position had an
average lease term of 7 years, an average royalty interest of 15% and was obtained at an average cost of $95 per acre.
 To date, we have established production from the Fayetteville Shale in 28 separate pilot areas located in eight
counties in Arkansas over an area which represents approximately 45% of our total acreage position.  During 2007, we
expect to test a large portion of our remaining acreage position to determine its productivity.  During 2006, we also
tested gas from both the Moorefield Shale and Chattanooga (Woodford) Shale, which are located beneath the
Fayetteville Shale. We believe that approximately 130,000 of our net undeveloped acres also holds potential for the
Moorefield Shale.  Our Chattanooga Shale test well is located on our acreage that is held by conventional production
in the Fairway area of the basin.

During the third quarter of 2006, the Arkansas Oil and Gas Commission approved statewide field rules in the
Fayetteville Shale, the Moorefield Shale, and the Chattanooga Shale as �unconventional sources of supply.�  Under the
statewide rules, each drilling unit would consist of a governmental section of approximately 640 acres and operators
would be permitted to drill up to 16 wells per drilling unit for each unconventional source of supply.  At December 31,
2006, based on the assumptions contained in the field rule applications for these fields, we estimate that the expected
drainage from our horizontal wells will be less than 80 acres per well based on existing microseismic data and
reservoir simulation modeling.  We refer you to �Risk Factors � We may have difficulty drilling all of the wells that are
necessary to hold our Fayetteville Shale acreage before the initial lease terms expire, which could result in the loss of
certain leasehold rights� in Item 1A of Part I of this Form 10-K.

Since 2004, we have increased our capital investments dramatically as we have accelerated our drilling program in the
play area.  In 2006, we invested approximately $388 million in our Fayetteville Shale play, which included $316
million to spud 196 wells, $29 million for leasehold acquisition, $14 million for seismic and $29 million in capitalized
costs and other expenses.  In 2005, we invested approximately $119 million, which included $67 million to spud 67
wells, $41 million for leasehold acquisition, $4 million for seismic and $7 million in capitalized costs.  In 2004, we
invested approximately $28 million, which included $12 million to spud 21 wells, $14 million for leasehold
acquisition, and $2 million for other capitalized costs.  

In 2006 and 2005, we also invested $94 million and $35 million, respectively, for the fabrication of 13 new drilling
rigs to be used by our subsidiary, DDI, for drilling wells in the play.  These rigs were sold in December 2006 as part
of a sale and leaseback transaction pursuant to which we also leased two other newly fabricated rigs.  We have options
to repurchase the rigs under the leases as discussed in �Management�s Discussion and Analysis of Financial Condition
and Results of Operations.� At December 31, 2006, DDI had 337 employees, compared to 45 employees at December
31, 2005.  We had a total of 19 rigs running in the Fayetteville Shale play at year-end 2006, including 15 rigs capable
of drilling horizontal laterals and four smaller rigs which are being utilized to drill the initial vertical section of the
horizontal wells.  DDI operates 13 of the 19 rigs we currently have working in the play.  At year-end 2005, we had
three rigs drilling in the Fayetteville Shale play area.

As of December 31, 2006, we had spud a total of 284 wells in the play, 270 of which were operated by us and 14 of
which were outside-operated wells.  Of the wells spud, 196 were drilled in 2006, 67 were drilled in 2005, and 21 were
drilled in 2004, and 226 of the total wells spud were designated as horizontal wells.  At year-end 2006, 172 wells had
been drilled and completed, including 118 horizontal wells.  

Our results to date indicate that optimal development of this large resource will primarily require horizontal wells.
 Early in the project�s life, we hydraulically fractured our wells using nitrogen foam fluid systems.  In 2006, we moved
away from this completion technique and began using slickwater and crosslinked gel systems to complete our wells.
Wells completed using a slickwater or crosslinked gel system have demonstrated improved production performance
over the nitrogen foam fractured wells. During 2007, we plan to continue to experiment with new completion
techniques, fluid systems and lateral lengths to further optimize the performance of our wells.
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The average initial production test rate for the 90 horizontal wells which were fracture stimulated using either
slickwater or crosslinked gel fluids and on production as of December 31, 2006, was 1.5 MMcf per day.  The well
costs for our most recently completed horizontal wells have averaged approximately $2.3 million per well.  The
horizontal wells drilled through December 31, 2006, have had an average vertical depth of 3,500 feet, an average
lateral length of 2,300 feet, and have taken 18 days on average to drill from re-entry to re-entry, after the vertical
portion of the wellbore has been drilled.  

Gross production from our operated wells in the Fayetteville Shale play increased from approximately 9 MMcf per
day at the beginning of 2006 to approximately 100 MMcf per day by year-end, and could reach up to 300 MMcf per
day by the end of 2007.  Our net production from the Fayetteville Shale play was 11.8 Bcf in 2006, compared to 1.8
Bcf in 2005 and 0.1 Bcf in 2004.  Our production in 2007 is estimated to range between 45 and 50 Bcf.  Our total
proved net gas reserves booked in the play at year-end 2006 were 300 Bcf from a total of 434 locations, of which 162
were proved developed producing, 9 were proved developed non-producing and 263 were proved undeveloped.  Of
the 434 locations, 381 were horizontal. Our proved developed reserves have ranged from 0.2 Bcf to 2.8 Bcf per well
and the average gross proved reserves for each of the proved undeveloped wells included in our year-end reserves was
approximately 1.15 Bcf per well, up from 0.95 Bcf per well at the end of 2005.  We currently estimate that the average
ultimate gross production for these wells will be 1.3 to 1.5 Bcf per horizontal well.  Total proved gas reserves booked
in the play in 2005 totaled 101 Bcf from a total of 177 locations, of which 54 were proved developed producing, six
were proved developed non-producing, and 117 were proved undeveloped.  Total proved gas reserves booked in the
play in 2004 totaled approximately 8 Bcf from a total of 20 vertical wells.  

In 2007, we plan to invest $875 million in our Fayetteville Shale play, which includes drilling between 400 and 450
horizontal wells and shooting 3-D seismic over a large portion of our Fayetteville Shale acreage.  We also plan to drill
up to seven horizontal wells in the Moorefield Shale and one horizontal well in the Chattanooga Shale.  Our strategy
going forward is to increase our production through development drilling while also determining the economic
viability of the undrilled portion of our acreage through drilling in new pilot areas.  Our drilling program with respect
to our Fayetteville Shale play is flexible and will be impacted by a number of factors, including the results of our
horizontal drilling efforts, our ability to determine the most effective and economic fracture stimulation, the extent to
which we can replicate the results of our most successful Fayetteville Shale wells on our other Fayetteville Shale
acreage as well as the natural gas and oil commodity price environment. As we continue to gather data about the
Fayetteville Shale, it is possible that additional information may cause us to alter our drilling schedule or determine
that prospects in some portion of our acreage position should not be pursued at all. We refer you to "Risk Factors -
Our drilling plans for the Fayetteville Shale play are subject to change" in Item 1A of Part I of this Form 10-K.

East Texas.  Our East Texas operations are primarily located in the Overton Field in Smith County, Texas, and our
Angelina River Trend located in southern Nacogdoches County, Texas.

Overton Field - Our original interest in the Overton Field (which was approximately 10,800 gross acres) was acquired
in April 2000 for $6 million.  At December 31, 2006, we held approximately 24,400 gross acres with an average
working interest in the Overton Field of 96% and average net revenue interest of 77%.  
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The Overton Field produces from four Taylor series sands in the Cotton Valley formation at approximately 12,000
feet.  When we acquired the field in April 2000, it was primarily developed on 640-acre spacing, or one well per
square mile.  Analogous Cotton Valley fields in the area have been drilled to 80-acre spacing, and in some cases to
40-acre spacing.  

In 2006, we drilled and completed a total of 66 wells, of which 44 were 40-acre spaced wells. This compares to 80
wells drilled and completed in 2005 and 83 wells drilled and completed in 2004.  We have experienced a 100%
success rate at Overton since we began our development drilling program in 2001. Daily gross production at the
Overton Field has increased from approximately 2 MMcfe in March 2001 to approximately 110 MMcfe at year-end
2006 resulting in net production of 29.8 Bcfe, compared to 26.7 Bcfe during 2005 and 21.8 Bcfe in 2004.  Wells
drilled in the field during 2006 averaged approximately $2.3 million to drill and complete, had average initial
production rates of approximately 3.0 MMcfe per day and had average estimated ultimate gross reserves of 1.6 Bcfe
per well.  Our average production costs (including production taxes) were $0.64 per Mcfe in 2006, compared to $0.56
per Mcfe in 2005 and $0.50 per Mcfe in 2004.  The increases in our unit production costs were primarily due to higher
compression costs.

Our proved reserves in East Texas increased to 383 Bcfe at year-end 2006, or 37% of our total reserves, of which 367
Bcfe were in our Overton Field.  Our reserves at Overton were up from 353 Bcfe at year-end 2005 and 297 Bcfe at
year-end 2004, primarily due to the acceleration of our infill drilling program which began in early 2003.  We invested
approximately $155 million at the Overton Field during 2006 which resulted in proved reserve additions of 88.0 Bcfe
at a
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finding and development cost of $3.80 per Mcfe, including a net downward reserve revision of 47.2 Bcfe.  The reserve
revision related to comparatively lower year-end gas prices and performance revisions in some of our existing wells.
 This compares to finding and development costs of $1.91 per Mcfe in 2005 and $1.20 per Mcfe in 2004, including net
downward reserve revisions of 18.8 Bcfe and 19.2 Bcfe, respectively.  Excluding such revisions, our finding and
development costs at Overton were $1.76 per Mcfe in 2006, $1.56 per Mcfe in 2005, and $1.04 per Mcfe in 2004.
 Our finding costs have increased over recent years due to slightly lower reserves per well combined with higher costs
for drilling and other oilfield services.  We expect that this trend will continue with future development wells in the
field.  Additionally, as we continue to drill proved undeveloped locations at Overton for which the reserves were
added in previous years, our finding and development cost per Mcfe will increase in the future.  The average estimated
ultimate recovery of gas and oil reserves from new wells completed in 2006 was approximately 1.6 gross Bcfe per
well, compared to 1.8 gross Bcfe per well in 2005 and 2.0 gross Bcfe per well in 2004.  The consistent decrease in
gross reserves per well is primarily due to our drilling of locations with the highest estimated ultimate recovery earlier
in our development program and is expected to continue.    

Angelina River Trend - Our Angelina River Trend is a collection of eight new development areas, located primarily in
Angelina and Nacogdoches Counties, Texas.  At December 31, 2006, we held approximately 68,900 gross
undeveloped acres and 6,400 gross developed acres.  Our average working interest in this area is 66% and our average
net revenue interest is 51%.  Through December 31, 2006, we had drilled 28 wells in this trend primarily targeting the
Travis Peak formation.  In 2006, we invested $40 million in the Angelina River Trend and drilled 16 wells, 11 of
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which were productive and 5 of which were in progress at year-end.  Net production from the area was 1.8 Bcfe in
2006 and 0.9 Bcfe in 2005, with gross initial production rates from wells drilled during 2006 ranging from 1.0 to 5.1
MMcfe per day and estimated proved reserves ranging from 0.2 to 2.1 Bcfe.  During 2006, a large portion of our
drilling activity consisted of exploratory tests of our acreage position which resulted in the completion of several
marginal wells which lowered our average reserves per well.  The average estimated ultimate recovery of gas and oil
reserves from the wells completed in 2006 was approximately 0.8 gross Bcfe per well with an average drilling and
completion cost of $2.7 million per well.  

In 2007, we plan to invest approximately $163 million in East Texas, drilling up to 39 wells at our Overton field and
we plan on drilling up to 28 wells in our Angelina River Trend, the majority of which are planned offsets to our best
existing wells.

Permian Basin. At December 31, 2006, our proved reserves in the Permian Basin were 51 Bcfe, compared to
approximately 59 Bcfe at year-end 2005 and 61 Bcfe at year-end 2004.  Our production in the basin during 2006 was
5.8 Bcfe, or approximately 15.9 MMcfe per day, compared to 6.9 Bcfe in 2005 and 7.1 Bcfe in 2004.  The decrease in
reserves and production during both 2006 and 2005 was due to the natural decline in these properties, partially offset
by our drilling program.  Our production costs (including production taxes) averaged $2.72 per Mcfe in 2006,
compared to $1.76 per Mcfe in 2005 and $1.21 per Mcfe in 2004.  The increases in our unit production costs during
2006 were primarily due to higher service costs and increased production taxes resulting from higher oil prices,
combined with the decline in our production volumes.  In 2006, we invested $25 million in the Permian Basin and
drilled 12 wells, all of which were successful, resulting in reserve additions of 8.5 Bcfe.  These reserve additions were
more than offset by a net downward reserve revision of 10.7 Bcfe related to lower commodity prices at year-end and
performance revisions.  Excluding such revisions, our finding and development costs in the Permian Basin were $2.90
per Mcfe in 2006, $2.70 per Mcfe in 2005 and $2.62 per Mcfe in 2004.  The increase in our finding and development
costs in both 2006 and 2005 was due to overall higher service costs, and we expect this trend of higher costs to
continue.  In 2007, we plan to invest approximately $18 million in our Permian Basin program to drill up to 18
exploration and exploitation wells.

Gulf Coast.  During 2006, our Gulf Coast operations were located in the onshore areas of Texas and Louisiana.
 During the fourth quarter of 2006, we completed the sale of our remaining South Louisiana properties to a private
company for $12.7 million. These properties had proved reserves of 7.0 Bcfe and produced approximately 1.1 Bcfe
annually.  With this divestiture, we no longer have producing properties in the South Louisiana area.  

Proved reserves in our Gulf Coast properties totaled 15 Bcfe at December 31, 2006, compared to approximately 27
Bcfe at year-end 2005 and 39 Bcfe at year-end 2004.  The decline in reserves in 2006 was primarily due to the
divestiture of our South Louisiana properties.  The decline in reserves in 2005 was primarily due to the natural decline
in these properties, partially offset by new reserve additions from drilling.  Net production from this area in 2006 was
2.6 Bcfe, or approximately 7 MMcfe per day, compared to 3.9 Bcfe in 2005 and 4.6 Bcfe in 2004.  Production costs
(including production taxes) averaged $2.00 per Mcfe during 2006, compared to $1.67 per Mcfe during 2005 and
$1.39 per Mcfe during 2004.  The increase in our unit production costs over the last three years was primarily due to
the decline in production volumes from these properties, as well as general increases in operating costs.  During 2006,
we invested $7 million in the Gulf Coast area including approximately $4 million associated with an ongoing 3-D
seismic program on our Texas Gulf Coast properties. During 2006, we added 0.2 Bcfe of reserves which were more
than offset by downward
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reserve revisions of 2.7 Bcfe.  In 2007, we plan to invest up to $7 million in the Texas Gulf Coast area which includes
drilling up to three wells in the area of our current seismic program.  

Other Exploration and New Ventures.  We have personnel dedicated to the research and identification of active and
potential plays, focusing on both conventional exploration plays and unconventional plays (including coalbed
methane, shale gas and basin-centered gas) as well as the technological aspects such as horizontal drilling and fracture
techniques.  New prospects are evaluated based on repeatability, multi-well potential and land availability as well as
other criteria.  

At December 31, 2006, we held 89,592 net undeveloped acres in areas of the United States outside of our core
operating areas in connection with New Ventures that we are pursuing.  This compares to 116,633 net undeveloped
acres held at year-end 2005 and 47,596 net undeveloped acres held at year-end 2004.  Of the 89,592 net undeveloped
acres held at year-end 2006, approximately 48,956 acres are located in Culberson County, Texas, in the Barnett Shale
play in the Permian Basin.    

In 2006, we invested approximately $46 million in our New Ventures program and drilled a total of seven exploration
wells, of which two were successful, two were dry, and three were in progress at year-end.  The two dry holes that we
drilled in 2006 were unsuccessful conventional exploration tests in the Rocky Mountains area.  Our two successful
wells were both located in our Barnett Shale play in the Permian Basin.  Additionally in 2006, we began drilling on
our recently acquired Riverton coalbed methane project in Caldwell Parish, Louisiana.  We have approximately
11,000 net acres in this project area targeting the Tertiary-age lower Wilcox coals at a depth of approximately 2,800
feet.

In 2005, we invested approximately $26 million in our New Ventures program and drilled a total of six exploration
wells, of which three were successful and one was in progress at year-end.  Our three discoveries in 2005 were located
in East Texas.  Two of the wells are now included in our East Texas operations as part of our Angelina River Trend
development project.  The third East Texas discovery was at our Pines prospect located in Marion County.  Late in the
third quarter of 2005, we spudded a deep Arbuckle test in our Midway prospect area northeast of our Ranger Anticline
area in the Arkoma Basin.  Although the Arbuckle objective did test natural gas, it did not produce at economic rates.
 We completed this well in the uphole Borum and Basham sands, which are producing horizons in the Ranger
Anticline area.  In 2005, we drilled an exploration well to test the Jackfork objective in Perry County, Arkansas, which
was a dry hole, and a new coalbed methane test in Sweetwater County, Wyoming that was unsuccessful.  In 2004, we
invested approximately $2 million in New Ventures, excluding the Fayetteville Shale play, which included drilling
one exploration dry hole in another coalbed methane play.  

In 2007, we plan to invest approximately $58 million in various other exploration and New Ventures projects,
including drilling up to 10 wells in the Woodford Shale in Oklahoma and up to 30 wells in our new coalbed methane
play in northern Louisiana.  

Acquisitions and Divestitures

In 2006, we completed the sale of our remaining South Louisiana properties to a private company for $12.7 million.
These properties had proved reserves of 7.0 Bcfe and produced approximately 1.1 Bcfe annually.  With this
divestiture, we no longer have producing properties in the South Louisiana area.
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In 2006, we acquired additional working interests in our Overton Field for approximately $9 million.  We also
acquired interests in a new coalbed methane project located in Caldwell Parish, Louisiana for approximately $9
million.  In total, we purchased 2.9 Bcfe of proved reserves for $18 million at an average cost of $6.09 per Mcfe.  The
cost per Mcfe was higher than for prior acquisitions due to the potential existence of future drilling opportunities not
currently classified as proved.  

