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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

x Quarterly Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
For the quarterly period ended March 31, 2014

Commission File No. 001-14817

PACCAR Inc
(Exact name of registrant as specified in its charter)

Delaware 91-0351110
(State or other jurisdiction of

incorporation or organization)

(I.R.S. Employer Identification No.)

777 - 106th Ave. N.E., Bellevue, WA 98004
(Address of principal executive offices) (Zip Code)

(425) 468-7400

(Registrant�s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.    Yes  x    No  ¨

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every Interactive Data
File required to be submitted and posted pursuant to Rule 405 of Regulation S-T during the preceding 12 months (or for such shorter period that
the registrant was required to submit and post such files).    Yes  x    No  ¨

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company. See the definitions of �large accelerated filer,� �accelerated filer� and �smaller reporting company� in Rule 12b-2 of the Exchange Act.
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Large accelerated filer x Accelerated filer ¨

Non-accelerated filer ¨ Smaller reporting company ¨
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).    Yes  ¨    No  x

Indicate the number of shares outstanding of each of the issuer�s classes of common stock, as of the latest practicable date.

Common Stock, $1 par value � 354,697,430 shares as of April 30, 2014
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PART I - FINANCIAL INFORMATION

Consolidated Statements of Comprehensive Income (Unaudited)

(Millions Except Per Share Amounts)

Three Months Ended
March 31

2014 2013
TRUCK, PARTS AND OTHER:
Net sales and revenues $ 4,086.2 $ 3,631.2

Cost of sales and revenues 3,595.5 3,189.3
Research and development 52.7 72.1
Selling, general and administrative 121.4 117.7
Interest and other expense, net 1.4 1.5

3,771.0 3,380.6

Truck, Parts and Other Income Before Income Taxes 315.2 250.6

FINANCIAL SERVICES:
Interest and fees 112.9 113.8
Operating lease, rental and other revenues 180.8 179.3

Revenues 293.7 293.1

Interest and other borrowing expenses 36.6 38.9
Depreciation and other expense 144.3 144.1
Selling, general and administrative 23.6 23.5
Provision for losses on receivables 3.7 6.5

208.2 213.0

Financial Services Income Before Income Taxes 85.5 80.1

Investment income 5.8 6.5

Total Income Before Income Taxes 406.5 337.2

Income taxes 132.6 101.1

Net Income $ 273.9 $ 236.1

Net Income Per Share:
Basic $ .77 $ .67
Diluted $ .77 $ .67
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Weighted Average Number of Common Shares Outstanding:
Basic 354.9 354.0
Diluted 356.0 354.8

Dividends declared per share $ .20 $ .20

Comprehensive Income $ 279.2 $ 156.6

See Notes to Consolidated Financial Statements.
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Consolidated Balance Sheets (Millions)

March 31
2014

December 31
2013*

(Unaudited)
ASSETS

TRUCK, PARTS AND OTHER:
Current Assets
Cash and cash equivalents $ 1,211.2 $ 1,657.7
Trade and other receivables, net 1,186.9 1,019.6
Marketable debt securities 1,250.4 1,267.5
Inventories, net 958.0 813.6
Other current assets 312.4 308.1

Total Truck, Parts and Other Current Assets 4,918.9 5,066.5

Equipment on operating leases, net 995.2 1,038.3
Property, plant and equipment, net 2,508.6 2,513.3
Other noncurrent assets, net 518.4 477.3

Total Truck, Parts and Other Assets 8,941.1 9,095.4

FINANCIAL SERVICES:
Cash and cash equivalents 78.7 92.4
Finance and other receivables, net 8,863.6 8,812.1
Equipment on operating leases, net 2,253.0 2,290.1
Other assets 461.2 435.5

Total Financial Services Assets 11,656.5 11,630.1

$ 20,597.6 $ 20,725.5

* The December 31, 2013 consolidated balance sheet has been derived from audited financial statements.
See Notes to Consolidated Financial Statements.
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Consolidated Balance Sheets (Millions)

March 31
2014

December 31
2013*

(Unaudited)
LIABILITIES AND STOCKHOLDERS� EQUITY

TRUCK, PARTS AND OTHER:
Current Liabilities
Accounts payable, accrued expenses and other $ 2,411.4 $ 2,155.0
Dividend payable 318.8
Current portion of long-term debt 150.0

Total Truck, Parts and Other Current Liabilities 2,411.4 2,623.8

Residual value guarantees and deferred revenues 1,047.6 1,093.8
Other liabilities 758.6 734.4

Total Truck, Parts and Other Liabilities 4,217.6 4,452.0

FINANCIAL SERVICES:
Accounts payable, accrued expenses and other 348.6 391.7
Commercial paper and bank loans 2,871.9 2,508.9
Term notes 5,368.0 5,765.3
Deferred taxes and other liabilities 928.0 973.3

Total Financial Services Liabilities 9,516.5 9,639.2

STOCKHOLDERS� EQUITY
Preferred stock, no par value: Authorized 1.0 million shares, none issued
Common stock, $1 par value: Authorized 1.2 billion shares,
issued 354.7 and 354.3 million shares 354.7 354.3
Additional paid-in capital 126.7 106.2
Retained earnings 6,368.1 6,165.1
Accumulated other comprehensive income 14.0 8.7

Total Stockholders� Equity 6,863.5 6,634.3

$ 20,597.6 $ 20,725.5

* The December 31, 2013 consolidated balance sheet has been derived from audited financial statements.
See Notes to Consolidated Financial Statements.
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Condensed Consolidated Statements of Cash Flows (Unaudited)

(Millions)

Three Months Ended
March 31

2014 2013
OPERATING ACTIVITIES:
Net income $ 273.9 $ 236.1
Adjustments to reconcile net income to cash provided by operations:
Depreciation and amortization:
Property, plant and equipment 65.2 45.0
Equipment on operating leases and other 154.6 139.7
Provision for losses on financial services receivables 3.7 6.5
Other, net (23.1) 10.9
Change in operating assets and liabilities:
Trade and other receivables (160.9) (213.9) 
Wholesale receivables on new trucks (58.1) (14.4) 
Sales-type finance leases and dealer direct loans on new trucks 21.5 14.9
Inventories (143.2) (47.8) 
Accounts payable and accrued expenses 179.6 220.6
Income taxes, warranty and other (27.5) (13.6) 