In 2004, we purchased 5.8 Bcfe of proved reserves for $14 million at an average cost of $2.45 per Mcfe.  Almost all of
this investment related to the acquisition of additional working interest in our River Ridge discovery in Lea County,
New Mexico.

Capital Investments

During 2006, we invested a total of $767 million in our primary E&P business activities and $94 million related to the
purchase of drilling rigs and related equipment which were sold in December 2006 as part of a sale and leaseback
transaction.  During 2006, we participated in drilling 382 wells, 230 of which were successful, 9 were dry and 143
were still in progress at year-end.  Of the 143 wells in progress at year-end, 104 were located in our Fayetteville Shale
play.  Our investments focused primarily on our active drilling programs in our Fayetteville Shale play, East Texas,
and the  
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conventional Arkoma Basin.  These drilling programs accounted for 45%, 24%, and 11% of our E&P capital
investments in 2006, respectively, with approximately $388 million invested in our Fayetteville Shale play, $204
million in East Texas and $97 million in our conventional Arkoma Basin program.  In addition, we invested
approximately $25 million in the Permian Basin, $7 million in the Gulf Coast and $46 million in exploration and New
Ventures.

Of the $767 million invested in 2006, approximately $196 million was invested in exploratory drilling, $421 million
in development drilling and workovers, $70 million for leasehold acquisition and seismic expenditures, $18 million
for producing property acquisitions and $62 million in capitalized interest and expenses and other technology-related
expenditures.  During 2005, we invested a total of approximately $451 million in our E&P business and participated
in 247 wells.  Our investments in 2005 included $35 million related to construction payments on the rigs which were
sold in December 2006.  In 2004, we invested $282 million and participated in 204 wells.  The increases in capital
investments and wells drilled over the last two years are primarily due to the acceleration of our drilling program in
the Fayetteville Shale play.

In 2007, we intend to invest approximately $1,237 million in our E&P program, an increase of approximately 44%
over our capital investment level in 2006.  We continue to be focused on our strategy of adding value through the
drillbit, as approximately 82% of our 2006 E&P capital is allocated to drilling.  The Fayetteville Shale play is the
primary focus of our E&P business, and we plan to significantly increase our activity and investment in the play to
approximately $875 million in 2007.  Our capital investments in 2007 will also be focused on our lower-risk
conventional drilling programs in East Texas and the Arkoma Basin.  We plan to invest approximately $163 million
and $116 million in our East Texas and conventional Arkoma Basin programs, respectively, in 2007.  The remainder
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of our E&P capital will be allocated to exploitation projects in the Permian Basin ($18 million), the onshore Texas
Gulf Coast ($7 million), and various other exploration and New Venture projects ($58 million).

Of the $1,237 million allocated to our 2007 E&P capital budget, approximately $937 million will be invested in
development drilling, $75 million in exploratory drilling, $93 million in seismic and other geological and geophysical
expenditures (including approximately $77 million in our Fayetteville Shale play), $46 million in land, and $86
million in capitalized interest and expenses and other equipment, facilities and technology-related expenditures.  We
refer you to �Management's Discussion and Analysis of Financial Condition and Results of Operations � Liquidity and
Capital Resources � Capital Investments� for additional discussion of our planned capital investments in 2007.

Other Revenues

Other revenues and operating income for 2006, 2005 and 2004 also included pre-tax gains of $4.0 million, $3.1
million, and $4.5 million, respectively, related to the sale of gas-in-storage inventory.  

Sales and Major Customers

Our daily natural gas equivalent production averaged 198.1 MMcfe in 2006, up 19% from 167.1 MMcfe in 2005 and
148.2 MMcfe in 2004, and we produced a total of 72.3 Bcfe in 2006, up from 61.0 Bcfe in 2005 and 54.1 Bcfe in
2004.  Our natural gas production was 68.1 Bcf in 2006, compared to 56.8 Bcf in 2005 and 50.4 Bcf in 2004.  The
increase in 2006 production resulted primarily from a 10.0 Bcf increase in production related to our Fayetteville Shale
play and a 4.0 Bcfe increase in production from East Texas, partially offset by a decrease in production from our Gulf
Coast and the Permian Basin properties.  The increase in production in 2005 resulted primarily from a 5.8 Bcfe
increase in production from East Texas, and a 1.9 Bcf increase in our Arkoma production (including a 1.7 Bcf increase
in production from the Fayetteville Shale play).  Production during 2005 was reduced by the effects of curtailment of
a portion of our Overton Field production due to repairs of a transmission line that is not operated by us and by the
effects of Hurricane Katrina. Combined, these events reduced our production by approximately 1.0 Bcfe.  The
increase in 2004 production resulted primarily from an 8.2 Bcfe increase in production from our Overton Field, a 1.3
Bcfe increase in our Arkoma Basin production, and 3.2 Bcfe from our River Ridge discovery in New Mexico.  

We also produced 698,000 barrels of oil in 2006, compared to 705,000 barrels of oil in 2005 and 618,000 barrels of oil
in 2004.  Our oil production decreased during 2006 due to the sale of our South Louisiana properties in the fourth
quarter.  Our oil production increased in 2005 due to increased oil production from East Texas and the Permian Basin.

For 2007, we are targeting our total natural gas and crude oil production to be approximately 105.0 Bcfe to 110.0
Bcfe, which equates to a growth rate of approximately 45% to 50% above our 2006 production volumes.

The vast majority of our gas production and all of our oil production is sold to unaffiliated purchasers.  Unaffiliated
sales of gas and oil production are conducted under contracts that reflect current short-term prices and are
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subject to seasonal price swings.  These combined gas and oil sales to unaffiliated purchasers accounted for 92% of
total E&P revenues in 2006, 90% in 2005, and 89% in 2004.  In 2006, the largest unaffiliated purchaser accounted for
approximately 10% of total E&P revenues.

Our utility subsidiary, Arkansas Western, also purchases a portion of our gas production.  These sales are made by
SEECO primarily under contracts obtained under a competitive bidding process.  We refer you to �Natural Gas
Distribution � Gas Purchases and Supply� for further discussion of these contracts.  Sales to Arkansas Western
accounted for approximately 7% of total E&P revenues in 2006, 9% in 2005, and 10% in 2004.  SEECO�s sales to
Arkansas Western were 4.7 Bcf in 2006, compared to 5.1 Bcf in 2005 and 5.4 Bcf in 2004.  Sales to Arkansas Western
are primarily driven by the utility�s changing supply requirements due to variations in the weather and SEECO�s ability
to obtain gas supply contracts that are periodically placed out for competitive bids.  SEECO�s gas production provided
approximately 36% of the utility�s requirements in 2006, 38% in 2005, and 40% in 2004.  We also sell gas directly to
industrial and commercial transportation customers located on Arkansas Western�s gas distribution systems.  SEECO
also owns an unregulated natural gas storage facility that has historically been utilized to help meet its peak seasonal
sales commitments.  The storage facility is connected to Arkansas Western�s distribution system.

We expect future increases in sales of our gas production to come primarily from sales to unaffiliated purchasers.
 Future sales to Arkansas Western will be dependent upon our success in obtaining gas supply contracts from them.
 We are unable to predict changes in the market demand and price for natural gas, including changes that may be
induced by the effects of weather on demand of both affiliated and unaffiliated customers for our production.

We realized an average wellhead price of $6.55 per Mcf for our natural gas production in 2006, compared to $6.51 per
Mcf in 2005 and $5.21 per Mcf in 2004, including the effect of hedges.  Our hedging activities increased our average
gas price $0.18 in 2006 and decreased our average gas price $1.22 per Mcf in 2005 and $0.59 per Mcf in 2004.  Our
average oil price realized was $58.36 per barrel in 2006, compared to $42.62 in 2005 and $31.47 per barrel in 2004,
including the effect of hedges.  Our hedging activities lowered our average oil price $4.81 per barrel in 2006, $11.75
per barrel in 2005, and $9.08 per barrel in 2004.

We periodically enter into various hedging and other financial arrangements with respect to a portion of our projected
natural gas and crude oil production in order to support certain desired levels of cash flow and to minimize the impact
of price fluctuations.  Our policies prohibit speculation with derivatives and limit swap agreements to counterparties
with appropriate credit standings. At December 31, 2006, we had hedges in place on 65.0 Bcf, or approximately 60%
to 65% of our targeted 2007 gas production, and 35.0 Bcf of our expected 2008 gas production.  Subsequent to
December 31, 2006 and prior to February 23, 2007, we hedged 12.5 Bcf of 2007, 11.0 Bcf of 2008 and 4.0 Bcf of
2009 gas production under fixed price swaps with average prices of $8.03, $7.65 and $7.29 per Mcf, respectively.
 Additionally, we hedged 2.0 Bcf of 2007, 11.0 Bcf of 2008 and 4.0 Bcf of 2009 gas production using costless collars.
The collars relating to 2007 production have a weighted average floor and ceiling price of $8.00 and $10.00 per Mcf,
respectively; the collars relating to 2008 production have a weighted average floor and ceiling price of $8.00 and
$10.26 per Mcf, respectively; and the collars relating to 2009 production have a weighted average floor and ceiling
price of $7.63 and $10.00 per Mcf, respectively. As of February 19, 2007, we have hedged approximately 75% of our
2007 anticipated gas production level. We refer you to Item 7A of this Form 10-K, �Quantitative and Qualitative
Disclosures About Market Risks,� for further information regarding our hedge position at December 31, 2006.

Disregarding the impact of hedges, the average price received for our gas production has historically been
approximately $0.30 to $0.50 per Mcf lower than average NYMEX spot market prices.  However, during both 2006
and 2005, widening market differentials caused the difference in our average price received to be approximately $0.90
per Mcf lower than average spot market prices.  Assuming a NYMEX commodity price of $7.00 per Mcf of gas for
2007, our differential for the average price received for our gas production is expected to be approximately $0.65 to
$0.70 per Mcf below the NYMEX Henry Hub index price, including the impact of our basis hedges.  Assuming a
NYMEX commodity price of $60.00 per barrel of oil for 2007, we expect the average price received for our oil
production during 2007 to be approximately $1.00 per barrel lower than average spot market prices, as market
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differentials reduce the average prices received.

Competition

All phases of the oil and gas industry are highly competitive.  We compete in the acquisition of properties, the search
for and development of reserves, the production and sale of natural gas and oil and the securing of the labor and
equipment required to conduct our operations.  Our competitors include major oil and gas companies, other
independent oil and gas companies and individual producers and operators.  Many of these competitors have financial
and other resources that substantially exceed those available to us.
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Competition in Arkansas has increased in recent years due largely to the development of improved access to interstate
pipelines and our discovery of the Fayetteville Shale play.  The competition for new leases in the Fayetteville Shale
play has become especially intense.  Due to our significant leasehold acreage position in Arkansas and our long-time
presence and reputation in the area, we believe we will continue to be successful in acquiring new leases in Arkansas.
 While improved intrastate and interstate pipeline transportation in Arkansas should increase our access to markets for
our gas production, these markets will also be served by a number of other suppliers.  Consequently, we will
encounter competition that may affect both the price we receive and contract terms we must offer. Outside Arkansas,
we are less established and face competition from a larger number of other producers.

Commencing in 1992, the FERC issued a series of orders (collectively, �Order No. 636�), which require interstate
pipelines to provide transportation separately, or �unbundled,� from the pipelines� sales of gas.  Order No. 636 also
requires pipelines to provide open-access transportation on a basis that is equal for all shippers.  Although Order No.
636 does not directly regulate our activities, the FERC has stated that it intends for Order No. 636 to foster increased
competition within all phases of the natural gas industry.  Starting in 2000, the FERC issued a series of orders
(collectively, �Order No. 637�), which imposed a number of additional reforms designed to enhance competition in
natural gas markets.  Among other things, Order No. 637 revised the FERC pricing policy by waiving price ceilings
for short-term released capacity for a two-year period, and effected changes in FERC regulations relating to
scheduling procedures, capacity segmentation, pipeline penalties, rights of first refusal and information reporting.  The
implementation of these orders has not had a material adverse effect on our results of operations to date.

We cannot predict whether and to what extent any market reforms initiated by the FERC or any new energy
legislation will achieve the goal of increasing competition, lessening preferential treatment and enhancing
transparency in markets in which our natural gas is sold.  However, we do not believe that we will be
disproportionately affected as compared to other natural gas producers and marketers by any action taken by the
FERC or any other legislative body.

Oil Price Controls and Transportation Rates

Sales of crude oil, condensate and gas liquids are not regulated and are made at negotiated prices.  Effective January 1,
1995, the Federal Energy Regulatory Commission, or the FERC, implemented regulations establishing an indexing
system for transportation rates for oil that allowed for an increase in the cost of transporting oil to the purchaser.  The
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implementation of these regulations has not had a material adverse effect on our results of operations.  

Impact of Federal Regulation of Sales of Natural Gas 

Historically, the sale of natural gas in interstate commerce has been regulated pursuant to the Natural Gas Act of 1938,
or the NGA, the Natural Gas Policy Act of 1978, or the NGPA, and regulations promulgated thereunder by the FERC.
 In 1989, Congress enacted the Natural Gas Wellhead Decontrol Act, or the Decontrol Act.  The Decontrol Act
removed all NGA and NGPA price and non-price controls affecting wellhead sales of natural gas effective January 1,
1993 and sales by producers of natural gas can be made at uncontrolled market prices.  

The natural gas industry historically has been heavily regulated and from time to time proposals are introduced by
Congress and the FERC and judicial decisions are rendered that impact the conduct of business in the natural gas
industry.  There can be no assurance that the less stringent regulatory approach recently pursued by the FERC and
Congress will continue.

Midstream Services

Our Midstream Services segment generates revenue through the marketing of our own gas production and third-party
natural gas and through gathering fees associated with the transportation of natural gas to market. Our operating
income from this segment was $4.1 million on revenues of $475.2 million in 2006, compared to $5.7 million on
revenues of $459.9 million in 2005 and $3.2 million on revenues of $315.0 million in 2004. The increases in revenues
are largely attributable to increased volumes marketed, higher purchased gas costs and increased gathering revenues.
 The decrease in operating income during 2006 was due to increased operating costs and expenses that resulted from
increased staffing and other costs associated with our growing gathering activities, and a decrease in the margin
generated by our marketing activities caused in part by increased volatility of locational market differentials in our
core operating areas.
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Gas Marketing

Our gas marketing subsidiary, Southwestern Energy Services Company, was formed in 1996 to better enable us to
capture downstream opportunities which arise through marketing and transportation activity. Our current marketing
operations primarily relate to the marketing of our own gas production and some third-party natural gas.  We marketed
72.7 Bcf of natural gas in 2006, compared to 61.9 Bcf in 2005 and 57.0 Bcf in 2004. Of the total volumes marketed,
purchases from our E&P subsidiaries accounted for 72% in 2006, 76% in 2005, and 77% in 2004.  

Gas Gathering

In 2004, we formed a new subsidiary, DeSoto Gathering Company, L.L.C., that engages in gathering activities related
to the development of our Fayetteville Shale play.  In 2006, we invested approximately $48.7 million related to these
activities and had gathering revenues of $7.9 million, compared to $15.8 million invested and revenues of $1.0 million
in 2005.  Gathering revenues and expenses for this segment are expected to grow substantially over the next few years
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as gathering systems for our Fayetteville Shale play are expanded to support the development of this play.

Competition

Our gas marketing activities compete with numerous other companies offering the same services, many of which
possess larger financial and other resources than we have.  Some of these competitors are affiliates of companies with
extensive pipeline systems that are used for transportation from producers to end-users. Other factors affecting
competition are cost and availability of alternative fuels, level of consumer demand, and cost of and proximity to
pipelines and other transportation facilities.  We believe that our ability to compete effectively within the marketing
segment in the future depends upon establishing and maintaining strong relationships with producers and end-users.

Regulation

On March 15, 2006, the Department of Transportation, or the DOT, issued new rules pertaining to certain gathering
lines. We do not expect compliance with these new rules to have a material adverse impact on our operations.

Natural Gas Distribution

We distribute natural gas to approximately 151,000 customers in northern Arkansas through our subsidiary, Arkansas
Western Gas Company. Our utility is focused on capitalizing on the expanding economy and growth in customers in
its Northwest Arkansas service territory.  Approximately 67% of Arkansas Western�s customers are located in the
Fayetteville-Springdale-Rogers MSA, which the U.S. Census Bureau named as the 6th fastest growing MSA in the
United States in 2001.  In 2003, the Center for Business and Economic Research at the University of Arkansas
estimated that the population of the Fayetteville-Springdale-Rogers MSA should continue to grow approximately 3%
per year until 2025.  In February 2006, the Milken Institute named Northwest Arkansas as the 8th �Best Performing
City� in the United States, based upon job creation and local economic growth, attributable in part to the presence of
Wal-Mart Stores, Inc., one of the largest public corporations in the world, and other large corporations such as Tyson
Foods and J.B. Hunt Transportation.  
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Operating income for our natural gas distribution business was $4.5 million in 2006, compared to $4.9 million in 2005
and $8.5 million in 2004.  EBITDA generated by our utility segment was $10.5 million in 2006, compared to $11.7
million in 2005 and $15.2 million in 2004.  The decrease in 2006 and 2005 operating income and EBITDA resulted
primarily from warmer than normal weather and increased operating costs and expenses, which more than offset a rate
increase that became effective October 31, 2005.  In September 2006, Arkansas Western filed an application for a
general rate increase.  Any increased approved is expected to take effect in July 2007.  We refer you to �Business �
Other Items � Reconciliation of Non-GAAP Measures� in Item 1 of Part I of this Form 10-K for a table that reconciles
EBITDA with our net income as derived from our audited financial information.  In recent years, Arkansas Western
has experienced customer growth of approximately 3% annually in its Northwest Arkansas service territory, while it
has experienced no customer growth in its service territory in Northeast Arkansas.  Based on current economic
conditions in our service territories, we expect this trend in customer growth to continue.