Net Cash Provided by Operating Activities 285.7 384.0

INVESTING ACTIVITIES:
Originations of retail loans and direct financing leases (662.7) (630.0) 
Collections on retail loans and direct financing leases 660.9 604.3
Net (increase) decrease in wholesale receivables on used equipment (6.8) 10.3
Purchases of marketable securities (308.9) (189.1) 
Proceeds from sales and maturities of marketable securities 321.7 170.1
Payments for property, plant and equipment (80.3) (138.4) 
Acquisitions of equipment for operating leases (182.9) (251.5) 
Proceeds from asset disposals 83.4 82.8

Net Cash Used in Investing Activities (175.6) (341.5) 

FINANCING ACTIVITIES:
Payments of cash dividends (389.7) (70.7) 
Proceeds from stock compensation transactions 11.6 7.6
Net increase (decrease) in commercial paper and short-term bank loans 348.7 (458.9) 
Proceeds from long-term debt 11.3 500.0
Payments of long-term debt (550.0) (15.4) 

Net Cash Used in Financing Activities (568.1) (37.4) 
Effect of exchange rate changes on cash (2.2) (16.1) 

Net Decrease in Cash and Cash Equivalents (460.2) (11.0) 
Cash and cash equivalents at beginning of period 1,750.1 1,272.4
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Cash and cash equivalents at end of period $ 1,289.9 $ 1,261.4

See Notes to Consolidated Financial Statements.
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Notes to Consolidated Financial Statements (Unaudited) (Millions, Except Share Amounts)
NOTE A - Basis of Presentation

The accompanying unaudited consolidated financial statements have been prepared in accordance with generally accepted accounting principles
(GAAP) for interim financial information and with the instructions to Form 10-Q and Article 10 of Regulation S-X. Accordingly, they do not
include all of the information and footnotes required by GAAP for complete financial statements. In the opinion of management, all adjustments
(consisting of normal recurring accruals) considered necessary for a fair presentation have been included. Operating results for the three months
ended March 31, 2014 are not necessarily indicative of the results that may be expected for the year ending December 31, 2014. For further
information, refer to the consolidated financial statements and footnotes included in PACCAR Inc�s (PACCAR or the Company) Annual Report
on Form 10-K for the year ended December 31, 2013.

Earnings per Share: Basic earnings per common share are computed by dividing earnings by the weighted average number of common shares
outstanding, plus the effect of any participating securities. Diluted earnings per common share are computed assuming that all potentially
dilutive securities are converted into common shares under the treasury stock method. The dilutive and antidilutive options are shown separately
in the table below.

Three Months Ended March 31, 2014 2013
Additional shares 1,102,600 800,600
Antidilutive options 656,200 2,306,800
New Accounting Pronouncements: In July 2013, the Financial Accounting Standards Board (FASB) issued Accounting Standards Update (ASU)
2013-11, Presentation of an Unrecognized Tax Benefit When a Net Operating Loss Carryforward, a Similar Tax Loss, or a Tax Credit
Carryforward Exists. This ASU requires an unrecognized tax benefit, or a portion of an unrecognized tax benefit, to be presented in the
consolidated financial statements as a reduction to a deferred tax asset for a net operating loss carryforward, a similar tax loss, or a tax credit
carryforward if available under the applicable tax jurisdiction. The ASU was effective for annual periods beginning after December 15, 2013 and
interim periods within those annual periods. The Company adopted ASU 2013-11 in the first quarter of 2014; the implementation of this
amendment did not have a material impact on the Company�s consolidated financial statements.

NOTE B - Investments in Marketable Debt Securities

The Company�s investments in marketable debt securities are classified as available-for-sale. These investments are stated at fair value with any
unrealized gains or losses, net of tax, included as a component of accumulated other comprehensive income (AOCI).

The Company utilizes third-party pricing services for all of its marketable debt security valuations. The Company reviews the pricing
methodology used by the third-party pricing services including the manner employed to collect market information. On a quarterly basis, the
Company also performs review and validation procedures on the pricing information received from the third-party providers. These procedures
help ensure that the fair value information used by the Company is determined in accordance with applicable accounting guidance.

The Company evaluates its investment in marketable debt securities at the end of each reporting period to determine if a decline in fair value is
other than temporary. Realized losses are recognized upon management�s determination that a decline in fair value is other than temporary. The
determination of other-than-temporary impairment is a subjective process, requiring the use of judgments and assumptions regarding the amount
and timing of recovery. The Company reviews and evaluates its investments at least quarterly to identify investments that have indications of
other-than-temporary impairments. It is reasonably possible that a change in estimate could occur in the near term relating to
other-than-temporary impairment. Accordingly, the Company considers several factors when evaluating debt securities for other-than-temporary
impairment, including whether the decline in fair value of the security is due to increased default risk for the specific issuer or market interest
rate risk.

- 6 -
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Notes to Consolidated Financial Statements (Unaudited) (Millions, Except Share Amounts)

In assessing default risk, the Company considers the collectability of principal and interest payments by monitoring changes to issuers� credit
ratings, specific credit events associated with individual issuers as well as the credit ratings of any financial guarantor, and the extent and
duration to which amortized cost exceeds fair value.

In assessing market interest rate risk, including benchmark interest rates and credit spreads, the Company considers its intent for selling the
securities and whether it is more likely than not the Company will be able to hold these securities until the recovery of any unrealized losses.

Marketable debt securities at March 31, 2014 and December 31, 2013 consisted of the following:

At March 31, 2014
Amortized

Cost
Unrealized

Gains
Unrealized

Losses
Fair

Value
U.S. tax-exempt securities $ 218.0 $ 1.2 $ .1 $ 219.1
U.S. corporate securities 56.5 .1 56.6
U.S. government and agency securities 5.5 5.5
Non-U.S. corporate securities 683.5 2.0 .1 685.4
Non-U.S. government securities 183.5 .9 .3 184.1
Other debt securities 99.6 .1 99.7

$  1,246.6 $ 4.3 $ .5 $ 1,250.4

At December 31, 2013
Amortized

Cost
Unrealized

Gains
Unrealized

Losses
Fair

Value
U.S. tax-exempt securities $ 214.9 $ 1.2 $ 216.1
U.S. corporate securities 78.2 .1 $ .1 78.2
U.S. government and agency securities 5.5 5.5
Non-U.S. corporate securities 608.5 1.2 .4 609.3
Non-U.S. government securities 217.3 .7 .5 217.5
Other debt securities 140.5 .4 140.9

$ 1,264.9 $ 3.6 $ 1.0 $ 1,267.5

The cost of marketable debt securities is adjusted for amortization of premiums and accretion of discounts to maturity. Amortization, accretion,
interest and dividend income and realized gains and losses are included in investment income. The cost of securities sold is based on the specific
identification method. Gross realized gains were $.4 and $.1 for the three months ended March 31, 2014 and 2013, respectively, and gross
realized losses were $.1 for both the three month periods ended March 31, 2014 and 2013.