Gas Purchases and Supply

Arkansas Western purchases its system gas supply through a competitive bidding process and directly at the wellhead
under long-term contracts with flexible pricing provisions.  In 2006, SEECO successfully bid on gas supply packages
representing approximately 53% of the requirements for Arkansas Western for 2007, compared to approximately 44%
for 2005 and 55% for 2004.  The contracts awarded to SEECO expire in 2008.

Arkansas Western also purchases gas under its gas supply packages from unaffiliated suppliers accessed by interstate
pipelines.  These purchases are under firm contracts with one-year to two-year terms.  The rates charged by most
suppliers include demand components to ensure availability of gas supply and a commodity component that is based
on monthly indexed market prices.  The pipeline transportation rates include demand charges to reserve pipeline
capacity and commodity charges based on volumes transported.  Less than 3% of the utility�s gas purchases are under
take-or-pay contracts.  Arkansas Western believes that it does not have a significant exposure to take-or-pay liabilities
resulting from these contracts and expects to be able to continue to satisfactorily manage these contracts.

Arkansas Western has a natural gas storage facility connected to its distribution system in Northwest Arkansas that it
utilizes to help meet its peak seasonal demands.  The utility also owns a liquefied natural gas facility and contracts
with an interstate pipeline for additional storage capacity to serve its system in the northeastern part of the state.
 These contracts involve demand charges based on the maximum deliverability, capacity charges based on the
maximum storage quantity, and charges for the quantities injected and withdrawn.

The utility�s rate schedules include a cost of gas rider whereby the actual cost of purchased gas above or below the
projected level included in the rates is permitted to be billed or is required to be credited to customers.  The difference
between actual costs of purchased gas and gas costs recovered from customers is deferred each month and are billed
or credited, as appropriate, to customers in subsequent months.

Arkansas Western enters into hedging activities from time to time with respect to its gas purchases to protect against
the inherent price risks of adverse price fluctuations.  Our gas distribution segment hedged 3.1 Bcf, 4.2 Bcf and 4.5
Bcf, respectively, in 2006, 2005, and 2004, which had the effect of increasing its total gas supply costs by $7.7
million, $2.4 million, and $1.1 million, respectively.  At December 31, 2006, Arkansas Western had 3.1 Bcf of future
gas purchases hedged at an average purchase price of $8.83 per Mcf.  We refer you to Item 7A of this Form 10-K,
�Quantitative and Qualitative Disclosures About Market Risk,� and Note 8 to the consolidated financial statements for
additional information.

Markets and Customers
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Arkansas Western provides natural gas to approximately 134,000 residential, 17,000 commercial, and 170 industrial
customers, while also providing gas transportation services to approximately 113 end-use and off-system customers.
 Total gas throughput in 2006 was 21.9 Bcf, compared to 23.2 Bcf in 2005 and 25.0 Bcf in 2004.  The lower volumes
in both 2006 and 2005 primarily resulted from warmer weather and customer conservation brought about by high gas
prices in recent years. Weather in 2006 was 17% warmer than normal and 8% warmer than in 2005.  Weather in 2005
was 9% warmer than normal and 1% colder than in 2004.

Residential and Commercial.  Approximately 89% of the utility's revenues in 2006 were from residential and
commercial markets.  Residential and commercial customers combined accounted for 56% of total gas throughput for
the gas distribution segment in 2006, compared to 57% in 2005 and 2004.  Gas volumes sold to residential customers
were 7.5 Bcf in 2006, compared to 8.1 Bcf in 2005 and 8.5 Bcf in 2004.  Gas sold to commercial customers totaled 4.7
Bcf in 2006, compared to 5.1 Bcf in 2005 and 5.7 Bcf in 2004.  The fluctuations in gas volumes sold to both
residential and commercial

16 SWN

Table of Contents

customers were driven primarily by warmer weather and customer conservation.  The gas heating load is one of the
most significant uses of natural gas and is sensitive to outside temperatures.  Sales, therefore, vary throughout the
year.  Profits, however, have become less sensitive to fluctuations in temperature as tariffs implemented contain a
weather normalization clause to lessen the impact of revenue increases and decreases that might result from weather
variations during the winter heating season.

Industrial and End-use Transportation.  Deliveries to Arkansas Western�s industrial and end-use transportation
customers were 9.6 Bcf in 2006, 10.0 Bcf in 2005, and 9.8 Bcf in 2004.  No industrial customer accounts for more
than 10% of Arkansas Western�s total throughput.  Arkansas Western offers a transportation service that allows larger
business customers to obtain their own gas supplies directly from other suppliers.  Off-system transportation volumes
were 0.1 Bcf in 2006, less than 0.1 Bcf in 2005 and were 1.0 Bcf in 2004, all to the Ozark Gas Transmission System.
 As of December 31, 2006, a total of 112 customers used the end-use transportation service.

Competition

Arkansas Western has historically maintained a price advantage over alternative fuels such as electricity, fuel oil, and
propane for most applications, enabling it to achieve excellent market penetration levels. However, Arkansas Western
has experienced a general trend in recent years toward lower rates of usage among its customers, largely as a result of
conservation efforts, as well as increasing competition from alternative fuels that has eroded its price advantage.
 Arkansas Western also has the ability to enter into special contracts with larger commercial and industrial customers
that contain lower pricing provisions than the approved tariffs. These contracts can be used to meet competition from
alternate fuels or threats of bypass and must be approved by the APSC.

Regulation

Arkansas Western�s rates and operations are regulated by the APSC and Arkansas Western must obtain the approval of
the APSC in order to increase the rates it charges to its customers.  Arkansas Western operates through municipal
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franchises that are perpetual by virtue of state law but may not be exclusive within a geographic area.

On September 25, 2006, Arkansas Western filed an application with the APSC for a general rate increase of
approximately $13.1 million.  The filing requests a capital structure using the modified balance sheet approach
inclusive of a 50/50 debt-to-equity ratio and a 10.79% return on equity (ROE).  The APSC approved an allowed ROE
of 9.7% in Arkansas Western�s 2005 rate increase.  In this rate case, Arkansas Western hopes to resolve the issues
associated with recovery of lost revenues resulting from energy efficiency programs and declining consumption per
customer.  Any increase approved is expected to take effect in July 2007.  Arkansas Western�s last rate increase of $4.6
million annually was effective October 31, 2005.  Rate increase requests, which may be filed in the future, will depend
on APSC ratemaking policies, customer growth, increases in operating expenses, and additional investment in
property, plant and equipment.

As the regulatory focus of the natural gas industry has shifted from the federal level to the state level, some utilities
across the nation have been required to unbundle residential sales services from transportation services in an effort to
promote greater competition.  There is no such legislation in Arkansas and no regulatory directives related to natural
gas are presently pending.  In recent years, there have been efforts by the Arkansas legislature and the APSC
concerning the issues of deregulation of the retail sale of electricity and a large-user access program for electric
service choice.  Legislation adopted in 2001 for deregulation of the retail sale of electricity was repealed in 2003 and
no legislative action has been taken regarding implementing a large-user access program.

In April 2002, the APSC adopted Natural Gas Procurement Plan Rules for utilities. These rules require utilities to take
all reasonable and prudent steps necessary to develop a diversified gas supply portfolio. The portfolio should consist
of an appropriate combination of different types of gas purchase contracts and/or financial hedging instruments that
are designed to yield an optimum balance of reliability, reduced volatility and reasonable price. Utilities are also
required to submit on an annual basis their gas supply plan, along with their contracting and/or hedging objectives, to
the staff of the APSC for review and determination as to whether it is consistent with these policy principles.

On January 12, 2006, the APSC initiated a notice of inquiry regarding a rulemaking for developing and implementing
energy efficiency programs.  Following a collaborative process, the APSC issued Energy Efficiency Rules on January
11, 2007.  These rules require all gas and electric utilities, excluding electric cooperatives, to file energy efficiency
plans and programs with the APSC.  Quick start or pilot programs are to be implemented by late 2007, and
comprehensive programs are to be implemented in 2009.  Utilities will recover the costs of energy efficiency
programs from their customers.  The APSC will address lost revenues associated with these programs in the utilities�
rate cases.
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In December 2006, the APSC issued new affiliate transactions rules.  In January 2007, Arkansas Western and other
utilities requested rehearing of these rules.  On February 16, 2007, the APSC issued an order granting a rehearing and
staying the implementation of the affiliate transaction rules pending further review.  A public hearing on this issue is
scheduled for March 27, 2007.  Arkansas Western anticipates that these rules, if not modified on rehearing, will
increase its regulatory costs and overall cost of service.
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Gas distribution revenues in future years will be impacted by APSC policies, customer growth, customer usage and
rate increases allowed by the APSC.  We refer you to �Risk Factors � We incur substantial costs to comply with
government regulations, especially regulations relating to environmental protection, and could incur even greater costs
in the future� in Item 1A of Part I of this Form 10-K for a discussion of the impact of government regulation on our
natural gas distribution business.

Transportation and Other

On May 2, 2006, we sold our 25% interest in NOARK Pipeline System, Limited Partnership (NOARK), a partnership
that owns a 723-mile integrated interstate pipeline system known as Ozark Gas Transmission System, to Atlas
Pipeline Partners, L.P. for $69.0 million, resulting in a pre-tax gain of $10.9 million.  In connection with the sale, we
assumed $39.0 million of partnership debt that we had previously guaranteed.  Our share of NOARK�s results of
operations was a pre-tax gain of $0.9 million in 2006 prior to the sale, compared to a pre-tax gain of $1.6 million in
2005 and a pre-tax loss of $0.4 million in 2004.  The pre-tax gain in both 2006 and 2005 was primarily due to the
increase in volumes transported and higher transportation rates collected for those volumes.  The pre-tax loss in 2004
was due primarily to a $0.4 negative adjustment from the operator of the pipeline for prior period allocations of
income and expenses to the partners.  

Historically, our other operations have consisted of the activities of our wholly-owned subsidiary, A. W. Realty
Company, a company with real estate development activities concentrated on tracts of land located near our offices in
Fayetteville, Arkansas.  There were no sales of commercial real estate in 2006.  During 2005, we sold approximately
1.6 acres of commercial real estate for a pre-tax gain of $0.4 million.  During 2004, we sold 45.5 acres of commercial
real estate for a pre-tax gain of $5.8 million.  These amounts were reflected in �Gas transportation and other� revenues
in our income statement.  As of December 31, 2006, A. W. Realty Company owned an interest in approximately 15
acres of undeveloped real estate.

Other Items

Reconciliation of Non-GAAP Measures

EBITDA is defined as net income plus interest, income tax expense, depreciation, depletion and amortization.  We
have included information concerning EBITDA in this Form 10-K because it is used by certain investors as a measure
of the ability of a company to service or incur indebtedness and because it is a financial measure commonly used in
our industry.  EBITDA should not be considered in isolation or as a substitute for net income, net cash provided by
operating activities or other income or cash flow data prepared in accordance with generally accepted accounting
principles or as a measure of our profitability or liquidity.  EBITDA as defined above may not be comparable to
similarly titled measures of other companies.

We believe that net income is the financial measure calculated and presented in accordance with generally accepted
accounting principles that is most directly comparable to EBITDA as defined.  The following table reconciles
EBITDA as defined with our net income, as derived from our audited financial information for the years-ended
December 31, 2006, 2005 and 2004:
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2006 E&P
Midstream
 Services

Natural Gas
Distribution Other Total

Net income $

151,157

$

2,976

$

2,190

$

6,313

$

162,636
Depreciation, depletion and amortization 143,500 1,773 6,428 94 151,795
Net interest expense 508 - 171 - 679
Provision for income taxes      91,276           554        1,698        5,871       99,399
EBITDA $ 386,441 $     5,303 $   10,487 $   12,278 $  414,509

2005
Net income $

144,349

$

2,962

$

203

$

246

$

147,760
Depreciation, depletion and amortization 89,229 303 7,010 99 96,641
Net interest expense 8,416 1,054 4,429 1,141 15,040
Provision for income taxes      83,921        1,668             11            831       86,431
EBITDA $ 325,915 $     5,987 $   11,653 $      2,317 $   345,872

2004
Net income $

96,307

$

2,000

$

2,617

$

2,652

$

103,576
Depreciation, depletion and amortization 68,065 67 6,696 91 74,919
Net interest expense 11,537 - 4,461 994 16,992
Provision for income taxes      55,197        1,151        1,471        1,959      59,778
EBITDA $ 231,106 $     3,218 $   15,245 $     5,696 $ 255,265

Environmental Matters

Our operations are subject to numerous federal, state and local laws and regulations including the Comprehensive
Environmental Response, Compensation and Liability Act, or CERCLA, the Clean Water Act, the Clean Air Act and
similar state statutes.  These laws and regulations require permits for drilling wells and the maintenance of bonding
requirements in order to drill or operate wells and also regulate the spacing and location of wells, the method of
drilling and casing wells, the surface use and restoration of properties upon which wells are drilled, the plugging and
abandoning of wells, the prevention and cleanup of pollutants and other matters.  We maintain insurance against costs
of clean-up operations, but we are not fully insured against all such risks.  Although future environmental obligations
are not expected to have a material impact on the results of our operations or financial condition, there can be no
assurance that future developments, such as increasingly stringent environmental laws or enforcement thereof, will not
cause us to incur material environmental liabilities or costs.

Failure to comply with these laws and regulations may result in the assessment of administrative, civil and
criminal fines and penalties and the imposition of injunctive relief.  Changes in environmental laws and regulations
occur frequently, and any changes that result in more stringent and costly waste handling, storage, transport, disposal
or cleanup requirements could materially adversely affect our operations and financial position, as well as those in the
natural gas and oil industry in general.  Although we believe that we are in substantial compliance with
applicable environmental laws and regulations and that continued compliance with existing requirements will not have
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a material adverse impact on us, there can be no assurance that this trend will continue in the future.

The Oil Pollution Act, as amended, or the OPA, and regulations thereunder impose a variety of requirements on
�responsible parties� related to the prevention of oil spills and liability for damages resulting from such spills in United
States� waters.  A �responsible party� includes the owner or operator of an onshore facility, pipeline or vessel, or the
lessee or permittee of the area in which an offshore facility is located.  OPA assigns liability to each responsible party
for oil cleanup costs and a variety of public and private damages.  While liability limits apply in some
circumstances, a party cannot take advantage of liability limits if the spill was caused by gross negligence or willful
misconduct or resulted from violation of a federal safety, construction or operating regulation.  If the party fails to
report a spill or to cooperate fully in the cleanup, liability limits likewise do not apply.  Few defenses exist to the
liability imposed by OPA.  OPA imposes ongoing requirements on a responsible party, including the preparation of oil
spill response plans and proof of financial responsibility to cover environmental cleanup and restoration costs that
could be incurred in connection with an oil spill.  

CERCLA, also known as the �Superfund law,� imposes liability, without regard to fault or the legality of the original
conduct, on certain classes of persons that are considered to be responsible for the release of a �hazardous substance�
into the environment.  These persons include the owner or operator of the disposal site or sites where the release
occurred and companies that transported or disposed or arranged for the transport or disposal of the hazardous
substances
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found at the site. Persons who are or were responsible for releases of hazardous substances under CERCLA may be
subject to joint and several liability for the costs of cleaning up the hazardous substances that have been released into
the environment and for damages to natural resources, and it is not uncommon for neighboring landowners and other
third parties to file claims for personal injury and property damage allegedly caused by the hazardous substances
released into the environment.  

The Resource Conservation and Recovery Act, as amended, or the RCRA, generally does not regulate wastes
generated by the exploration and production of natural gas and oil.  The RCRA specifically excludes from the
definition of hazardous waste �drilling fluids, produced waters and other wastes associated with the exploration,
development or production of crude oil, natural gas or geothermal energy.�  However, legislation has been proposed in
Congress from time to time that would reclassify certain natural gas and oil exploration and production wastes as
�hazardous wastes,� which would make the reclassified wastes subject to much more stringent handling, disposal and
clean-up requirements. If such legislation were to be enacted, it could have a significant impact on our operating
costs, as well as the natural gas and oil industry in general.  Moreover, ordinary industrial wastes, such as paint
wastes, waste solvents, laboratory wastes and waste oils, may be regulated as hazardous waste.

We own or lease, and have in the past owned or leased, onshore properties that for many years have been used for or
associated with the exploration and production of natural gas and oil.  Although we have utilized operating and
disposal practices that were standard in the industry at the time, hydrocarbons or other wastes may have been disposed
of or released on or under the properties owned or leased by us on or under other locations where such wastes have
been taken for disposal. In addition, a portion of these properties have been operated by third parties whose treatment
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and disposal or release of wastes was not under our control.  These properties and the wastes disposed thereon may be
subject to CERCLA, the Clean Water Act, the RCRA and analogous state laws.  Under such laws, we could be
required to remove or remediate previously disposed wastes (including waste disposed of or released by prior owners
or operators) or property contamination (including groundwater contamination by prior owners or operators), or
to perform remedial plugging or closure operations to prevent future contamination.   

The Federal Water Pollution Control Act, as amended, or the FWPCA, imposes restrictions and strict controls
regarding the discharge of produced waters and other natural gas and oil waste into navigable waters.  Permits must be
obtained to discharge pollutants to waters and to conduct construction activities in waters and wetlands.  The FWPCA
and similar state laws provide for civil, criminal and administrative penalties for any unauthorized discharges of
pollutants and unauthorized discharges of reportable quantities of oil and other hazardous substances.  Many state
discharge regulations and the Federal National Pollutant Discharge Elimination System general permits issued by the
Environmental Protection Agency, or the EPA, prohibit the discharge of produced water and sand, drilling fluids, drill
cuttings and certain other substances related to the natural gas and oil industry into coastal waters.  Although the costs
to comply with zero discharge mandates under federal or state law may be significant, the entire industry is expected
to experience similar costs and we believe that these costs will not have a material adverse impact on our results of
operations or financial position.  The EPA has adopted regulations requiring certain natural gas and oil exploration
and production facilities to obtain permits for storm water discharges. Costs may be associated with the treatment of
wastewater or developing and implementing storm water pollution prevention plans.

Employees

At December 31, 2006, we had 1,278 total employees, including 364 employed by our natural gas utility and 337
employed by our drilling company.  None of our employees were covered by a collective bargaining agreement at
year-end 2006.  We believe that our relationships with our employees are good.

GLOSSARY OF CERTAIN INDUSTRY TERMS

The definitions set forth below shall apply to the indicated terms as used in this Form 10-K.  All volumes of natural
gas referred to herein are stated at the legal pressure base of the state or area where the reserves exist and at 60 degrees
Fahrenheit and in most instances are rounded to the nearest major multiple.

�Bcf�  One billion cubic feet of gas.

�Bcfe�  One billion cubic feet of gas equivalent.  Determined using the ratio of one barrel of crude oil to six Mcf of
natural gas.

�Bbl�  One stock tank barrel, or 42 U.S. gallons liquid volume, used herein in reference to crude oil or other liquid
hydrocarbons.

20 SWN

Table of Contents

Edgar Filing: SOUTHWESTERN ENERGY CO - Form 10-K

29



�Btu�  British thermal unit, which is the heat required to raise the temperature of a one-pound mass of water from 58.5
to 59.5 degrees Fahrenheit.

�Dekatherm�  A thermal unit of energy equal to 1,000,000 British thermal units (Btu�s), that is, the equivalent of 1,000
cubic feet of gas having a heating content of 1,000 Btu�s per cubic foot.

�Development drilling�  The drilling of a well within the proved area of an oil or gas reservoir to the depth of a
stratigraphic horizon known to be productive.

�Downspacing�   The process of drilling additional wells within a defined producing area to increase recovery of
natural gas and oil from a known reservoir.

�EBITDA�  Represents net income attributable to common stock plus interest, income taxes, depreciation, depletion and
amortization.  We refer you to �Business � Other Items � Reconciliation of Non-GAAP Measures� in Item 1 of Part I of
this Form 10-K for a table that reconciles EBITDA with our net income as derived from our audited financial
information.

�Exploratory prospects or locations�  A location where a well is drilled to find and produce natural gas or oil reserves
not classified as proved, to find a new reservoir in a field previously found to be productive of oil or gas in another
reservoir or to extend a known reservoir.

�Finding and development costs�  Costs associated with acquiring and developing proved natural gas and oil reserves
which are capitalized pursuant to generally accepted accounting principles, including any capitalized general and
administrative expenses.

�Fracture stimulation� A process whereby fluids mixed with proppants are injected into a wellbore under pressure in
order to fracture, or crack open, reservoir rock, thereby allowing oil and/or natural gas trapped in the reservoir rock to
travel through the fractures and into the well for production.

�Gross acreage or gross wells�  The total acres or wells, as the case may be, in which a working interest is owned.

�Infill drilling�  Drilling wells in between established producing wells, see also �Downspacing.�

�LIBOR�  Represents the London Inter-Bank Overnight Rate of interest.

�MBbls�  One thousand barrels of crude oil or other liquid hydrocarbons.

�Mcf�  One thousand cubic feet of natural gas.

�Mcfe�  One thousand cubic feet of natural gas equivalent.  Determined using the ratio of one barrel of crude oil to six
Mcf of natural gas.

�MMBbls�  One million barrels of crude oil or other liquid hydrocarbons.

�MMBtu�  One million Btu�s.

�MMcf�  One million cubic feet of natural gas.

�MMcfe�  One million cubic feet of natural gas equivalent.  Determined using the ratio of one barrel of crude oil to six
Mcf of natural gas.
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�Net acres or net wells�  The sum of the fractional working interests owned in gross acres or gross wells.

�Net revenue interest�  Economic interest remaining after deducting all royalty interests, overriding royalty interests and
other burdens from the working interest ownership.

�NYMEX�  The New York Mercantile Exchange.

�Operating interest�  An interest in natural gas and oil that is burdened with the cost of development and operation of the
property.
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�Play�  A term applied to a portion of the exploration and production cycle following the identification by geologists
and geophysicists of areas with potential oil and gas reserves.

�Present Value Index� or �PVI� A measure that is computed for projects by dividing the dollars invested into the PV-10
resulting from the investment.

�Producing property�  A natural gas and oil property with existing production.

�Proved developed reserves� Proved reserves that can be expected to be recovered from existing wells with existing
equipment and operating methods. For additional information, see the SEC�s definition in Rule 4-10(a)(3) of
Regulation S-X, which is available at the SEC�s website, http://www.sec.gov/divisions/corpfin/forms/regsx.htm#gas

�Proved reserves�  The estimated quantities of crude oil, natural gas and natural gas liquids which geological and
engineering data demonstrate with reasonable certainty to be recoverable in future years from known reservoirs under
existing economic and operating conditions. For additional information, see the SEC�s definition in Rule 4-10(a)(2)(i)
through (iii) of Regulation S-X, which is available at the SEC�s website, http://www.sec.gov/divisions/corpfin/
forms/regsx.htm#gas.

�Proved undeveloped reserves�  Proved reserves that are expected to be recovered from new wells on undrilled acreage,
or from existing wells where a relatively major expenditure is required for recompletion.  Reserves on undrilled
acreage shall be limited to those drilling units that offset productive units and that are reasonably certain of production
when drilled. For additional information, see the SEC�s definition in Rule 4-10(a)(4) of Regulation S-X, which is
available at the SEC�s website, http://www.sec.gov/divisions/corpfin/forms/regsx.htm#gas.

�PV-10�  When used with respect to natural gas and oil reserves, PV-10 means the estimated future gross revenue to be
generated from the production of proved reserves, net of estimated production and future development costs, using
prices and costs in effect as of the date of the report or estimate, without giving effect to non-property related expenses
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such as general and administrative expenses, debt service and future income tax expense or to depreciation, depletion
and amortization, discounted using an annual discount rate of 10%.  Also referred to as �present value.� After-tax PV-10
is also referred to as �standardized measure� and is net of future income tax expense.

 �Recomplete� This term refers to the technique of drilling a separate well-bore from all existing casing in order to reach
the same reservoir, or redrilling the same well-bore to reach a new reservoir after production from the original
reservoir has been abandoned.  

�Royalty interest�  An interest in a natural gas and oil property entitling the owner to a share of oil or gas production
free of production costs.

�Step-out well�  A well drilled adjacent to a proven well but located in an unproven area; a well located a �step out� from
proven territory in an effort to determine the boundaries of a producing formation.

�Undeveloped acreage�  Lease acreage on which wells have not been drilled or completed to a point that would permit
the production of commercial quantities of natural gas and oil regardless of whether such acreage contains proved
reserves.

�Well spacing� The regulation of the number and location of wells over an oil or gas reservoir, as a conservation
measure.  Well spacing is normally accomplished by order of the regulatory conservation commission.  The order may
be statewide in its application (subject to change for local conditions) or it may be entered for each field after its
discovery.  

�Working interest�  An operating interest that gives the owner the right to drill, produce and conduct operating activities
on the property and to receive a share of production.

�Workovers�  Operations on a producing well to restore or increase production.

�WTI�  West Texas Intermediate, the benchmark crude oil in the United States.
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ITEM 1A.  RISK FACTORS

In addition to the other information included in this Form 10-K, the following risk factors should be considered in
evaluating our business and future prospects. The risk factors described below are not necessarily exhaustive and
investors are encouraged to perform their own investigation with respect to us and our business. Investors should also
read the other information included in this Form 10-K, including our financial statements and the related notes and
�Management�s Discussion and Analysis of Financial Condition and Results of Operations � Forward-Looking
Information.�

Natural gas and oil prices are volatile.  Volatility in natural gas and oil prices can adversely affect our results
and the price of our common stock.  This volatility also makes valuation of natural gas and oil producing
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properties difficult and can disrupt markets.

Natural gas and oil prices have historically been, and are likely to continue to be, volatile.  The prices for natural gas
and oil are subject to wide fluctuation in response to a number of factors, including:

•

relatively minor changes in the supply of and demand for natural gas and oil;

•

•

market uncertainty;

•

worldwide economic conditions;

•

weather conditions;

•

import prices;

•

political conditions in major oil producing regions, especially the Middle East;

•

actions taken by OPEC;  

•

competition from other sources of energy; and

•

economic, political and regulatory developments.

Price volatility makes it difficult to budget and project the return on exploration and development projects involving
our natural gas and oil properties and to estimate with precision the value of producing properties that we may own or
propose to acquire.  In addition, unusually volatile prices often disrupt the market for natural gas and oil properties, as
buyers and sellers have more difficulty agreeing on the purchase price of properties.  Our quarterly results of
operations may fluctuate significantly as a result of, among other things, variations in natural gas and oil prices and
production performance.  In recent years, natural gas and oil price volatility has become increasingly severe.  

A substantial or extended decline in natural gas and oil prices would have a material adverse affect on us.
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Natural gas and oil prices have recently been at or near their highest historical levels.  A substantial or extended
decline in natural gas and oil prices would have a material adverse effect on our financial position, our results of
operations, our access to capital and the quantities of natural gas and oil that may be economically produced by us.  A
significant decrease in price levels for an extended period would negatively affect us in several ways including:

•

our cash flow would be reduced, decreasing funds available for capital expenditures employed to replace reserves or
increase production;

•

certain reserves would no longer be economic to produce, leading to both lower proved reserves and cash flow; and

•

access to other sources of capital, such as equity or long-term debt markets, could be severely limited or unavailable.

Consequently, our revenues and profitability would suffer.

Lower natural gas and oil prices may cause us to record ceiling test write-downs.

We use the full cost method of accounting for our natural gas and oil operations.  Accordingly, we capitalize the cost
to acquire, explore for and develop natural gas and oil properties.  Under the full cost accounting rules of the SEC, the
capitalized costs of natural gas and oil properties - net of accumulated depreciation, depletion and amortization, and
deferred income taxes - may not exceed a �ceiling limit.�  This is equal to the present value of estimated future net cash
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flows from proved natural gas and oil reserves, discounted at 10 percent, plus the lower of cost or fair value of
unproved properties included in the costs being amortized, net of related tax effects.

These rules generally require pricing future natural gas and oil production at the unescalated natural gas and oil prices
in effect at the end of each fiscal quarter, including the impact of derivatives qualifying as hedges.  They also require a
write-down if the ceiling limit is exceeded, even if prices declined for only a relatively short period of time.  Once a
write-down is taken, it cannot be reversed in future periods even if natural gas and oil prices increase.

If natural gas and oil prices decline below levels at December 31, 2006, a write-down may occur.  Write-downs
required by these rules do not impact cash flow from operating activities but do reduce net income and stockholders'
equity.

We may have difficulty financing our planned capital expenditures which could adversely affect our growth.
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We have experienced and expect to continue to experience substantial capital expenditure and working capital needs,
particularly as a result of our drilling program. Our planned capital expenditures for 2007 are expected to significantly
exceed the net cash generated by our operations.  We expect to borrow under our credit facility to fund capital
expenditures that are in excess of our net cash flow and cash on hand.  Our ability to borrow under our credit facility
is subject to certain conditions.  At December 31, 2006, we were in compliance with the borrowing conditions of our
credit facility.  If we are not in compliance with the terms of our credit facility in the future, we may not be able to
borrow under it to fund our capital expenditures.  We also cannot be certain that other additional financing will be
available to us on acceptable terms or at all.  In the event additional capital resources are unavailable, we may curtail
our drilling, development and other activities or be forced to sell some of our assets on an untimely or unfavorable
basis.  Any such curtailment or sale could have a material adverse effect on our results and future operations.

Working interest owners of some of our properties may be unwilling or unable to cover their portion of
development costs, which could change our exploration and development plans.  

Some of our working interest owners may have difficulties obtaining the capital needed to finance their activities, or
may believe that estimated drilling and completion costs are excessive. As a result, these working interest owners may
be unable or unwilling to pay their share of well costs as they become due. These problems could cause us to change
our development plans for these properties.

Although our estimated natural gas and oil reserve data is independently audited, our estimates may still prove
to be inaccurate.

Our reserve data represents the estimates of our reservoir engineers made under the supervision of our management.
 Our reserve estimates are audited each year by Netherland, Sewell & Associates, Inc., an independent petroleum
engineering firm.  In conducting its audit, the engineers and geologists of Netherland, Sewell & Associates study our
major properties in detail and independently develop reserve estimates.  The estimates of Netherland, Sewell &
Associates, Inc. may differ significantly on an individual property basis from our estimates. When, in the aggregate,
such differences are within 10%, Netherland, Sewell & Associates, Inc. is generally satisfied that the estimates of
proved reserves are reasonable.  

Reserve estimates are prepared for each of our properties annually by the reservoir engineers assigned to the asset
management team in the geographic locations in which the property is located.  These estimates are reviewed by
senior engineers who are not part of the asset management teams and by the president of our E&P subsidiaries.
 Finally, the estimates of our proved reserves together with the audit report of Netherland, Sewell & Associates, Inc.
are reviewed by our Board of Directors.  There are numerous uncertainties and risks that are inherent in estimating
quantities of natural gas and oil reserves and projecting future rates of production and timing of development
expenditures as many factors are beyond our control.  We incorporate many factors and assumptions into our
estimates including:

•

expected reservoir characteristics based on geological, geophysical and engineering assessments;

•

future production rates based on historical performance and expected future operating and investment activities;
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•

future oil and gas prices and quality and locational differentials; and

•

future development and operating costs.
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Although we believe our assumptions are reasonable based on the information available to us at the time we prepare
our estimates, our actual results could vary considerably from estimated quantities of proved natural gas and oil
reserves (in the aggregate and for a particular geographic location), production, revenues, taxes and development and
operating expenditures.  In addition, our estimates of reserves may be subject to downward or upward revision based
upon production history, results of future exploration and development, prevailing natural gas and oil prices, operating
and development costs and other factors.  In 2006, our reserves were revised downward by 86.6 Bcfe, primarily due to
lower prevailing oil and gas prices at year-end combined with performance revisions in some of our East Texas and
conventional Arkoma Basin properties, which were partially offset by an upward performance revision in our
Fayetteville Shale properties.  In 2005, our reserves were revised downward by 31.7 Bcfe, primarily due to
unexpected declines associated with our Gulf Coast properties and minor changes to decline rates for our wells at the
Overton Field.  In 2004, reserves were revised downward by 12.7 Bcfe due primarily to slightly higher decline rates
related to some of the wells in our Overton Field in East Texas.  These revisions represented no greater than 8% of our
total reserve estimates in each of these years, which we believe is indicative of the effectiveness of our internal
controls.  Because we review our reserve projections for every property at the end of every year, any material change
in a reserve estimate is included in subsequent reserve reports.

Finally, recovery of undeveloped reserves generally requires significant capital expenditures and successful drilling
operations.  At December 31, 2006, approximately 35% of our estimated proved reserves were undeveloped.  Our
reserve data assume that we can and will make these expenditures and conduct these operations successfully, which
may not occur.  Please read �Management�s Discussion and Analysis of Financial Condition and Results of Operations �
Forward-Looking Information� in Item 7 of Part II of this Form 10-K for additional information regarding the
uncertainty of reserve estimates.

Our future level of indebtedness and the terms of our financing arrangements may adversely affect operations
and limit our growth.

At December 31, 2006, we had long-term indebtedness of only $137.8 million and we had no borrowings under our
revolving credit facility.  However, we have significantly increased our planned capital expenditures for 2007 and
currently expect to incur significant additional indebtedness in order to fund a portion of these expenditures.  See also
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our risk factor headed �We may have difficulty financing our planned capital expenditures which could adversely affect
our growth,� above.

The terms of the indenture relating to our outstanding senior notes, our revolving credit facility and the master lease
agreement relating to our drilling rigs, which we collectively refer to as our �financing agreements,� impose restrictions
on our ability and, in some cases, the ability of our subsidiaries to take a number of actions that we may otherwise
desire to take, including one or more of the following:

•

incurring additional debt, including guarantees of indebtedness;

•

redeeming stock or redeeming debt;

•

making investments;

•

creating liens on our assets; and

•

selling assets.

Our level of indebtedness and off-balance sheet obligations, and the covenants contained in our financing agreements,
could have important consequences for our operations, including:

•

requiring us to dedicate a substantial portion of our cash flow from operations to required payments, thereby reducing
the availability of cash flow for working capital, capital expenditures and other general business activities;

•

limiting our ability to obtain additional financing in the future for working capital, capital expenditures, acquisitions
and general corporate and other activities;

•

limiting our flexibility in planning for, or reacting to, changes in our business and the industry in which we operate;
and

•

detracting from our ability to successfully withstand a downturn in our business or the economy generally.

Edgar Filing: SOUTHWESTERN ENERGY CO - Form 10-K

37



25 SWN

Table of Contents

Our ability to comply with the covenants and other restrictions in our financing agreements may be affected by events
beyond our control, including prevailing economic and financial conditions.  If we fail to comply with the covenants
and other restrictions, it could lead to an event of default and the acceleration of our obligations under those
agreements, and in the case of the master lease agreement, loss of use of our drilling rigs.  We may not have sufficient
funds to make such payments.  If we are unable to satisfy our obligations with cash on hand, we could attempt to
refinance such debt, sell assets or repay such debt with the proceeds from an equity offering.  We cannot assure you
that we will be able to generate sufficient cash flow to pay the interest on our debt, to meet our lease obligations, or
that future borrowings, equity financings or proceeds from the sale of assets will be available to pay or refinance such
debt or obligations.  The terms of our financing agreements may also prohibit us from taking such actions.  Factors
that will affect our ability to raise cash through an offering of our capital stock, a refinancing of our debt or a sale of
assets include financial market conditions and our market value and operating performance at the time of such
offering or other financing.  We cannot assure you that any such proposed offering, refinancing or sale of assets can be
successfully completed or, if completed, that the terms will be favorable to us.