Marketable debt securities with continuous unrealized losses and their related fair values were as follows:

March 31, 2014 December 31, 2013
Less than

Twelve Months
Twelve Months

or Greater
Less than

Twelve Months
Twelve Months

or Greater

Fair value $ 247.9 $ 388.3 $ 28.4
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Unrealized losses .5 .9 .1
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Notes to Consolidated Financial Statements (Unaudited) (Millions, Except Share Amounts)

For the investment securities in gross unrealized loss positions identified above, the Company does not intend to sell the investment securities. It
is more likely than not that the Company will not be required to sell the investment securities before recovery of the unrealized losses, and the
Company expects that the contractual principal and interest will be received on the investment securities. As a result, the Company recognized
no other-than-temporary impairments during the periods presented.

Contractual maturities on marketable debt securities at March 31, 2014 were as follows:

Maturities:
Amortized

Cost
Fair

Value
Within one year $ 486.8 $ 487.3
One to five years 759.5 762.8
Six to ten years .3 .3

$ 1,246.6 $ 1,250.4

NOTE C - Inventories

Inventories are stated at the lower of cost or market. Cost of inventories in the U.S. is determined principally by the last-in, first-out (LIFO)
method. Cost of all other inventories is determined principally by the first-in, first-out (FIFO) method.

Inventories include the following:

March 31
2014

December 31
2013

Finished products $ 592.2 $ 440.6
Work in process and raw materials 538.6 545.2

1,130.8 985.8
Less LIFO reserve (172.8) (172.2) 

$ 958.0 $ 813.6

Under the LIFO method of accounting (used for approximately 40% of March 31, 2014 inventories), an actual valuation can be made only at the
end of each year based on year-end inventory levels and costs. Accordingly, interim valuations are based on management�s estimates of those
year-end amounts.

- 8 -
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Notes to Consolidated Financial Statements (Unaudited) (Millions, Except Share Amounts)

NOTE D - Finance and Other Receivables

Finance and other receivables include the following:

March 31
2014

December 31
2013

Loans $ 3,989.4 $ 3,977.4
Direct financing leases 2,709.4 2,680.8
Sales-type finance leases 874.6 921.1
Dealer wholesale financing 1,679.2 1,616.5
Operating lease and other trade receivables 112.8 121.3
Unearned interest: Finance leases (371.5) (375.7) 

$ 8,993.9 $ 8,941.4
Less allowance for losses:
Loans and leases (111.6) (110.9) 
Dealer wholesale financing (10.8) (10.4) 
Operating lease and other trade receivables (7.9) (8.0) 

$ 8,863.6 $ 8,812.1

Recognition of interest income and rental revenue is suspended (put on non-accrual status) when the receivable becomes more than 90 days past
the contractual due date or earlier if some other event causes the Company to determine that collection is not probable. Accordingly, no finance
receivables more than 90 days past due were accruing interest at March 31, 2014 or December 31, 2013. Recognition is resumed if the
receivable becomes current by the payment of all amounts due under the terms of the existing contract and collection of remaining amounts is
considered probable (if not contractually modified) or if the customer makes scheduled payments for three months and collection of remaining
amounts is considered probable (if contractually modified). Payments received while the finance receivable is on non-accrual status are applied
to interest and principal in accordance with the contractual terms.

Allowance for Credit Losses

The Company continuously monitors the payment performance of its finance receivables. For large retail finance customers and dealers with
wholesale financing, the Company regularly reviews their financial statements and makes site visits and phone contact as appropriate. If the
Company becomes aware of circumstances that could cause those customers or dealers to face financial difficulty, whether or not they are past
due, the customers are placed on a watch list.

The Company modifies loans and finance leases as a normal part of its Financial Services operations. The Company may modify loans and
finance leases for commercial reasons or for credit reasons. Modifications for commercial reasons are changes to contract terms for customers
that are not considered to be in financial difficulty. Modifications for credit reasons are changes to contract terms for customers considered to be
in financial difficulty. The Company�s modifications typically result in granting more time to pay the contractual amounts owed and charging a
fee and interest for the term of the modification.

On average, modifications extended contractual terms by approximately three months in 2014 and six months in 2013 and did not have a
significant effect on the weighted average term or interest rate of the total portfolio at March 31, 2014 and December 31, 2013.
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When considering whether to modify customer accounts for credit reasons, the Company evaluates the creditworthiness of the customers and
modifies those accounts that the Company considers likely to perform under the modified terms. When the Company modifies loans and finance
leases for credit reasons and grants a concession, the modifications are classified as troubled debt restructurings (TDRs).
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Notes to Consolidated Financial Statements (Unaudited) (Millions, Except Share Amounts)

The Company does not typically grant credit modifications for customers that do not meet minimum underwriting standards since the Company
normally repossesses the financed equipment in these circumstances. When such modifications do occur, they are considered TDRs.

The Company has developed a systematic methodology for determining the allowance for credit losses for its two portfolio segments, retail and
wholesale. The retail segment consists of retail loans and direct and sales-type finance leases, net of unearned interest. The wholesale segment
consists of truck inventory financing loans to dealers that are collateralized by trucks and other collateral. The wholesale segment generally has
less risk than the retail segment. Wholesale receivables generally are shorter in duration than retail receivables, and the Company requires
monthly reporting of the wholesale dealer�s financial condition, conducts periodic audits of the trucks being financed and in many cases, obtains
personal guarantees or other security such as dealership assets. In determining the allowance for credit losses, retail loans and finance leases are
evaluated together since they relate to a similar customer base, their contractual terms require regular payment of principal and interest generally
over 36 to 60 months and they are secured by the same type of collateral. The allowance for credit losses consists of both specific and general
reserves.

The Company individually evaluates certain finance receivables for impairment. Finance receivables that are evaluated individually for
impairment consist of all wholesale accounts and certain large retail accounts with past due balances or otherwise determined to be at a higher
risk of loss. A finance receivable is impaired if it is considered probable the Company will be unable to collect all contractual interest and
principal payments as scheduled. In addition, all retail loans and leases which have been classified as TDRs and all customer accounts over 90
days past due are considered impaired. Generally, impaired accounts are on non-accrual status. Impaired accounts classified as TDRs which
have been performing for 90 consecutive days are placed on accrual status if it is deemed probable that the Company will collect all principal
and interest payments.

Impaired receivables are generally considered collateral dependent. Large balance retail and all wholesale impaired receivables are individually
evaluated to determine the appropriate reserve for losses. The determination of reserves for large balance impaired receivables considers the fair
value of the associated collateral. When the underlying collateral fair value exceeds the Company�s recorded investment, no reserve is recorded.
Small balance impaired receivables with similar risk characteristics are evaluated as a separate pool to determine the appropriate reserve for
losses using the historical loss information discussed below.

For finance receivables that are not individually impaired, the Company collectively evaluates and determines the general allowance for credit
losses for both retail and wholesale receivables based on historical loss information, using past due account data and current market conditions.
Information used includes assumptions regarding the likelihood of collecting current and past due accounts, repossession rates, the recovery rate
on the underlying collateral based on used truck values and other pledged collateral or recourse. The Company has developed a range of loss
estimates for each of its country portfolios based on historical experience, taking into account loss frequency and severity in both strong and
weak truck market conditions. A projection is made of the range of estimated credit losses inherent in the portfolio from which an amount is
determined as probable based on current market conditions and other factors impacting the creditworthiness of the Company�s borrowers and
their ability to repay. After determining the appropriate level of the allowance for credit losses, a provision for losses on finance receivables is
charged to income as necessary to reflect management�s estimate of incurred credit losses, net of recoveries, inherent in the portfolio.

In determining the fair value of the collateral, the Company uses a pricing matrix and categorizes the fair value as Level 2 in the hierarchy of fair
value measurement. The pricing matrix is reviewed quarterly and updated as appropriate. The pricing matrix considers the make, model and year
of the equipment as well as recent sales prices of comparable equipment through wholesale channels to the Company�s dealers (principal
market). The fair value of the collateral also considers the overall condition of the equipment.

- 10 -
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Notes to Consolidated Financial Statements (Unaudited) (Millions, Except Share Amounts)

Accounts are charged-off against the allowance for credit losses when, in the judgment of management, they are considered uncollectible
(generally upon repossession of the collateral). Typically the timing between the repossession and charge-off is not significant. In cases where
repossession is delayed (e.g., for legal proceedings), the Company records partial charge-offs. The charge-off is determined by comparing the
fair value of the collateral, less cost to sell, to the recorded investment.

For the following credit quality disclosures, finance receivables are classified as dealer wholesale, dealer retail and customer retail segments.
The dealer wholesale segment consists of truck inventory financing to PACCAR dealers. The dealer retail segment consists of loans and leases
to participating dealers and franchises that use the proceeds to fund customers� acquisition of commercial vehicles and related equipment. The
customer retail segment consists of loans and leases directly to customers for the acquisition of commercial vehicles and related equipment.
Customer retail receivables are further segregated between fleet and owner/operator classes. The fleet class consists of customer retail accounts
operating more than five trucks. All other customer retail accounts are considered owner/operator. Each individual class has similar
measurement attributes, risk characteristics and common methods to monitor and assess credit risk.

The allowance for credit losses is summarized as follows:

2014
Dealer Customer

Wholesale Retail Retail Other* Total
Balance at January 1 $ 10.4 $ 13.4 $ 97.5 $ 8.0 $ 129.3
Provision for losses .4 (.4) 2.9 .8 3.7
Charge-offs (3.5) (1.1) (4.6) 
Recoveries 1.7 .2 1.9
Currency translation and other (.1) .1

Balance at March 31 $ 10.8 $ 12.9 $ 98.7 $ 7.9 $ 130.3

2013
Dealer Customer

Wholesale Retail Retail Other* Total
Balance at January 1 $ 11.8 $ 13.4 $ 99.2 $ 5.6 $ 130.0
Provision for losses .3 (.8) 5.5 1.5 6.5
Charge-offs (.1) (4.6) (.4) (5.1) 
Recoveries 1.4 .2 1.6
Currency translation and other (.2) (.1) .4 (.2) (.1) 

Balance at March 31 $ 11.8 $ 12.5 $ 101.9 $ 6.7 $ 132.9

* Operating lease and other trade receivables.
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Notes to Consolidated Financial Statements (Unaudited) (Millions, Except Share Amounts)

Information regarding finance receivables evaluated and determined individually and collectively is as follows:

Dealer Customer
At March 31, 2014 Wholesale Retail Retail Total
Recorded investment for impaired finance
receivables evaluated individually $ 6.5 $ 39.7 $ 46.2
Allowance for impaired finance receivables
determined individually 1.3 4.6 5.9
Recorded investment for finance receivables
evaluated collectively 1,672.7 $ 1,464.3 5,697.9 8,834.9
Allowance for finance receivables determined
collectively 9.5 12.9 94.1 116.5

Dealer Customer
At December 31, 2013 Wholesale Retail Retail Total
Recorded investment for impaired finance
receivables evaluated individually $ 8.5 $ 42.1 $ 50.6
Allowance for impaired finance receivables
determined individually 1.4 5.9 7.3
Recorded investment for finance receivables
evaluated collectively 1,608.0 $ 1,525.6 5,635.9 8,769.5
Allowance for finance receivables determined
collectively 9.0 13.4 91.6 114.0
The recorded investment for finance receivables that are on non-accrual status is as follows:

March 31
2014

December 31
2013

Dealer:
Wholesale $ 5.6 $ 8.0
Customer retail:
Fleet 25.8 30.5
Owner/operator 6.2 8.6

$ 37.6 $ 47.1

- 12 -
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Notes to Consolidated Financial Statements (Unaudited) (Millions, Except Share Amounts)

Impaired Loans

Impaired loans with no specific reserves were $8.1 and $10.7 at March 31, 2014 and December 31, 2013, respectively. Impaired loans with a
specific reserve are summarized below for which the impaired loans with specific reserve represent the unpaid principal balance. The recorded
investment of impaired loans as of March 31, 2014 and December 31, 2013 was not significantly different than the unpaid principal balance.