If we fail to find or acquire additional reserves, our reserves and production will decline materially from their
current levels.

The rate of production from natural gas and oil properties generally declines as reserves are depleted.  Except to the
extent that we acquire additional properties containing proved reserves, conduct successful exploration and
development activities, successfully apply new technologies or, through engineering studies, identify additional
behind-pipe zones or secondary recovery reserves, our proved reserves will decline materially as reserves are
produced.  Future natural gas and oil production is, therefore, highly dependent upon our level of success in acquiring
or finding additional reserves.

Our drilling plans for the Fayetteville Shale play are subject to change.

As of December 31, 2006, we had drilled and completed 172 wells relating to our Fayetteville Shale play. The
majority of these wells were drilled across an area that represents approximately 45% of our large acreage position.
Our drilling plans with respect to our Fayetteville Shale play are flexible and are dependent upon a number of factors,
including the extent to which we can replicate the results of our most successful Fayetteville Shale wells on our other
Fayetteville Shale acreage as well as the natural gas and oil commodity price environment.  The determination as to
whether we continue to drill wells in the Fayetteville Shale may depend on any one or more of the following factors:

•

our ability to determine the most effective and economic fracture stimulation for the Fayetteville Shale formation;

•

material changes in natural gas prices;

•
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changes in the estimates of costs to drill or complete wells;

•

the extent of our success in drilling and completing horizontal wells;

•

our ability to reduce our exposure to costs and drilling risks;

•

the costs and availability of drilling equipment;

•

success or failure of wells drilled in similar formations or which would use the same production facilities;

•

receipt of additional seismic or other geologic data or reprocessing of existing data;

•

the extent to which we are able to effectively operate the drillings rigs we acquire; or

•

availability and cost of capital.

We continue to gather data about our prospects in the Fayetteville Shale, and it is possible that additional information
may cause us to alter our drilling schedule or determine that prospects in some portion of our acreage position should
not be pursued at all.

We may have difficulty drilling all of the wells that are necessary to hold our Fayetteville Shale acreage before
the initial lease terms expire, which could result in the loss of certain leasehold rights.

Approximately 131,348 net acres of our Fayetteville Shale acreage will expire in the next three years if we do not drill
successful wells to develop the acreage or otherwise take action to extend the leases.  As discussed above under �Our
drilling plans for the Fayetteville Shale play are subject to change,� our ability to drill wells depends on a number of
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factors, including certain factors that are beyond our control.  The number of wells we will be required to drill to
retain our leasehold rights will be determined by field rules established by the Arkansas Oil and Gas Commission or
the AOGC.  During the third quarter of 2006, the AOGC approved statewide field rules in the Fayetteville Shale, the
Moorefield Shale, and the Chattanooga Shale as �unconventional sources of supply.�  Under the statewide rules, each
drilling unit will consist of a governmental section of approximately 640 acres and operators will be permitted to drill
up to 16 wells per drilling unit for each unconventional source of supply.  To the extent that these field rules prevent
us from successfully drilling wells in certain areas, we may not be able to drill the wells required to maintain our
leasehold rights for certain of our Fayetteville Shale acreage.

If our Fayetteville Shale drilling program fails to produce a significant supply of natural gas, our investments
in our gas gathering operations could be lost and our commitments for transportation on pipelines could make
the sale of our gas uneconomic, which could have an adverse effect on our results of operations, financial
condition and cash flows.

As of December 31, 2006, we had invested approximately $49 million in our gas gathering operations and we intend
to invest approximately $84 million in 2007.  Our gas gathering business will largely rely on gas sourced in our
Fayetteville Shale play area in Arkansas.  In addition, we have signed a precedent agreement committing us to a
portion of the transportation fees related to new pipelines being built for our Fayetteville Shale play area by Texas Gas
Transmission, LLC, a subsidiary of Boardwalk Pipeline Partners, LP.  We have also entered into firm transportation
agreements with Ozark Gas Transmission to transport up to 220,000 MMBtu per day of gas volumes from our
Fayetteville Shale play over the next three years and up to an additional 50,000 MMBtu per day over the next two
years.  If our Fayetteville Shale drilling program fails to produce a significant supply of natural gas, our investments in
our gas gathering operations could be lost, and we could be forced to pay transportation fees on pipeline capacity that
we would not be using.  These events could have an adverse effect on our results of operations, financial condition
and cash flows.

Our exploration, development and drilling efforts and our operations of our wells may not be profitable or
achieve our targeted returns.

We require significant amounts of undeveloped leasehold acreage in order to further our development efforts.
 Exploration, development, drilling and production activities are subject to many risks, including the risk that no
commercially productive reservoirs will be discovered.  We invest in property, including undeveloped leasehold
acreage that we believe will result in projects that will add value over time. However, we cannot assure you that all
prospects will result in viable projects or that we will not abandon our initial investments. Additionally, there can be
no assurance that leasehold acreage acquired by us will be profitably developed, that new wells drilled by us in
prospects that we pursue will be productive or that we will recover all or any portion of our investment in such
leasehold acreage or wells.  Drilling for natural gas and oil may involve unprofitable efforts, not only from dry wells
but also from wells that are productive but do not produce sufficient net reserves to return a profit after deducting
drilling, operating and other costs.  In addition, wells that are profitable may not achieve our targeted rate of return.
 Our ability to achieve our target PVI results are dependent upon the current and future market prices for natural gas
and crude oil, costs associated with producing natural gas and crude oil and our ability to add reserves at an acceptable
cost.  We rely to a significant extent on seismic data and other advanced technologies in identifying leasehold acreage
prospects and in conducting our exploration activities.  The seismic data and other technologies we use do not allow
us to know conclusively prior to acquisition of leasehold acreage or drilling a well whether natural gas or oil is present
or may be produced economically.  The use of seismic data and other technologies also requires greater pre-drilling
expenditures than traditional drilling strategies.

In addition, we may not be successful in implementing our business strategy of controlling and reducing our drilling
and production costs in order to improve our overall return.  The cost of drilling, completing and operating a well is
often uncertain, and cost factors can adversely affect the economics of a project.  Further, our drilling operations may
be curtailed, delayed or canceled as a result of numerous factors, including unexpected drilling conditions, title

Edgar Filing: SOUTHWESTERN ENERGY CO - Form 10-K

40



problems, pressure or irregularities in formations, equipment failures or accidents, adverse weather conditions,
environmental and other governmental requirements and the cost of, or shortages or delays in the availability of,
drilling rigs, equipment and services.

We incur substantial costs to comply with government regulations, especially regulations relating to
environmental protection, and could incur even greater costs in the future.

Our exploration, production, development and gas distribution and marketing operations are regulated extensively at
the federal, state and local levels.  We have made and will continue to make large expenditures in our efforts to
comply with these regulations, including environmental regulation. The natural gas and oil regulatory environment
could change in ways that might substantially increase these costs.  Hydrocarbon-producing states regulate
conservation practices and the
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protection of correlative rights.  These regulations affect our operations and limit the quantity of hydrocarbons we
may produce and sell.  In addition, at the U.S. federal level, the Federal Energy Regulatory Commission regulates
interstate transportation of natural gas under the Natural Gas Act.  Other regulated matters include marketing, pricing,
transportation and valuation of royalty payments.

As an owner or lessee and operator of natural gas and oil properties, and an owner of gas gathering, transmission and
distribution systems, we are subject to various federal, state and local regulations relating to discharge of materials
into, and protection of, the environment.  These regulations may, among other things, impose liability on us for the
cost of pollution clean-up resulting from operations, subject us to liability for pollution damages, and require
suspension or cessation of operations in affected areas.  Changes in or additions to regulations regarding the protection
of the environment could significantly increase our costs of compliance, or otherwise adversely affect our business.

One of the responsibilities of owning and operating natural gas and oil properties is paying for the cost of
abandonment. Effective January 1, 2003, companies were required to reflect abandonment costs as a liability on their
balance sheets. We may incur significant abandonment costs in the future which could adversely affect our financial
results.

Natural gas and oil drilling and producing operations involve various risks.

Our operations are subject to all the risks normally incident to the operation and development of natural gas and oil
properties and the drilling of natural gas and oil wells, including encountering well blowouts, cratering and
explosions, pipe failure, fires, formations with abnormal pressures, uncontrollable flows of oil, natural gas, brine or
well fluids, release of contaminants into the environment and other environmental hazards and risks.

We maintain insurance against many potential losses or liabilities arising from our operations in accordance with
customary industry practices and in amounts that we believe to be prudent.  However, our insurance does not protect
us against all operational risks.  For example, we do not maintain business interruption insurance.  Additionally,
pollution and environmental risks generally are not fully insurable.  These risks could give rise to significant costs not
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covered by insurance that could have a material adverse effect upon our financial results.  

We cannot control activities on properties we do not operate.  Failure to fund capital expenditure requirements
may result in reduction or forfeiture of our interests in some of our non-operated projects.

We do not operate some of the properties in which we have an interest and we have limited ability to exercise
influence over operations for these properties or their associated costs.  Approximately 23% of our gas and oil
properties, based on PV-10 value, are operated by other companies.  Our dependence on the operator and other
working interest owners for these projects and our limited ability to influence operations and associated costs could
materially adversely affect the realization of our targeted returns on capital in drilling or acquisition activities and our
targeted production growth rate.  The success and timing of drilling, development and exploitation activities on
properties operated by others depend on a number of factors that are beyond our control, including the operator's
expertise and financial resources, approval of other participants for drilling wells and utilization of technology.  

When we are not the majority owner or operator of a particular natural gas or oil project, we may have no control over
the timing or amount of capital expenditures associated with such project.  If we are not willing or able to fund our
capital expenditures relating to such projects when required by the majority owner or operator, our interests in these
projects may be reduced or forfeited.

Our ability to sell our natural gas and crude oil production could be materially harmed if we fail to obtain
adequate services such as transportation and processing.

Our ability to bring natural gas and crude oil production to market depends on a number of factors including the
availability and proximity of pipelines, gathering systems and processing facilities. In some of the areas where we
have operations, we deliver natural gas and crude oil through gathering systems and pipelines that we do not own.
 These facilities may be temporarily unavailable due to market conditions or mechanical reasons, or may not be
available to us in the future.  Any significant change affecting these facilities or our failure to obtain access to them on
acceptable terms could restrict our ability to conduct normal operations.
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Shortages of oilfield equipment, services and qualified personnel could adversely affect our results of
operations.

The demand for qualified and experienced field personnel to drill wells and conduct field operations, geologists,
geophysicists, engineers and other professionals in the natural gas and oil industry can fluctuate significantly, often in
correlation with natural gas and oil prices, causing periodic shortages.  During the last half of 2006, we had difficulty
obtaining additional well completion services due to a shortage of completion crews in our Fayetteville Shale play
area, which resulted in a higher inventory of wells that had been drilled but were awaiting completion.  There have
also been shortages of drilling rigs and other equipment, as demand for rigs and equipment has increased along with
the number of wells being drilled.  These factors also cause significant increases in costs for equipment, services and
personnel.  Higher natural gas and oil prices generally stimulate increased demand and result in increased prices for
drilling rigs, crews and associated supplies, equipment and services.  We cannot be certain when we will experience
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shortages or price increases, which could adversely affect our profit margin, cash flow and operating results or restrict
our ability to drill wells and conduct ordinary operations.

Our business could be adversely affected by competition with other companies.

The natural gas and oil industry is highly competitive, and our business could be adversely affected by companies that
are in a better competitive position.  As an independent natural gas and oil company, we frequently compete for
reserve acquisitions, exploration leases, licenses, concessions, marketing agreements, equipment and labor against
companies with financial and other resources substantially larger than we possess.  Many of our competitors may be
able to pay more for exploratory prospects and productive natural gas and oil properties and may be able to define,
evaluate, bid for and purchase a greater number of properties and prospects than we can.  Our ability to explore for
natural gas and oil prospects and to acquire additional properties in the future will depend on our ability to conduct
operations, to evaluate and select suitable properties and to consummate transactions in this highly competitive
environment.  In addition, many of our competitors have been operating in some of our core areas for a much longer
time than we have or have established strategic long-term positions in geographic regions in which we may seek new
entry.

We have made significant investments in our drilling rig operations; however, we are still dependent on third
party drilling companies.  We also lack experience in operating drilling rigs.

We have made significant investments in our drilling rig operations, including commitments to lease 15 drilling rigs
and hiring, as of December 31, 2006, 337 employees for our drilling subsidiary, DeSoto Drilling, Inc. (DDI).  The 15
drilling rigs will not be sufficient to meet the needs of our drilling program and we will still be dependent upon
third-party rig providers in order to execute our drilling program in 2007 and beyond.  There can be no assurance that
the commencement of our drilling rig operations will not have an adverse effect on our relationships with our existing
third-party rig providers or our ability to secure third-party rigs from other providers.  We may also compete with
third-party rig providers for qualified personnel, which could adversely affect our relationships with rig providers. If
our existing third-party rig providers discontinue their relationships with us, we may not be able to secure alternative
rigs on a timely basis, or at all.  Even if we are able to secure alternative rigs, there can be no assurance that
replacement rigs will be of equivalent quality or that pricing and other terms will be favorable to us.  If we are unable
to secure third-party rigs or if the terms are not favorable to us, our financial condition and results of operations could
be adversely affected.

In addition, we had no experience prior to 2006 in operating drilling rigs.  We cannot assure you that we will be able
to continue to attract and retain qualified field personnel to operate our drilling rigs or to otherwise effectively conduct
our drilling operations.  If we are unable to retain qualified personnel or to effectively conduct our drilling operations,
our financial and operating results may be adversely affected.

We depend upon our management team and our operations require us to attract and retain experienced
technical personnel.

The successful implementation of our business strategy and handling of other issues integral to the fulfillment of our
business strategy depends, in part, on our experienced management team, as well as certain key geoscientists,
geologists, engineers and other professionals employed by us.  The loss of key members of our management team or
other highly qualified technical professionals could have a material adverse effect on our business, financial condition
and operating results.
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Our hedging activities may prevent us from benefiting from price increases and may expose us to other risks.

To reduce our exposure to fluctuations in the prices of natural gas and oil, we enter into hedging arrangements with
respect to a portion of our expected production.  As of December 31, 2006, we had hedges on approximately 60% to
65% of our targeted 2007 natural gas production.  Our price risk management activities increased revenues by $8.7
million in 2006, and reduced revenues by $77.2 million in 2005 and $35.6 million in 2004.  To the extent that we
engage in hedging activities, we may be prevented from realizing the benefits of price increases above the levels of the
hedges.  

In addition, such transactions may expose us to the risk of financial loss in certain circumstances, including instances
in which:

•

our production is less than expected;

•

there is a widening of price differentials between delivery points for our production and the delivery point assumed in
the hedge arrangement;

•

the counterparties to our futures contracts fail to perform the contracts; or

•

a sudden, unexpected event materially impacts natural gas or oil prices.

In addition, future market price volatility could create significant changes to the hedge positions recorded on our
financial statements.  We refer you to �Quantitative and Qualitative Disclosures about Market Risk� in Item 7A of Part
II of this Form 10-K.

Our certificate of incorporation, bylaws, and stockholder rights plan contain provisions that could make it
more difficult for someone to either acquire us or affect a change of control.

Our stockholder rights plan, together with certain provisions of our certificate of incorporation and bylaws, could
discourage an effort to acquire us, gain control of the company, or replace members of our executive management
team. These provisions could potentially deprive our stockholders of opportunities to sell shares of our common stock
at above-market prices.

ITEM 1B. UNRESOLVED STAFF COMMENTS.
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None.

ITEM 2.  PROPERTIES

For additional information about our natural gas and oil operations, we refer you to Notes 5 and 6 to the financial
statements.  For information concerning capital investments, we refer you to �Management�s Discussion and Analysis
of Financial Condition and Results of Operations � Liquidity and Capital Resources � Capital Investments.�  We also
refer you to Item 6, �Selected Financial Data,� of Part II of this Form 10-K for information concerning natural gas and
oil produced.

The following information is provided to supplement the information that is presented in Item 8 of Part II of this Form
10-K.  For a further description of our natural gas and oil properties, we refer you to �Business � Exploration and
Production.�
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Leasehold acreage as of December 31, 2006:

Undeveloped Developed
Gross Net Gross Net

Conventional Arkoma(1) 378,939 271,259 296,929 190,502
Fayetteville Shale Play(2) 1,027,840 715,895 61,440 50,759
East Texas(3) 85,714 67,488 35,793 26,588
Permian Basin 12,333 4,892 92,957 28,301
Gulf Coast 11,574 5,017 18,989 7,225
Exploration and New Ventures 92,198 89,592 14,384 9,709

1,608,598 1,154,143 520,492 313,084

(1) Includes 123,442 net developed acres and 1,930 net undeveloped acres that are within our Fayetteville Shale focus
area that are not included under the Fayetteville Shale Play.

(2) Assuming that we do not drill successful wells to develop the acreage and do not extend the leases in our
undeveloped acreage in the Fayetteville Shale play, leasehold expiring over the next three years will be 6,304 net acres
in 2007, 19,451 net acres in 2008, and 105,593 net acres in 2009.