Dealer Customer Retail

At March 31, 2014 Wholesale Retail Fleet
Owner/

Operator Total
Impaired loans with a specific reserve $ 6.5 $ 12.5 $ 2.9 $ 21.9
Associated allowance (1.3) (1.9) (.6) (3.8) 

Net carrying amount of impaired loans $ 5.2 $ 10.6 $ 2.3 $ 18.1

Average recorded investment* $ 6.2 $ 27.7 $ 4.3 $ 38.2

* Represents the average during the 12 months ended March 31, 2014.

Dealer Customer Retail

At December 31, 2013 Wholesale Retail Fleet
Owner/
Operator Total

Impaired loans with a specific reserve $ 8.5 $ 10.8 $ 3.1 $ 22.4
Associated allowance (1.4) (2.1) (.6) (4.1) 

Net carrying amount of impaired loans $ 7.1 $ 8.7 $ 2.5 $ 18.3

Average recorded investment* $ 6.3 $ 39.3 $ 8.1 $ 53.7

* Represents the average during the 12 months ended March 31, 2013.
During the period the loans above were considered impaired, interest income recognized on a cash basis is as follows:

Three Months Ended March 31, 2014 2013
Interest income recognized:
Dealer wholesale $ .1 $ .4
Customer retail - fleet .3
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Customer retail - owner/operator .1 .2

$ .5 $ .6

Credit Quality

The Company�s customers are principally concentrated in the transportation industry in North America, Europe and Australia. The Company�s
portfolio is diversified over a large number of customers and dealers with no single customer or dealer balances representing over 4% of the total
portfolio. The Company retains as collateral a security interest in the related equipment.

At the inception of each contract, the Company considers the credit risk based on a variety of credit quality factors including prior payment
experience, customer financial information, credit-rating agency ratings, loan-to-value ratios and other internal metrics. On an ongoing basis, the
Company monitors credit quality based on past due status and collection experience as there is a meaningful correlation between the past due
status of customers and the risk of loss.

- 13 -
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The Company has three credit quality indicators: performing, watch and at-risk. Performing accounts pay in accordance with the contractual
terms and are not considered high risk. Watch accounts include accounts 31 to 90 days past due and large accounts that are performing but are
considered to be high-risk. Watch accounts are not impaired. At-risk accounts are accounts that are impaired, including TDRs, accounts over 90
days past due and other accounts on non-accrual status. The tables below summarize the Company�s finance receivables by credit quality
indicator and portfolio class.

Dealer Customer Retail

At March 31, 2014 Wholesale Retail Fleet
Owner/

Operator Total
Performing $ 1,646.9 $ 1,463.3 $ 4,479.2 $ 1,192.3 $ 8,781.7
Watch 25.8 1.0 15.7 10.7 53.2
At-risk 6.5 32.2 7.5 46.2

$ 1,679.2 $ 1,464.3 $ 4,527.1 $ 1,210.5 $ 8,881.1

Dealer Customer Retail

At December 31, 2013 Wholesale Retail Fleet
Owner/
Operator Total

Performing $ 1,576.9 $ 1,520.1 $ 4,396.5 $ 1,219.5 $ 8,713.0
Watch 31.1 5.5 12.7 7.2 56.5
At-risk 8.5 33.3 8.8 50.6

$ 1,616.5 $ 1,525.6 $ 4,442.5 $ 1,235.5 $ 8,820.1

The tables below summarize the Company�s finance receivables by aging category. In determining past due status, the Company considers the
entire contractual account balance past due when any installment is over 30 days past due. Substantially all customer accounts that were greater
than 30 days past due prior to credit modification became current upon modification for aging purposes.

Dealer Customer Retail

At March 31, 2014 Wholesale Retail Fleet
Owner/

Operator Total
Current and up to 30 days past due $ 1,676.2 $ 1,464.3 $ 4,497.2 $ 1,194.8 $ 8,832.5
31 � 60 days past due .8 11.1 8.5 20.4
Greater than 60 days past due 2.2 18.8 7.2 28.2

$ 1,679.2 $ 1,464.3 $ 4,527.1 $ 1,210.5 $ 8,881.1

Dealer Customer Retail

At December 31, 2013 Wholesale Retail Fleet
Owner/
Operator Total

Current and up to 30 days past due $ 1,611.7 $ 1,525.6 $ 4,417.5 $ 1,221.4 $ 8,776.2
31 � 60 days past due 1.7 9.2 6.3 17.2
Greater than 60 days past due 3.1 15.8 7.8 26.7
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$ 1,616.5 $ 1,525.6 $ 4,442.5 $ 1,235.5 $ 8,820.1

- 14 -

Edgar Filing: PACCAR INC - Form 10-Q

Table of Contents 22



Table of Contents

PACCAR Inc � Form 10-Q

Notes to Consolidated Financial Statements (Unaudited) (Millions, Except Share Amounts)

Troubled Debt Restructurings

The balance of TDRs was $28.0 and $27.6 at March 31, 2014 and December 31, 2013, respectively. At modification date, the pre-modification
and post-modification recorded investment balances for finance receivables modified during the period by portfolio class are as follows:

Three Months Ended March 31, 2014 2013
Recorded Investment Recorded Investment

Pre-Modification Post-Modification Pre-Modification Post-Modification
Fleet $ 4.9 $ 4.9 $ 4.2 $ 4.1
Owner/operator 1.0 1.0 .5 .5

$ 5.9 $ 5.9 $ 4.7 $ 4.6

The effect on the allowance for credit losses from such modifications was not significant at March 31, 2014 and 2013.

TDRs modified during the previous twelve months that subsequently defaulted (i.e., became more than 30 days past due) during the period by
portfolio class are as follows:

Three Months Ended March 31, 2014 2013
Fleet $             .2 $             .5
Owner/operator .1 .1

$ .3 $ .6

The TDRs that subsequently defaulted did not significantly impact the Company�s allowance for credit losses at March 31, 2014 and 2013.

Repossessions

When the Company determines a customer is not likely to meet its contractual commitments, the Company repossesses the vehicles which serve
as collateral for the loans, finance leases and equipment under operating lease. The Company records the vehicles as used truck inventory
included in Financial Services other assets on the Consolidated Balance Sheets. The balance of repossessed inventory at March 31, 2014 and
December 31, 2013 was $16.8 and $13.7, respectively. Proceeds from the sales of repossessed assets were $12.7 and $20.3 for the three months
ended March 31, 2014 and 2013, respectively. These amounts are included in proceeds from asset disposals in the Condensed Consolidated
Statements of Cash Flows. Write-downs of repossessed equipment on operating leases are recorded as impairments and included in Financial
Services depreciation and other expense on the Consolidated Statements of Comprehensive Income.

NOTE E - Product Support Liabilities

Product support liabilities are estimated future payments related to product warranties, optional extended warranties and repair and maintenance
(R&M) contracts. The Company generally offers one year warranties covering most of its vehicles and related aftermarket parts. For vehicles
equipped with engines manufactured by PACCAR, the Company generally offers two year warranties on the engine. Specific terms and
conditions vary depending on the product and the country of sale. Optional extended warranty and R&M contracts can be purchased for periods
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which generally range up to five years. Warranty expenses and reserves are estimated and recorded at the time products or contracts are sold
based on historical data regarding the source, frequency and cost of claims, net of any recoveries. The Company periodically assesses the
adequacy of its recorded liabilities and adjusts them as appropriate to reflect actual experience. Revenue from extended warranty and R&M
contracts is deferred and recognized to income generally on a straight-line basis over the contract period. Warranty and R&M costs on these
contracts are recognized as incurred.
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Changes in product support liabilities are summarized as follows:

2014 2013
Balance at January 1 $ 630.5 $ 540.7
Cost accruals and revenue deferrals 130.8 68.6
Payments and revenue recognized (74.8) (58.5) 
Currency translation 1.5 (10.9) 

Balance at March 31 $ 688.0 $ 539.9

NOTE F � Stockholders� Equity

Comprehensive Income

The components of comprehensive income were as follows:

Three Months Ended March 31, 2014 2013
Net income $ 273.9 $ 236.1
Other comprehensive income (loss) (OCI):
Unrealized gains on derivative contracts 1.7 3.2
Tax effect (.6) (1.1) 

1.1 2.1

Unrealized gains (losses) on marketable debt securities 1.2 (.3) 
Tax effect (.2) .1

1.0 (.2) 

Pension plans 6.4 21.3
Tax effect (2.1) (6.7) 

4.3 14.6

Foreign currency translation losses (1.1) (96.0) 

Net other comprehensive income (loss) 5.3 (79.5) 

Comprehensive income $ 279.2 $ 156.6

- 16 -
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Accumulated Other Comprehensive Income

The components of AOCI as of March 31, 2014 and December 31, 2013 and the changes in AOCI, net of tax, included in the Consolidated
Balance Sheets, consisted of the following:

Unrealized Gains
and

(Losses) on
Derivative
Contracts

Unrealized Gains
on Marketable
Debt Securities

Pension
Plans

Foreign
Currency

Translation Total
Balance at December 31, 2013 $ (15.1) $ 1.7 $ (262.2) $ 284.3 $ 8.7
Recorded into AOCI 6.1 .7 .6 (1.1) 6.3
Reclassified out of AOCI (5.0) .3 3.7 (1.0) 

Net other comprehensive income (loss) 1.1 1.0 4.3 (1.1) 5.3

Balance at March 31, 2014 $ (14.0) $ 2.7 $ (257.9) $ 283.2 $ 14.0

Unrealized Gains
and

(Losses) on
Derivative
Contracts

Unrealized Gains
and (Losses)

on

Marketable Debt
Securities

Pension
Plans

Foreign
Currency

Translation Total
Balance at December 31, 2012 $ (27.2) $ 6.6 $ (496.5) $ 357.6 $ (159.5) 
Recorded into AOCI 14.9 (.2) 7.3 (96.0) (74.0) 
Reclassified out of AOCI (12.8) 7.3 (5.5) 

Net other comprehensive income (loss) 2.1 (.2) 14.6 (96.0) (79.5) 

Balance at March 31, 2013 $ (25.1) $ 6.4 $ (481.9) $ 261.6 $ (239.0) 

- 17 -
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Reclassifications out of AOCI during the three months ended March 31, 2014 are as follows:

AOCI Components
Line Item in the Consolidated Statement of Comprehensive
Income

Amount
Reclassified
Out of AOCI

Unrealized gains and losses on derivative contracts:
Truck, Parts and Other
Foreign-exchange contracts Cost of sales and revenues $ .1

Interest and other expense, net (.1) 

Financial Services
Interest-rate contracts Interest and other borrowing expenses (6.9) 

Pre-tax expense reduction (6.9) 
Tax expense 1.9

After-tax expense reduction (5.0) 

Unrealized gains and losses on marketable debt securities:
Marketable debt securities Investment income .4

Tax expense (.1) 

After-tax income increase .3

Pension plans:
Truck, Parts and Other
Prior service costs Cost of sales and revenues $.2, SG&A $.1 .3
Actuarial loss Cost of sales and revenues $2.7, SG&A $2.2 4.9

Financial Services
Actuarial loss SG&A .3

Pre-tax expense increase 5.5
Tax benefit (1.8) 

After-tax expense increase 3.7

Total reclassifications out of AOCI $ (1.0) 

- 18 -
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Reclassifications out of AOCI during the three months ended March 31, 2013 are as follows:

AOCI Components Line Item in the Consolidated Statement of Comprehensive Income

Amount
Reclassified
Out of AOCI

Unrealized gains and losses on derivative contracts:
Truck, Parts and Other
Foreign-exchange contracts Cost of sales and revenues $ (2.3) 

Interest and other expense, net (.2) 

Financial Services
Interest-rate contracts Interest and other borrowing expenses (15.6) 

Pre-tax expense reduction (18.1) 
Tax expense 5.3

After-tax expense reduction (12.8) 

Pension plans:
Truck, Parts and Other
Prior service costs Cost of sales and revenues .3
Actuarial loss Cost of sales and revenues $5.7, SG&A $4.8 10.5

Financial Services
Actuarial loss SG&A .4

Pre-tax expense increase 11.2
Tax benefit (3.9) 

After-tax expense increase 7.3

Total reclassifications out of AOCI $ (5.5) 

Stock Compensation Plans

Stock-based compensation expense was $7.5 and $5.8 for the three months ended March 31, 2014 and 2013, respectively. Realized tax benefits
related to the excess of deductible amounts over expense recognized amounted to $1.3 and $.7 for the three months ended March 31, 2014 and
2013, respectively, and have been classified as a financing cash flow.