(3) Assuming that we do not drill successful wells to develop the acreage and do not extend the leases in our
undeveloped acreage in the Angelina River Trend in East Texas, leasehold expiring over the next three years will be
404 net acres in 2007, 20,620 net acres in 2008, and 27,300 net acres in 2009.
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Producing wells as of December 31, 2006:

Gas Oil Total Gross Wells
OperatedGross Net Gross Net Gross Net

Conventional Arkoma 1,009 493 - - 1,009 493 444
Fayetteville Shale Play 162 145 - - 162 145 158
East Texas 391 334 2 2 393 336 294
Unconventional 5 3 - - 5 3 5
Permian Basin 137 23 274 137 411 160 48
Gulf Coast 33 15 5 1 38 16 7

1,737 1,013 281 140 2,018 1,153 956

Wells drilled during the year:

Exploratory

Productive Wells Dry Holes Total
Year Gross Net Gross Net Gross Net

2006 48.0 40.0 4.0 2.3 52.0 42.3
2005 15.0 13.4 2.0 1.8 17.0 15.2
2004 16.0 15.2 5.0 3.7 21.0 18.9

Development

Productive Wells Dry Holes Total
Year Gross Net Gross Net Gross Net

2006 182.0 138.8 5.0 3.4 187.0 142.2
2005 182.0 141.7 6.0 3.3 188.0 145.0
2004 150.0 113.0 9.0 2.8 159.0 115.8
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Wells in progress as of December 31, 2006:

Gross Net
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Exploratory 67.0 53.5
Development 76.0 54.0
Total 143.0 107.5

During 2006, we were required to file Form 23, �Annual Survey of Domestic Oil and Gas Reserves,� with the
Department of Energy.  The basis for reporting reserves on Form 23 is not comparable to the reserve data included in
Note 6 to the consolidated financial statements in Item 8 to this Form 10-K. The primary differences are that Form 23
reports gross reserves, including the royalty owners� share, and includes reserves for only those properties of which we
are the operator.

Miles of Pipe:

The following table provides information concerning miles of pipe of our Natural Gas Distribution segment as of
December 31, 2006.  For a further description of Arkansas Western's properties, we refer you to �Business � Natural Gas
Distribution.�

Total
Gathering 393
Transmission 1,033
Distribution 4,266

5,692

Our Midstream Services segment has 212 miles of pipe in its gathering systems located in Arkansas.

Title to Properties

We believe that we have satisfactory title to substantially all of our active properties in accordance with standards
generally accepted in the oil and gas industry.  Our properties are subject to customary royalty and overriding royalty
interests, certain contracts relating to the exploration, development, operation and marketing of production from such
properties, consents to assignment and preferential purchase rights, liens for current taxes, applicable laws and other
burdens, encumbrances and irregularities in title, which we believe do not materially interfere with the use of or affect
the value of such properties.  Prior to acquiring undeveloped properties, we perform a title investigation that is
thorough but less vigorous than that conducted prior to drilling, which is consistent with standard practice in the oil
and gas industry.  Before we commence drilling operations on properties that we operate, we conduct a thorough title
examination and perform curative work with respect to significant defects before proceeding with operations.  We
have performed a thorough title examination with respect to substantially all of our active properties that we operate.

ITEM 3.  LEGAL PROCEEDINGS  

We are subject to laws and regulations relating to the protection of the environment. Our policy is to accrue
environmental and cleanup related costs of a non-capital nature when it is both probable that a liability has been
incurred and when the amount can be reasonably estimated. Management believes any future remediation or other
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compliance related costs will not have a material effect on our financial position or reported results of operations.

We are subject to litigation and claims that have arisen in the ordinary course of business. Management believes,
individually or in aggregate, such litigation and claims will not have a material adverse impact on our financial
position or our results of operations but these matters are subject to inherent uncertainties and management's view may
change in the future. If an unfavorable final outcome were to occur, there exists the possibility of a material impact on
our financial position and the results of operations for the period in which the effect becomes reasonably estimable.
We accrue for such items when a liability is both probable and the amount can be reasonably estimated.

A lawsuit was filed against us in 2001 alleging a breach of an agreement to indemnify the other party against
settlement payments related to our Boure' prospect in Louisiana. The allegations were contested and, in 2002, we were
granted a motion for summary judgment by the trial court. The case was appealed to the First Court of Appeals in
Houston, Texas, which subsequently transferred the appeal to the Thirteenth Court of Appeals in Corpus Christi. The
appeal was
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briefed and argued during 2003. On April 14, 2005, the Thirteenth Court of Appeals reversed the orders of the trial
court and rendered judgment denying our motion for summary judgment and granting the motion for summary
judgment of the other party. Our motion for rehearing with the Thirteenth Court of Appeals was denied on May 19,
2005. In August of 2005, we filed a petition for review with the Texas Supreme Court. In October of 2005, the Texas
Supreme Court invited additional briefing by the parties. In March of 2006, the Texas Supreme Court requested that
both parties submit full briefing on the merits of the case.  After receiving full briefing from both sides in July 2006,
our petition for review with the Texas Supreme Court was denied on December 1, 2006, and the case has been
remanded to the trial court for further disposition.  Should the other party prevail in the case, we could be required to
pay approximately $2.1 million, plus pre-judgment interest and attorney's fees. Based on an assessment of this
litigation by us and our legal counsel, we accrued a loss in the fourth quarter of 2006.

ITEM 4.  SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.   

Executive Officers of the Registrant

Name Officer Position Age
Years Served

as Officer
Harold M. Korell President, Chief Executive Officer

and Chairman of the Board
62 10
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Greg D. Kerley Executive Vice President and
Chief Financial Officer

51 17

Richard F. Lane Executive Vice President, and
President, Southwestern Energy
Production Company and SEECO,
Inc.

49 8

Mark K. Boling Executive Vice President, General
Counsel and Secretary

49 5

Gene A. Hammons President, Southwestern
Midstream Services Company

61 2

Alan N. Stewart President, Arkansas Western Gas
Company

62 3

Mr. Korell was elected as Chairman of the Board in May 2002 and has served as Chief Executive Officer since
January 1999 and President since October 1998.  He joined us in 1997 as Executive Vice President and Chief
Operating Officer.  From 1992 to 1997, he was employed by American Exploration Company where he was most
recently Senior Vice President-Operations.  From 1990 to 1992, he was Executive Vice President of McCormick
Resources and from 1973 to 1989, he held various positions with Tenneco Oil Company, including Vice
President-Production.

Mr. Kerley was appointed to his present position in December 1999.  Previously, he served as Senior Vice President
and Chief Financial Officer from 1998 to 1999, Senior Vice President-Treasurer and Secretary from 1997 to 1998,
Vice President-Treasurer and Secretary from 1992 to 1997, and Controller from 1990 to 1992.  Mr. Kerley also served
as the Chief Accounting Officer from 1990 to 1998.

Mr. Lane was appointed to Executive Vice President of Southwestern Energy Company and promoted to President,
SEECO, Inc. and Southwestern Energy Production Company in December 2005.  He was appointed to the position of
Executive Vice President, SEECO, Inc. and Southwestern Energy Production Company in December 2001.
 Previously, he served as Senior Vice President from February 2001 and Vice President-Exploration from February
1999.  Mr. Lane joined us in February 1998 as Manager-Exploration.  From 1993 to 1998, he was employed by
American Exploration Company where he was most recently Offshore Exploration Manager.  Previously, he held
various managerial and geological positions at FINA, Inc. and Tenneco Oil Company.
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Mr. Boling was appointed to his present position in December 2002.  He joined us as Senior Vice President, General
Counsel and Secretary in January 2002.  Prior to joining the company, Mr. Boling had a private law practice in
Houston specializing in the natural gas and oil industry from 1993 to 2002.  Previously, Mr. Boling was a partner with
Fulbright and Jaworski L.L.P. where he was employed from 1982 to 1993.

Mr. Hammons was promoted to President of Southwestern Midstream Services Company in December 2005.  He
joined the company in July 2005 as Vice President of Southwestern Midstream Services Company.  Prior to joining
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us, he provided consulting services to clients in the natural gas industry.  Previously, Mr. Hammons was employed by
El Paso Natural Gas Company and Burlington Resources and held managerial positions in facility design and
installation, gathering management and marketing over the course of his combined 28-year tenure.  

Mr. Stewart was promoted to President of Arkansas Western Gas Company in December 2005.  He joined the
company in March 2004 as Executive Vice President of Arkansas Western Gas Company.  Prior to joining the
company, he provided professional consulting services for clients in the energy and LNG industries in California.
 Previously, Mr. Stewart was employed with San Diego Gas and Electric Company and Southern California Gas
Company where he served in a wide range of managerial and leadership positions during a 31-year career.

All officers are elected at the Annual Meeting of the Board of Directors for one-year terms or until their successors are
duly elected.  There are no arrangements between any officer and any other person pursuant to which he was selected
as an officer.  There is no family relationship between any of the named executive officers or between any of them and
our directors.

PART II

ITEM 5.  MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS
AND ISSUER PURCHASES OF EQUITY SECURITIES

Our common stock is traded on the New York Stock Exchange under the symbol �SWN.�  On February 23, 2007, the
closing price of our stock was $40.37 and we had 2,391 stockholders of record.  The following table presents the high
and low sales prices for closing market transactions as reported on the New York Stock Exchange, which prices have
been adjusted as appropriate to reflect the two-for-one stock splits effected in June 2005 and November 2005.

Range of Market Prices
Quarter Ended 2006 2005 2004
March 31 $43.42 $29.33 $15.47 $11.22 $6.11 $4.84
June 30 $39.97 $24.80 $23.49 $14.20 $7.17 $5.97
September 30 $37.47 $27.95 $37.18 $24.78 $10.60 $7.42

December 31 $42.59 $27.86 $41.15 $31.30 $13.73 $10.33

We have indefinitely suspended payment of quarterly cash dividends on our common stock.

Issuer Purchases of Equity Securities

We did not repurchase any shares of our equity securities during the fourth quarter of 2006.

Recent Sales of Unregistered Securities
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We did not sell any unregistered equity securities during 2006.
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STOCK PERFORMANCE GRAPH

The following graph compares for the last five years, the performance of our common stock to the S&P MidCap 400
Index and the Dow Jones U.S. Exploration & Production Index (previously known as the Dow Jones Oil � Secondary
Index).  The chart assumes that the value of the investment in our common stock and each index was $100 at
December 31, 2001, and that all dividends were reinvested.  The stock performance shown on the graph below is not
indicative of future price performance.
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12/31/01 12/31/02 12/31/03 12/31/04 12/31/05 12/31/06
Southwestern Energy Company 100 110 230 487 1,382 1,348
Dow Jones U.S. Exploration &
Production 100 102 134 190 314 331

S&P MidCap 400 Index 100 85 116 135 152 168
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ITEM 6. SELECTED FINANCIAL DATA

The following table sets forth a summary of selected historical financial information for each of the years in the
five-year period ended December 31, 2006. This information and the notes thereto are derived from our financial
statements. We refer you to �Management�s Discussion and Analysis of Financial Condition and Results of Operations�
and �Financial Statements and Supplementary Data.�

2006 2005 2004 2003 2002
(in thousands except share, per share, stockholder data and percentages)

Financial Review

Operating revenues
Exploration and production $ 491,545 $ 403,234 $ 286,924 $ 176,245 $ 122,207
Midstream services 475,207 459,890 314,977 201,976 131,067
Gas distribution and other 172,655 179,375 158,698 140,829 116,297
Intersegment revenues (376,295) (366,170) (283,462) (191,649) (108,069)

763,112 676,329 477,137 327,401 261,502
Operating costs and expenses
Gas purchases - midstream
services 128,387 124,730 60,804 39,428 37,927

Gas purchases - gas
distribution 79,363 82,689 64,311 52,585 48,388

Operating and general 132,691 101,500 78,231 70,479 64,600
151,290 96,211 73,674 55,948 53,992
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Depreciation, depletion
and amortization
Taxes, other than income
taxes 25,109 25,279 17,830 11,619 10,090

516,840 430,409 294,850 230,059 214,997
Operating income 246,272 245,920 182,287 97,342 46,505
Interest expense, net (679) (15,040) (16,992) (17,311) (21,466)
Other income (expense) 17,079 4,784 (362) 797 (566)
Minority interest in
partnership (637) (1,473) (1,579) (2,180) (1,454)

Income before income taxes
and accounting change 262,035 234,191 163,354 78,648 23,019

Income taxes
Current - - - - -

Deferred 99,399 86,431 59,778 28,896 8,708
99,399 86,431 59,778 28,896 8,708

Income before accounting
change 162,636 147,760 103,576 49,752 14,311

Cumulative effect of adoption
of accounting principle

- - - (855) -

Net income $ 162,636 $ 147,760 $ 103,576 $ 48,897 $ 14,311

Return on equity 11.3% 13.3% 23.1% 14.3% 8.1%

Net cash provided by
operating activities

$ 429,937 $ 304,482 $ 237,897 $ 109,099 $ 77,574

Net cash used in investing
activities

$ (630,006) $ (452,918) $ (285,448) $ (161,656) $ (64,469)

Net cash provided by (used in)
financing activities $ 19,291 $ 370,906 $ 47,509 $ 52,144 $ (15,056)

Common Stock Statistics(1)

Earnings per share:

Basic $ 0.97 $ 0.98 $ 0.72 $ 0.37 $ 0.14

Diluted $ 0.95 $ 0.95 $ 0.70 $ 0.36 $ 0.14

Cash dividends declared and
paid per share

$ - $ - $ - $ - $ -

Book value per average
diluted share

$ 8.38 $ 7.10 $ 3.03 $ 2.49 $ 1.70

Market price at year-end $ 35.05 $ 35.94 $ 12.67 $ 5.98 $ 2.86

Number of stockholders of
record at year-end

2,412 2,126 2,022 2,026 2,079

Average diluted shares
outstanding

171,287,750 156,309,039 147,851,088 136,951,736 104,208,952

(1)

Edgar Filing: SOUTHWESTERN ENERGY CO - Form 10-K

53



2004, 2003, and 2002 restated to reflect two-for-one stock splits effected in June and November 2005.
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2006 2005 2004 2003 2002

Capitalization

(in thousands)

Total debt $ 137,800 $ 100,000 $ 325,000 $ 278,800 $ 342,400
Common stockholders' equity

(1)

1,434,643 1,110,304 447,677 341,561 177,488

Total capitalization $ 1,572,443 $ 1,210,304 $ 772,677 $ 620,361 $ 519,888
Total assets $ 2,379,069 $ 1,868,524 $ 1,146,144 $ 890,710 $ 740,162
Capitalization ratios:
Debt 8.8% 8.3% 42.1% 44.9% 65.9%
Equity 91.2% 91.7% 57.9% 55.1% 34.1%
Capital Investments

(in millions) (2)

Exploration and production
Exploration and development $ 767.4 $ 416.2 $ 282.0 $ 170.9 $ 85.2
Drilling rigs (3) 93.6 35.1 - - -

861.0 451.3 282.0 170.9 85.2
Midstream services 48.7 15.8 - - -
Gas distribution 11.2 10.9 7.3 8.2 6.1
Other 21.5 5.1 5.7 1.1 0.8

$ 942.4 $ 483.1 $ 295.0 $ 180.2 $ 92.1
Exploration and Production
Natural gas:
Production, Bcf 68.1 56.8 50.4 38.0 36.0
Average price per Mcf, including
hedges

$ 6.55 $ 6.51 $ 5.21 $ 4.20 $ 3.00

Average price per Mcf, excluding
hedges

$ 6.37 $ 7.73 $ 5.80 $ 5.15 $ 3.11

Oil:
Production, MBbls 698 705 618 531 682

$ 58.36 $ 42.62 $ 31.47 $ 26.72 $ 21.02
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Average price per barrel, including
hedges
Average price per barrel, excluding
hedges

$ 63.17 $ 54.37 $ 40.55 $ 29.66 $ 23.94

Total gas and oil production, Bcfe 72.3 61.0 54.1 41.2 40.1
Lease operating expenses per Mcfe $ .66 $ .48 $ .38 $ .39 $ .45
General and administrative expenses per
Mcfe $ .58 $ .46 $ .36 $ .41 $ .32

Taxes other than income taxes per
Mcfe

$ .30 $ .37 $ .28 $ .22 $ .19

Proved reserves at year-end:
Natural gas, Bcf 978.9 772.3 594.5 457.0 374.6
Oil, MBbls 7,898 9,079 8,508 7,675 6,784
Total reserves, Bcfe 1,026.3 826.8 645.5 503.1 415.3
Midstream Services

Gas volumes marketed 72.7 61.9 57.0 42.7 45.5
Natural Gas Distribution
Sales and transportation volumes,
Bcf 21.8 23.2 24.0 24.7 25.1

Off-system transportation (4) 0.1 - 1.0 0.3 2.2

Total volumes delivered 21.9 23.2 25.0 25.0 27.3
Customers at year-end:
Residential 133,679 130,654 127,622 124,776 122,906
Commercial 17,151 16,996 16,815 16,623 16,448
Industrial 173 170 175 174 189

151,003 147,820 144,612 141,573 139,543
Degree days 3,413 3,744 3,678 3,969 3,950
Percent of normal 83% 91% 90% 99% 98%
(1) Stockholders' equity included accumulated other comprehensive income of $31.5 million in 2006 ($41.4 million income related to our cash flow hedges and a
$9.9 million loss related to our pension liability and adoption of Statement on Financial Standards No. 158, �Employers� Accounting for Defined Benefit Pension
and Other Postretirement Plans�).  Stockholders� equity included accumulated other comprehensive losses of $104.9 million in 2005 ($99.8 related to our cash flow
hedges and $5.1 million related to our pension plan),  $19.8 million in 2004 ($18.8 million related to our cash flow hedges and $1.0 million related to our pension
plan), $12.5 million in 2003 ($12.0 million related to our cash flow hedges and $0.5 million related to our pension plan), and $17.4 million in 2002 ($14.0 million
related to our cash flow hedges and $3.4 million related to our pension plan).

(2) Capital investments for 2006, 2005, 2004 and 2003 included $88.9 million, $28.1 million, $3.9 million and $12.0 million, respectively, related to the change
in accrued expenditures between years.