During the first quarter of 2014, the Company issued 406,457 common shares under deferred and stock compensation arrangements.

NOTE G - Income Taxes

The effective income tax rate in the first quarter of 2014 of 32.6% increased from 30.0% in the first quarter of 2013. The increase in the effective
tax rate was primarily due to the impact of U.S. tax law changes enacted on January 2, 2013 that had a favorable tax effect for R&D and
undistributed foreign finance income in the first quarter of 2013. In addition, there was a higher proportion of income generated in higher taxed
jurisdictions in 2014 as compared to 2013.
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NOTE H - Segment Information

PACCAR operates in three principal segments: Truck, Parts and Financial Services.

Three Months Ended March 31, 2014 2013
Net sales and revenues:
Truck $ 3,488.6 $ 3,075.8
Less intersegment (159.4) (142.5) 

External customers 3,329.2 2,933.3

Parts 737.2 678.4
Less intersegment (10.6) (11.0) 

External customers 726.6 667.4

Other 30.4 30.5

4,086.2 3,631.2
Financial Services 293.7 293.1

$ 4,379.9 $ 3,924.3

Income (loss) before income taxes:
Truck $ 212.3 $ 165.0
Parts 112.1 95.3
Other (9.2) (9.7) 

315.2 250.6
Financial Services 85.5 80.1
Investment income 5.8 6.5

$ 406.5 $ 337.2

Depreciation and amortization:
Truck $ 99.7 $ 77.7
Parts 1.4 1.3
Other 2.6 2.5

103.7 81.5
Financial Services 116.1 103.2

$ 219.8 $ 184.7

Truck and Parts
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The Truck segment includes the manufacture of trucks and the Parts segment includes the distribution of related aftermarket parts, both of which
are sold through the same network of independent dealers. These segments derive a large proportion of their revenues and operating profits from
operations in North America and Europe. The Truck segment incurs substantial costs to design, manufacture and sell trucks to its customers. The
sale of new trucks provides the Parts segment with the basis for parts sales that may continue over the life of the truck, but are generally
concentrated in the first five years after truck delivery. To reflect the benefit the Parts segment receives from costs incurred by the Truck
segment, certain expenses are allocated from the Truck segment to the Parts segment. The expenses allocated are based on a percentage of the
average annual expenses for factory overhead, engineering, research and development (R&D) and selling, general and administrative (SG&A)
expenses for the preceding five years. The allocation is based on the ratio of the average parts direct margin dollars (net sales less material and
labor costs) to the total truck and parts direct margin dollars
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for the previous five years. The Company believes such expenses have been allocated on a reasonable basis. Truck segment assets related to the
indirect expense allocation are not allocated to the Parts segment.

Financial Services

The Financial Services segment includes finance and leasing of primarily PACCAR products and services provided to truck customers and
dealers. Revenues are primarily generated from operations in North America and Europe.

Other

Included in Other is the Company�s industrial winch manufacturing business. Also within this category are other sales, income and expense not
attributable to a reportable segment, including a portion of corporate expenses.

The accounting policies of the reportable segments are the same as those applied in the consolidated financial statements as described in Note A
of the Company�s Annual Report on Form 10-K for the year ended December 31, 2013.

NOTE I - Derivative Financial Instruments

As part of its risk management strategy, the Company enters into derivative contracts to hedge against interest rates and foreign currency risk.
Certain derivative instruments designated as either cash flow hedges or fair value hedges are subject to hedge accounting. Derivative instruments
that are not subject to hedge accounting are held as economic hedges. The Company�s policies prohibit the use of derivatives for speculation or
trading. At the inception of each hedge relationship, the Company documents its risk management objectives, procedures and accounting
treatment. All of the Company�s interest-rate and certain foreign exchange contracts are transacted under International Swaps and Derivatives
Association (ISDA) master agreements. Each agreement permits the net settlement of amounts owed in the event of default and certain other
termination events. For derivative financial instruments, the Company has elected not to offset derivative positions in the balance sheet with the
same counterparty under the same agreements and is not required to post or receive collateral. Exposure limits and minimum credit ratings are
used to minimize the risks of counterparty default. The Company had no material exposures to default at March 31, 2014.

The Company uses regression analysis to assess effectiveness of interest-rate contracts on a quarterly basis. For foreign-exchange contracts, the
Company performs quarterly assessments to ensure that critical terms continue to match. All components of the derivative instrument�s gain or
loss are included in the assessment of hedge effectiveness. Gains or losses on the ineffective portion of cash flow hedges are recognized
currently in earnings. Hedge accounting is discontinued prospectively when the Company determines that a derivative financial instrument has
ceased to be a highly effective hedge.

Interest-Rate Contracts: The Company enters into various interest-rate contracts, including interest-rate swaps and cross currency interest-rate
swaps. Interest-rate swaps involve the exchange of fixed for floating rate or floating for fixed rate interest payments based on the contractual
notional amounts in a single currency. Cross currency interest-rate swaps involve the exchange of notional amounts and interest payments in
different currencies. The Company is exposed to interest-rate and exchange-rate risk caused by market volatility as a result of its borrowing
activities. The objective of these contracts is to mitigate the fluctuations on earnings, cash flows and fair value of borrowings. Net amounts paid
or received are reflected as adjustments to interest expense.

At March 31, 2014, the notional amount of the Company�s interest-rate contracts was $3,923.7. Notional maturities for all interest-rate contracts
are $986.8 for the remainder of 2014, $1,399.6 for 2015, $1,047.9 for 2016, $219.6 for 2017, $231.0 for 2018 and $38.8 thereafter. The majority
of these contracts are floating to fixed swaps that effectively convert an equivalent amount of commercial paper and other variable rate debt to
fixed rates.