(3) The drilling rigs and related equipment were sold in December 2006 as part of a sale and leaseback transaction.

(4) 2005 off-system transportation volumes were less than 0.1 Bcf.
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ITEM 7. MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

This Form 10-K contains forward-looking statements that involve risks and uncertainties. Our actual results could
differ materially from those anticipated in forward-looking statements for many reasons, including the risks described
in Item 1A, �Risk Factors� in Part I and elsewhere in this annual report. You should read the following discussion with
the �Selected Financial Data� and our financial statements and related notes included elsewhere in this Form 10-K.
 Historical per share information provided for years prior to 2005, in �Item 6. Selected Financial Data,� financial
statements, footnotes and �Management�s Discussion and Analysis of Financial Condition and Results of Operations�
has been adjusted to reflect the two-for-one stock splits effected on June 3, 2005 and November 17, 2005.

OVERVIEW

Southwestern Energy Company is an independent energy company primarily focused on natural gas. Our primary
business is the exploration, development and production of natural gas and crude oil within the United States, with
operations principally located in Arkansas, Oklahoma, Texas, and New Mexico. We are also focused on creating and
capturing additional value at and beyond the wellhead through our established natural gas distribution and marketing
businesses and our expanding gathering activities. Our marketing and our gas gathering businesses are collectively
referred to as our Midstream Services.  We operate principally in three segments: Exploration and Production (E&P),
Midstream Services and Natural Gas Distribution.

Our business strategy is focused on providing long-term growth in the net asset value of our business, which we
achieve in our E&P business through the drillbit. In our E&P business, we prepare economic analyses for each of our
drilling and acquisition opportunities and rank them based upon the expected present value added for each dollar
invested, which we refer to as PVI. The PVI of the future expected cash flows for each project is determined using a
10% discount rate. We target creating at least $1.30 of discounted pre-tax PVI for each dollar we invest in our E&P
projects. Our actual PVI results are utilized to help determine the allocation of our future capital investments.  

We derive the vast majority of our operating income and cash flow from the natural gas production of our E&P
business and expect this to continue in the future.  We expect that growth in our operating income and revenues will
primarily depend on natural gas prices and our ability to increase our natural gas production.  In recent years, there has
been significant price volatility in natural gas and crude oil prices due to a variety of factors we cannot control or
predict.  These factors, which include weather conditions, political and economic events, and competition from other
energy sources, impact supply and demand for natural gas, which determines the pricing.  In addition, the price we
realize for our gas production is affected by our hedging activities as well as locational differences in market prices.
 Our ability to increase our natural gas production is dependent upon our ability to economically find and produce
natural gas, our ability to control costs and our ability to market natural gas on economically attractive terms to our
customers.
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In 2006, our gas and oil production increased 19% to 72.3 Bcfe. Gas and oil production increased 13% to 61.0 Bcfe in
2005. The increase in 2006 production primarily resulted from an increase in production from our Fayetteville Shale
play.

We reported net income of $162.6 million in 2006, or $0.95 per share on a fully diluted basis, up 10% from the prior
year. Net income in 2005 increased approximately 43% to $147.8 million, or $0.95 per share, compared to 2004. The
increase in net income in 2006 was a result of increased production volumes in our E&P segment, a gain on the sale of
our NOARK investment and decreased interest expense, partially offset by increased operating costs and expenses.
The increase in net income in 2005 was a result of increased production volumes and higher realized natural gas and
oil prices in our E&P segment. Our cash flow from operating activities increased 41% to $429.9 million in 2006,
primarily due to increased production volumes in our E&P segment. Cash flow from operating activities in 2005
increased 28% to $304.5 million compared to 2004. Operating income for our E&P segment was $237.3 million in
2006, $234.8 million in 2005, and $164.6 million in 2004. Operating income for our E&P segment increased
marginally in 2006 as increased production volumes from our Fayetteville Shale play and East Texas were largely
offset by increased operating costs and expenses. Operating income for our E&P segment increased in 2005 due to
increased production volumes and higher realized prices. Operating income for our Midstream Services segment
decreased 28% to $4.1 million in 2006 and increased 80% to $5.7 million in 2005, compared to prior years. Operating
income for our Midstream Services segment decreased in 2006 as increased gathering revenues were more than offset
by increased operating costs and expenses and a decrease in the margin generated by our marketing activities.
Operating income for our Midstream Services segment increased in 2005 primarily due to favorable natural gas price
opportunities along with increased volumes marketed. Operating income for our Natural Gas Distribution segment
was $4.5 million in 2006, compared to $4.9 million in 2005 and $8.5 million in 2004. The
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decrease in operating income for our Natural Gas Distribution segment in 2006 resulted primarily from warmer
weather and increased operating costs and expenses, partially offset by increased rates implemented in October 2005.
The decrease in operating income for our Natural Gas Distribution segment in 2005 resulted primarily from warmer
weather and increased operating costs and expenses.  Customer conservation in recent years has also impacted
operating income for this segment.

On May 2, 2006, we sold our 25% partnership interest in NOARK to Atlas Pipeline Partners, L.P., for $69.0 million.
As part of the transaction, we assumed $39.0 million of debt obligations of NOARK Pipeline Finance, L.L.C., which
we had previously guaranteed. We recognized a pre-tax gain of $10.9 million ($6.7 million after tax) in the second
quarter relating to the transaction.
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In our E&P segment, we achieved a reserve replacement ratio of 386% in 2006 at a finding and development cost of
$2.75 per Mcfe, including reserve revisions, but excluding $93.6 million of capital invested in acquiring drilling rigs.
Our year-end reserves grew 24% to 1,026.3 Bcfe, up from 826.8 Bcfe at the end of 2005. Our results were primarily
fueled by our Fayetteville Shale play in Arkansas.

Our capital investments totaled $942.4 million in 2006, an increase of 95% compared to the prior year. Our 2005
capital investments were up 64% to $483.1 million. We invested $861.0 million in our E&P segment in 2006
(including $93.6 million invested in drilling rigs), compared to $451.3 million in 2005 and $282.0 million in 2004.
 Funds for our 2006 capital investments were provided by cash flow from operations, cash equivalents from our equity
offering in 2005, $69.0 million of proceeds from the sale of our investment in NOARK and cash proceeds of $127.3
million from a sale/leaseback transaction to monetize our investment in 13 drilling rigs. As a result, our total
debt-to-capitalization ratio increased slightly to 9% at December 31, 2006 from 8% at December 31, 2005.

For 2007, our planned capital investments are $1.3 billion, an increase of 42% over 2006 capital spending.  The
capital investments for 2007 include $1.2 billion for our E&P segment, $84 million for our Midstream Services
segment and $20 million for improvements to our utility system and other corporate purposes. The $1.2 billion of
exploration and production investments includes $875 million for the development of our Fayetteville Shale play. We
continue to be focused on our strategy of adding value through the drillbit, as approximately 82% of our 2007 E&P
capital is allocated to drilling. In addition to the planned investments in the Fayetteville Shale play, our E&P
investments in 2007 will be focused on our lower-risk development drilling programs in East Texas and other
conventional drilling in the Arkoma Basin. In 2007, we are targeting production to be approximately 105.0 Bcfe to
110.0 Bcfe, compared to 72.3 Bcfe in 2006, an increase of approximately 45% to 50%. We expect our capital
investments in 2007 to be funded by cash flow from operations, cash equivalents at December 31, 2006, borrowings
under our recently amended revolving credit facility and/or funds raised in the public debt and equity markets.

We expect growth in our reported production volumes and our oil and gas reserve quantities in 2007 given the current
commodity price environment and our continued success in our Fayetteville Shale project.  We also believe we will
have access to sufficient capital to carry out our plans while maintaining an acceptable balance between debt and
equity financing.

RESULTS OF OPERATIONS

Exploration and Production

Year Ended December 31,
2006 2005 2004

Revenues (in thousands) $ 491,545 $ 403,234 $ 286,924

Operating income (in thousands) $ 237,307 $ 234,759
$ 164,585

Gas production (Bcf) 68.1 56.8 50.4
Oil production (MBbls) 698 705 618
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   Total production (Bcfe) 72.3 61.0 54.1

Average gas price per Mcf, including
hedges

$

6.55

$

6.51

$

5.21

Average gas price per Mcf, excluding
hedges

$

6.37

$

7.73

$

5.80

Average oil price per Bbl, including hedges
$

58.36

$

42.62

$

31.47

Average oil price per Bbl, excluding hedges
$

63.17

$

54.37

$

40.55

Average unit costs per Mcfe:

   Lease operating expenses
$

0.66

$

0.48

$

0.38

   General & administrative expenses
$

0.58

$

0.46

$

0.36

   Taxes other than income taxes
$

0.30

$

0.37

$

0.28

   Full cost pool amortization
$

1.90

$

1.42

$

1.20
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Revenues, Operating Income and Production

Revenues. Revenues for our E&P segment increased 22% in 2006 to $491.5 million due to a 20% increase in gas
production volumes. Revenues increased 41% in 2005 to $403.2 million, primarily due to higher prices received for
our natural gas and oil production and increased gas production. We expect our production volumes to continue to
increase primarily due to the development of our Fayetteville Shale play in Arkansas.  Gas and oil prices are difficult
to predict and are subject to wide price fluctuations.  As of February 23, 2007, we have hedged 79.5 Bcf, 57.0 Bcf and
8.0 Bcf of our 2007, 2008 and 2009 gas production, respectively, to help limit our exposure to price fluctuations.
Revenues for 2006, 2005 and 2004 also include pre-tax gains of $4.0 million, $3.1 million and $4.5 million,
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respectively, related to the sale of gas-in-storage inventory.

Operating Income. Operating income from our E&P segment was $237.3 million in 2006, compared to $234.8 million
in 2005, as revenues from increased production volumes were largely offset by increased operating costs and
expenses. Operating income was up 43% in 2005 compared to 2004 due to an increase in revenue primarily driven by
increased production volumes and higher realized prices.

Production. Gas and oil production was up approximately 19% to 72.3 Bcfe in 2006 and up 13% to 61.0 Bcfe in 2005,
compared to prior periods. The increase in 2006 was the result of a 10.0 Bcf increase in production from our
Fayetteville Shale play and a 4.0 Bcf increase in our East Texas production, partially offset by declines in production
from our Permian and Gulf Coast properties. Our production in the Fayetteville Shale play in 2006 was negatively
impacted in the last part of the year by a shortage of pressure pumping equipment and completion crews in the play
area. Additional equipment and crews are now available in the play area and are currently keeping pace with our
drilling activity. The increase in 2005 production resulted from a 5.4 Bcfe increase in production from our Overton
Field in East Texas and a 1.9 Bcfe increase in production from the Fayetteville Shale. Production during 2005 was
reduced by the effect of the curtailment of a portion of our Overton Field production due to repairs of a transmission
line and by the effect of Hurricane Katrina. Combined, these events reduced our production by an estimated 1.0 Bcfe.

Gas sales to unaffiliated purchasers were up 23% to 63.4 Bcf in 2006 and up 15% to 51.7 Bcf in 2005, compared to
the prior years. Sales to unaffiliated purchasers are primarily made under contracts that reflect current short-term
prices and are subject to seasonal price swings. Intersegment sales to Arkansas Western decreased 7% to 4.7 Bcf in
2006 and decreased 6% to 5.1 Bcf in 2005. We expect future increases in demand for our gas production to come from
sales to unaffiliated purchasers. We are unable to predict changes in the market demand and price for natural gas,
including weather-related changes affecting demand of both affiliated and unaffiliated customers for our production.

During the fourth quarter of 2006, we completed the sale of our remaining South Louisiana properties to a private
company for $12.7 million.  These properties had proved reserves of 7.0 Bcfe and produced approximately 1.1 Bcfe
annually.  With this divestiture, we no longer have producing properties in the South Louisiana area.

We are targeting 2007 gas and oil production of 105.0 to 110.0 Bcfe, an increase of 45% to 50% over our 2006
production. Based on early production histories and modeling and assuming continued positive results, approximately
45.0 to 50.0 Bcf of our 2007 targeted gas production is projected to come from our activities in the Fayetteville Shale
play. Although we expect production volumes in 2007 to increase, we cannot guarantee our longer-term success in
discovering, developing, and producing reserves, including with respect to our Fayetteville Shale play. Our ability to
discover, develop and produce reserves is dependent upon a number of factors, many of which are beyond our control,
including the availability of capital, the timing and extent of changes in natural gas and oil prices and competition.
There are also many risks inherent to the discovery, development and production of natural gas and oil. We refer you
to �Risk Factors� in Item 1A of Part I of this Form 10-K for a discussion of these risks and the impact they could have
on our financial condition and results of operations.
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Commodity Prices

We periodically enter into various hedging and other financial arrangements with respect to a portion of our projected
natural gas and crude oil production in order to ensure certain desired levels of cash flow and to minimize the impact
of price fluctuations, including fluctuations in locational market differentials (we refer you to Item 7A of this Form
10-K and Note 8 to the consolidated financial statements for additional discussion). The average price realized for our
gas production, including the effects of hedges, increased slightly to $6.55 per Mcf in 2006 and increased 25% to
$6.51 per Mcf in 2005. The changes in the average price realized primarily reflect changes in average annual spot
market prices and the effects of our price hedging activities. Our hedging activities increased the average gas price
$0.18 per Mcf in 2006, compared to reductions of $1.22 per Mcf in 2005 and $0.59 per Mcf in 2004. In recent years,
locational differences in market prices for natural gas have been wider than historically experienced. Disregarding the
impact of hedges, historically
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the average price received for our gas production was approximately $0.30 to $0.50 per Mcf lower than average
NYMEX spot market prices due to the locational market differentials. However, during both 2006 and 2005, widening
market differentials caused the difference in our average price received for our gas production to be approximately
$0.90 per Mcf lower than spot market prices.  Assuming a NYMEX commodity price for 2007 of $7.00 per Mcf of
gas, our differential for the average price received for our gas production is expected to be approximately $0.65 to
$0.70 per Mcf below the NYMEX Henry Hub index price, including the impact of our basis hedges.  As of December
31, 2006, we have financially protected future gas production volumes of 64.3 Bcf in 2007 and 38.1 Bcf in 2008 from
the impact of widening basis differentials through our hedging activities and sales arrangements.  

In addition to the basis hedges discussed above, at December 31, 2006, we had NYMEX commodity price hedges in
place on 65.0 Bcf of 2007 and 35.0 Bcf of 2008 expected future gas production.  Subsequent to December 31, 2006
and prior to February 23, 2007, we hedged 12.5 Bcf of 2007, 11.0 Bcf of 2008 and 4.0 Bcf of 2009 gas production
under fixed price swaps with a sales price ranging from $7.29 to $8.62. Additionally, we hedged 2.0 Bcf of 2007, 11.0
Bcf of 2008 and 4.0 Bcf of 2009 gas production under costless collars with floor prices ranging from $7.25 to $8.50
per Mcf and ceiling prices ranging from $9.07 to $10.95 per Mcf.  As of February 19, 2007, we have hedged
approximately 75% of our 2007 anticipated gas production level.

We realized an average price of $58.36 per barrel, including the effects of hedges, for our oil production for the year
ended December 31, 2006, up approximately 37% from the prior year. The 2005 realized average price of $42.62 per
barrel, including the effects of hedges, for our oil production was up 35% from 2004. The average price we received
for our oil production in 2006, 2005 and 2004 was reduced by $4.81, $11.75 and $9.08 per barrel, respectively, due to
the effects of our hedging activities. Assuming a NYMEX commodity price of $60.00 per barrel of oil for 2007, we
expect the average price received for our oil production during 2007 to be approximately $1.00 per barrel lower than
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average spot market prices, as market differentials reduce the average prices received.

Operating Costs and Expenses

Lease operating expenses per Mcfe for the E&P segment were $0.66 in 2006, compared to $0.48 in 2005 and $0.38 in
2004. Lease operating expenses per unit of production increased in 2006 due primarily to increases in gathering and
other costs related to our operations in the Fayetteville Shale play. We expect our per unit operating cost for this
segment to range between $0.82 and $0.87 per Mcfe in 2007 due to increased production volumes from the
Fayetteville Shale play. Additionally, inflationary pressures continue to have an impact in all of our operating areas.

General and administrative expenses per Mcfe for this segment were $0.58 in 2006, up from $0.46 in 2005 and $0.36
in 2004. The increases in general and administrative costs per Mcfe in 2006 and 2005 were due primarily to increased
payroll and related costs associated with the expansion of our E&P operations due to the Fayetteville Shale play and to
increased incentive compensation costs. We added 494 new employees during 2006, most of which were hired in our
E&P segment, and we expect to hire an additional 171 employees in 2007. Approximately 300 of the total new hires
during 2006 were employed by our drilling company. We expect our cost per unit for general and administrative
expenses to decline in 2007 and to range between $0.41 and $0.46 per Mcfe. The expected decrease in per unit costs is
due to increased production volumes from our Fayetteville Shale play and a reduced rate of expansion in our E&P
workforce. Future changes in our general and administrative expenses for this segment are primarily dependent upon
our salary costs, level of pension expense, stock-based compensation expensing under Statement on Financial
Accounting Standards No. 123R �Share-Based Payment� (FAS 123R) and the amount of incentive compensation paid to
our employees. For eligible employees, a portion of incentive compensation is based on the achievement of certain
operating and performance results, including targeted cash flow, production, proved reserve additions, present value
added for each dollar of capital invested, and lease operating expenses and general and administrative expenses per
unit of production, while another portion is discretionary based upon an employee�s performance. Additional
discretionary awards may also be awarded under the incentive compensation plan. See �Critical Accounting Policies�
below for further discussion of pension expense, and �Adoption of Accounting Principles� below for further discussion
of stock-based compensation expensing under FAS 123R.

Our full cost pool amortization rate averaged $1.90 per Mcfe for 2006, $1.42 per Mcfe for 2005 and $1.20 per Mcfe
for 2004. The amortization rate is impacted by reserve additions and the costs associated with those additions,
revisions of previous reserve estimates due to both price and well performance, write-downs that result from full cost
ceiling tests and the level of unevaluated costs excluded from amortization. We cannot predict our future full cost pool
amortization rate with accuracy due to the variability of each of the factors discussed above, as well as the uncertainty
of the amount of future reserves attributed to our Fayetteville Shale play. Unevaluated costs excluded from
amortization were
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$166.8 million at the end of 2006, compared to $122.3 million at the end of 2005 and $47.2 million at the end of 2004.
The increase in unevaluated costs since December 31, 2004 resulted primarily from an increase in our undeveloped
leasehold acreage related to our Fayetteville Shale play and increased drilling activity.

We utilize the full cost method of accounting for costs related to the exploration, development and acquisition of oil
and natural gas reserves. Under this method, all such costs (productive and nonproductive), including salaries, benefits
and other internal costs directly attributable to these activities, are capitalized and amortized on an aggregate basis
over the estimated lives of the properties using the units-of-production method. These capitalized costs are subject to a
ceiling test that limits such pooled costs to the aggregate of the present value of future net revenues attributable to
proved gas and oil reserves discounted at 10 percent (standardized measure) plus the lower of cost or market value of
unproved properties. Any costs in excess of the ceiling are written off as a non-cash expense. The expense may not be
reversed in future periods, even though higher natural gas and oil prices may subsequently increase the ceiling. Full
cost companies must use the prices in effect at the end of each accounting quarter, including the impact of derivatives
qualifying as hedges, to calculate the ceiling value of their reserves.  However, commodity price increases subsequent
to the end of a reporting period but prior to the release of periodic reports may be utilized to calculate the ceiling value
of reserves. At December 31, 2006, 2005 and 2004, our unamortized costs of natural gas and oil properties did not
exceed this ceiling amount. At December 31, 2006, our standardized measure was calculated based upon quoted
market prices of $5.64 per Mcf for Henry Hub gas and $57.25 per barrel for West Texas Intermediate oil, adjusted for
market differentials, and included approximately $135.2 million related to the positive effects of future cash flow
hedges of gas production. At December 31, 2005, our standardized measure was calculated based upon quoted market
prices of $10.08 per Mcf for Henry Hub gas and $61.04 per barrel for West Texas Intermediate oil, and at December
31, 2004, our standardized measure was calculated based upon quoted market prices of $6.18 per Mcf for Henry Hub
gas and $43.45 per barrel for West Texas Intermediate oil. A decline in natural gas and oil prices from year-end 2006
levels or other factors, without other mitigating circumstances, could cause a future write-down of capitalized costs
and a non-cash charge against future earnings.

Inflation impacts our E&P operations by generally increasing our operating costs and the costs of our capital
additions. The effects of inflation on our operations prior to 2000 were minimal due to low inflation rates. However,
since 2001, as commodity prices have increased, the impact of inflation has intensified in our E&P segment as
shortages in drilling rigs, third-party services and qualified labor have risen due to increased activity levels in the
natural gas and oil industry. This impact will continue to increase to the extent commodity prices remain high or
further increase. We have endeavored to mitigate rising costs by obtaining vendor pricing commitments for multiple
projects and by offering performance bonuses related to increased economic efficiencies.

Taxes other than income taxes per Mcfe were $0.30 in 2006, $0.37 in 2005 and $0.28 in 2004, and vary from year to
year primarily due to changes in severance and ad valorem taxes that result from the fluctuations in commodity prices.

The timing and amount of production and reserve additions attributed to our Fayetteville Shale play could have a
material impact on our per unit costs; if production or reserves additions are lower than projected, our per unit costs
would increase.
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Midstream Services

Year Ended December 31,
2006 2005 2004

Revenues (in millions) $  475.2 $  459.9 $  315.0

Gas purchases (in millions) $  458.9 $  451.1
$  310.7

Operating costs and expenses (in millions) $    12.2 $      3.1 $      1.1
Operating income (in millions) $      4.1 $      5.7 $      3.2
Gas volumes marketed (Bcf) 72.7 61.9 57.0

Revenues from our Midstream Services segment were up 3% in 2006 and up 46% in 2005, as compared to prior years.
The increase in revenues in 2006 resulted from increased marketing and gathering activities. The increase in 2005
revenues was primarily due to an increase in natural gas commodity prices. Increases and decreases in marketing
revenues due to changes in commodity prices are largely offset by corresponding changes in gas purchase expense.
Midstream Services had gathering revenues of $7.9 million in 2006, related to its gathering systems in Arkansas,
compared to $1.0 million in 2005. Gathering revenues and expenses for this segment are expected to continue to grow
in the future as reserves related to our Fayetteville Shale play are developed and production increases. Operating
income from our Midstream Services segment decreased 28% in 2006 and increased 80% in 2005. The decrease in
2006 was due to increased operating costs and expenses that resulted from increased staffing and other costs
associated with our growing gathering activities, and a decrease in the margin generated by our marketing activities
caused in part by increased volatility of locational market differentials in our core operating areas. Operating income
from natural gas marketing
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activities fluctuates depending on the margin we are able to generate between the purchase of the commodity and the
ultimate disposition of the commodity. In 2005, we were able to generate higher margins on our marketing efforts.
 We marketed 72.7 Bcf in 2006, compared to 61.9 Bcf in 2005 and 57.0 Bcf in 2004. The increase in volumes
marketed in 2006 and 2005 resulted from marketing our increased production volumes, largely related to our
Fayetteville Shale play and our Overton Field in East Texas. Additionally in 2006, volumes marketed for third parties
increased due to production growth in areas where we have historically provided marketing services to other working
interest owners. Of the total volumes marketed, production from our E&P subsidiaries accounted for 72% in 2006,
76% in 2005 and 77% in 2004. We enter into hedging activities from time to time with respect to our gas marketing
activities to provide margin protection. We refer you to �Quantitative and Qualitative Disclosures About Market Risk�
and Note 8 to the financial statements for additional information.
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On April 10, 2006, our Midstream Services unit entered into a three-year firm transportation agreement with Ozark
Gas Transmission System to transport volumes increasing to 175,000 MMBtu per day in the later stages of the
contract.  On August 22, 2006, we amended the agreement to increase the maximum volumes transported from
175,000 MMBtu per day to 220,000 MMBtu per day in the later stages of the contract. Additionally, on January 25,
2007, we entered into a separate two-year firm transportation agreement with Ozark Gas Transmission System to
transport volumes of 50,000 MMBtu per day. On December 15, 2006, one of our Midstream Services subsidiaries
entered into a precedent agreement pursuant to which we will contract for firm gas transportation services on two
newly-proposed pipeline laterals and related facilities of Texas Gas Transmission, LLC (Texas Gas), a subsidiary of
Boardwalk Pipeline Partners, LP.  Depending on regulatory approvals, the expected in-service date for both laterals is
January 1, 2009. See �Contractual Obligations and Contingent Liabilities and Commitments� below for further
discussion.

Over the next several years, we expect our gathering revenues and operating expenses to increase significantly as our
E&P segment grows its production volumes from the development of our Fayetteville Shale play.

Natural Gas Distribution

Year Ended December 31,
2006 2005 2004

($ in thousands except for per Mcf amounts)

Revenues $ 172,207 $ 178,482 $ 152,449

Gas purchases $ 112,922 $ 120,852
$   97,274

Operating costs and expenses $   54,811 $   52,719
$   46,659

Operating income $     4,474 $     4,911
$     8,516

Deliveries (Bcf)
   Sales and end-use and off-system
transportation 21.9 23.2 25.0

Sales customers at year-end  151,003 147,820
144,612

Average sales rate per Mcf $     12.30 $     11.85
$       9.39

Heating weather - degree days 3,413 3,744
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3,678
   Percent of normal 83% 91% 90%

Revenues and Operating Income

Gas distribution revenues fluctuate due to the effects of warm weather on demand for natural gas and the pass-through
of gas supply cost changes. Because of the corresponding changes in purchased gas costs, the revenue effect of the
pass-through of gas cost changes has not materially affected operating income. Revenues for 2006 decreased 4% to
$172.2 million and revenues for 2005 increased 17% to $178.5 million. The decrease in 2006 gas distribution
revenues was primarily due to lower sales volumes as a result of warmer weather. The increase in 2005 gas
distribution revenues was primarily due to higher average sales rates as a result of higher gas prices and the effects of
a $4.6 million annual rate increase implemented in October 2005.

Operating income for our Natural Gas Distribution segment decreased 9% in 2006 and decreased 42% in 2005. The
decrease in 2006 operating income resulted primarily from warmer weather and increased operating costs and
expenses partially offset by the effects of the rate increase implemented in October 2005. The decrease in 2005
operating income for this segment resulted primarily from increased operating costs and expenses. Gas distribution
revenues in future years will be impacted by the utility�s gas purchase costs, customer growth, usage per customer and
rate increases allowed by the Arkansas Public Service Commission, or APSC. Weather during 2006 in the utility's
service territory was 17% warmer than normal and 8% warmer than the prior year. Weather during 2005 in the utility's
service territory was 9% warmer than normal and 1% colder than the prior year.
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Deliveries and Rates

In 2006, Arkansas Western sold 13.4 Bcf to its customers at an average rate of $12.30 per Mcf, compared to 14.4 Bcf
at $11.85 per Mcf in 2005 and 15.5 Bcf at $9.39 per Mcf in 2004. Additionally, Arkansas Western transported 8.4 Bcf
in 2006, compared to 8.8 Bcf in 2005 and 8.5 Bcf in 2004 for its end-use customers. The decreases in volumes sold in
2006 and 2005 primarily resulted from warmer than normal weather and customer conservation brought about by high
gas prices in recent years. Future volumes delivered to customers will be impacted by customer growth, weather and
the effect that gas prices will continue to have on customer conservation.  

Arkansas Western has a transportation contract with Ozark Gas Transmission System for approximately 66,900
MMBtu per day of firm capacity that expires in 2014. Deliveries are made by the pipeline to portions of Arkansas
Western�s distribution systems and to the interstate pipelines with which it interconnects.
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Operating Costs and Expenses

The changes in purchased gas costs for the Natural Gas Distribution segment reflect volumes purchased, prices paid
for supplies and the mix of purchases from various gas supply contracts (base load, swing and no-notice). Operating
costs and expenses, net of purchased gas costs, increased in 2006 to $54.8 million from $52.7 million in 2005. The
increase was primarily due to an increase in general and administrative expenses due to increased salaries and
incentive compensation costs. Operating costs and expenses for 2005, net of purchased gas costs, increased to $52.7
million from $46.7 million in 2004 due primarily to a $2.8 million increase in general and administrative expenses due
to increased salaries and incentive compensation costs, and a $1.3 million increase in transmission expense as a result
of higher fuel costs. Future changes in our general and administrative expenses for this segment are primarily
dependent upon our salary costs, level of pension expense, stock-based compensation expensing under FAS 123R and
the amount of incentive compensation paid to our employees. See �Critical Accounting Policies� and �Adoption of
Accounting Principles� below for further discussion of pension expense and stock-based compensation expensing,
respectively.

Inflation impacts our Natural Gas Distribution segment by generally increasing our operating costs and the costs of
our capital additions. The effects of inflation on the utility's operations in recent years have been minimal due to low
inflation rates. Additionally, delays inherent in the rate-making process prevent us from obtaining immediate recovery
of increased operating costs of our Natural Gas Distribution segment.

Regulatory Matters

Arkansas Western�s rates and operations are regulated by the APSC and it operates through municipal franchises that
are perpetual by virtue of state law. These franchises, however, may not be exclusive within a geographic area.
Although its rates for gas delivered to its retail customers are not regulated by the FERC, its transmission and
gathering pipeline systems are subject to the FERC�s regulations concerning open access transportation.

In October 2005, in response to Arkansas Western�s request for a $9.7 million rate increase, the APSC approved a rate
increase totaling $4.6 million annually, exclusive of costs to be recovered through Arkansas Western�s purchase gas
adjustment clause. The rate increase was effective for deliveries made to customers on or after October 31, 2005. The
request relating to the October 2005 increase assumed a rate of return of 11.5% and a capital structure of 50% debt
and 50% equity. The APSC order provided for an allowed return on equity of 9.7% and an assumed capital structure
of 54% debt and 46% equity. In its order approving the rate increase, the APSC stated that it would consider in future
generic proceedings, certain regulatory changes including a streamlined rate case process, a revenue decoupling
mechanism designed to encourage efficiency and conservation, and a performance based methodology designed to
allow a variable return on equity adjustment within a reasonable range. On September 25, 2006, our Natural Gas
Distribution segment filed with the APSC an application to modify its general rates and charges. The application seeks
to increase annual operating revenues by $13.1 million, a 6.8% annual increase.  The APSC has 10 months to render a
decision on the application. Any increase approved is expected to take effect in July 2007.

On January 12, 2006, the APSC initiated a notice of inquiry regarding a rulemaking for developing and implementing
energy efficiency programs.  Following a collaborative process, the APSC issued energy efficiency rules on January
11, 2007.  These rules require all gas and electric utilities, excluding electric cooperatives, to file energy efficiency
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plans and programs with the APSC.  Quick start or pilot programs are to be implemented by late 2007, and
comprehensive
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programs are to be implemented in 2009.  Utilities will recover the costs of these programs from their customers.  The
APSC will address lost revenues associated with these programs in the utilities� future rate cases. We have not yet
determined the effect of these rules on our future operations and have not included any revenue loss in our pending
rate case.

On December 19, 2006, the APSC issued affiliate transactions rules.  In January 2007, Arkansas Western and other
utilities requested a rehearing of these rules.  On February 16, 2007, the APSC issued an order granting a rehearing
and staying the implementation of the affiliate transaction rules pending further review.  A public hearing on this issue
is scheduled for March 27, 2007.  Arkansas Western anticipates that these rules, if not modified on rehearing, will
increase its regulatory costs and overall cost of service.

Rate increase requests, which may be filed in the future, will depend on APSC policies, customer growth, increases in
operating expenses and additional investment in property, plant and equipment.

Transportation

On May 2, 2006, we sold our 25% partnership interest in NOARK Pipeline System, Limited Partnership (NOARK) to
Atlas Pipeline Partners, L.P. for $69.0 million and recognized a pre-tax gain of approximately $10.9 million ($6.7
million after-tax) in the second quarter relating to the transaction. We recorded pre-tax income from operations related
to our investment in NOARK of $0.9 million in 2006, compared to $1.6 million in 2005 and a pre-tax loss of $0.4
million in 2004. Income from operations and the gain on the sale in the second quarter of 2006 were recorded in other
income in our statements of operations. We refer you to Note 7 to the consolidated financial statements for additional
discussion.

Other Revenues

In 2006, 2005 and 2004, other revenues included pre-tax gains of $4.0 million, $3.1 million and $4.5 million,
respectively, related to the sale of gas-in-storage inventory. Other revenues for 2005 and 2004 also included pre-tax
gains of $0.4 million and $5.8 million, respectively, related to sales of undeveloped real estate.
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Interest Expense and Interest Income

Interest costs, net of capitalization, were down 95% to $0.7 million in 2006 and down 11% to $15.0 million in 2005,
both as compared to prior years. Interest expense decreased in 2006 due to decreased debt levels resulting from our
equity offering in September 2005 and increased capitalized interest. Interest expense decreased in 2005 due primarily
to increased capitalized interest. We refer you to �Management�s Discussion and Analysis of Financial Condition and
Results of Operations � Liquidity and Capital Resources � Financing Requirements� and Note 2 to the consolidated
financial statements for further discussion of our debt. Interest capitalized increased to $11.8 million in 2006, up from
$6.0 million in 2005 and $2.8 million in 2004. Changes in capitalized interest are primarily due to the level of
investment in unevaluated properties and the capitalization of interest during the construction phase of our drilling rigs
in our E&P segment. Costs excluded from amortization in the E&P segment increased to $166.8 million at December
31, 2006, compared to $122.3 million at December 31, 2005. Total capital investments for our E&P segment were
$861.0 million in 2006, up from $451.3 million in 2005.

During 2006 and 2005, we earned interest income of $6.3 million and $3.4 million, respectively, related to our cash
investments. These amounts are recorded in other income. We did not have any interest income in 2004.

Income Taxes

In 2006, the state of Texas enacted legislation to replace its method of taxing businesses from a capital based tax to a
tax on modified gross revenue. Although this change in taxation method was not effective until 2007, the provisions
of Statement on Financial Accounting Standards No. 109, �Accounting for Income Taxes� (FAS 109), required us to
record in 2006 the impact that this change has on our liability for deferred taxes. As a result, we recorded additional
income tax expense of $1.8 million, net of federal income tax effect, in the second quarter of 2006. This one-time
adjustment increased our effective tax rate to approximately 37.9% for 2006, compared to 36.9% in 2005, and 36.6%
in 2004. Other than the change resulting from Texas taxes discussed above, the changes in the provision for deferred
income taxes recorded each period result primarily from the level of income before income taxes, adjusted for
permanent differences.
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Pension Expense

We recorded an expense of $4.0 million in 2006 for our pension and other postretirement benefit plans, compared to
$2.3 million in 2005 and $2.2 million in 2004. The amount of pension expense recorded is determined by actuarial
calculations and is also impacted by the funded status of our plans. During 2006, $3.4 million was contributed to our
pension plans and $0.4 million was contributed to our other postretirement plans. As of December 31, 2006, we have
adopted Statement of Financial Accounting Standards No. 158, �Employers� Accounting for Defined Benefit Pension
and Other Postretirement Plans�, or FAS 158. See �Adoption of Accounting Principles� below and Note 4 to the
consolidated financial statements for further discussion of FAS 158. For further discussion of our pension plans, we
refer you to Note 4 to the consolidated financial statements and �Critical Accounting Policies� below. &nb
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