Edgar Filing: PACCAR INC - Form 10-Q

Table of Contents 32



- 21 -

Edgar Filing: PACCAR INC - Form 10-Q

Table of Contents 33



Table of Contents

PACCAR Inc � Form 10-Q

Notes to Consolidated Financial Statements (Unaudited) (Millions, Except Share Amounts)

Foreign-Exchange Contracts: The Company enters into foreign-exchange contracts to hedge certain anticipated transactions and assets and
liabilities denominated in foreign currencies, particularly the Canadian dollar, the euro, the British pound, the Australian dollar, the Brazilian
real and the Mexican peso. The objective is to reduce fluctuations in earnings and cash flows associated with changes in foreign currency
exchange rates. At March 31, 2014, the notional amount of the outstanding foreign-exchange contracts was $341.0. Foreign-exchange contracts
mature within one year.

The following table presents the balance sheet classification and fair value of derivative financial instruments:

March 31, 2014 December 31, 2013
Assets Liabilities Assets Liabilities

Derivatives designated under hedge accounting:
Interest-rate contracts:
Financial Services:
Other assets $ 47.5 $ 46.3
Deferred taxes and other liabilities $ 49.6 $ 67.7
Foreign-exchange contracts:
Truck, Parts and Other:
Other current assets .1
Accounts payable, accrued expenses and other .6 .6

Total $ 47.6 $ 50.2 $ 46.3 $ 68.3

Economic hedges:
Foreign-exchange contracts:
Truck, Parts and Other:
Other current assets $ .1 $ .6
Accounts payable, accrued expenses and other $ .6 $ .2
Financial Services:
Other assets .1 1.1
Deferred taxes and other liabilities 2.1 .1

Total $ .2 $ 2.7 $ 1.7 $ .3
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The following tables present the balance sheet classification of the gross and pro forma net amounts of derivative financial instruments:

As of March 31, 2014

Gross Amount
Recognized

in
Balance
Sheet

Amount Not Offset
in Financial
Instruments

Pro Forma Net
Amount

Assets:
Truck, Parts and Other
Foreign-exchange contracts $ .2 $ (.2) 
Financial Services
Interest-rate contracts 47.5 (11.5) $ 36.0
Foreign-exchange contracts .1 .1

Total derivative assets $  47.8 $ (11.7) $ 36.1

Liabilities:
Truck, Parts and Other
Foreign-exchange contracts $ 1.2 $ (.2) $ 1.0
Financial Services
Interest-rate contracts 49.6 (11.5) 38.1
Foreign-exchange contracts 2.1 2.1

Total derivative liabilities $ 52.9 $ (11.7) $ 41.2

As of December 31, 2013

Gross Amount
Recognized

in
Balance
Sheet

Amount Not Offset
in Financial
Instruments

Pro Forma Net
Amount

Assets:
Truck, Parts and Other
Foreign-exchange contracts $ .6 $ (.2) $ .4
Financial Services
Interest-rate contracts 46.3 (16.1) 30.2
Foreign-exchange contracts 1.1 1.1

Total derivative assets $ 48.0 $ (16.3) $ 31.7

Liabilities:
Truck, Parts and Other
Foreign-exchange contracts $ .8 $ (.2) $ .6
Financial Services
Interest-rate contracts 67.7 (16.1) 51.6
Foreign-exchange contracts .1 .1

Total derivative liabilities $ 68.6 $ (16.3) $ 52.3
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Fair Value Hedges

Changes in the fair value of derivatives designated as fair value hedges are recorded in earnings together with the changes in fair value of the
hedged item attributable to the risk being hedged. The (income) or expense recognized in earnings related to fair value hedges was included in
interest and other borrowing expenses in the Financial Services segment of the Consolidated Statements of Comprehensive Income as follows:

Three Months Ended March 31, 2014 2013
Interest-rate swaps $ .1 $ .2
Term notes (1.1) (1.4) 
Cash Flow Hedges

Substantially all of the Company�s interest-rate contracts and some foreign-exchange contracts have been designated as cash flow hedges.
Changes in the fair value of derivatives designated as cash flow hedges are recorded in AOCI to the extent such hedges are considered effective.
The maximum length of time over which the Company is hedging its exposure to the variability in future cash flows is 6.9 years.

Amounts in AOCI are reclassified into net income in the same period in which the hedged transaction affects earnings. Net realized gains and
losses from interest-rate contracts are recognized as an adjustment to interest expense. Net realized gains and losses from foreign-exchange
contracts are recognized as an adjustment to cost of sales or to Financial Services interest expense, consistent with the hedged transaction. For
the three months ended March 31, 2014 and 2013, the Company recognized gains on the ineffective portions of nil and $.1, respectively.

The following table presents the pre-tax effects of derivative instruments recognized in OCI:

Three Months Ended March 31, 2014 2013
Interest-

Rate
Contracts

Foreign-
Exchange
Contracts

Interest-
Rate

Contracts

Foreign-
Exchange
Contracts

Gain (loss) recognized in other comprehensive income:
Truck, Parts and Other $ .2 $ 1.6
Financial Services $ 8.4 $ 19.7

Total $ 8.4 $ .2 $ 19.7 $ 1.6

Expense (income) reclassified out of AOCI into income:

Three Months Ended March 31, 2014 2013
Interest-

Rate
Contracts

Foreign-
Exchange
Contracts

Interest-
Rate

Contracts

Foreign-
Exchange
Contracts

Truck, Parts and Other:
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Cost of sales and revenues $ .1 $ (2.3) 
Interest and other expense, net (.1) (.2) 
Financial Services:
Interest and other borrowing expenses $ (6.9) $ (15.6) 

Total $ (6.9) $ (15.6) $ (2.5) 
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The amount of loss recorded in AOCI at March 31, 2014 that is estimated to be reclassified to interest expense or cost of sales in the following
12 months if interest rates and exchange rates remain unchanged is approximately $21.8, net of taxes. The fixed interest earned on finance
receivables will offset the amount recognized in interest expense, resulting in a stable interest margin consistent with the Company�s risk
management strategy.

Economic Hedges

For other risk management purposes, the Company enters into derivative instruments that do not qualify for hedge accounting. These derivative
instruments are used to mitigate the risk of market volatility arising from borrowings and foreign currency denominated transactions. Changes in
the fair value of economic hedges are recorded in earnings in the period in which the change occurs.

The expense (income) recognized in earnings related to economic hedges is as follows:

Three Months Ended March 31, 2014 2013
Interest-

Rate
Contracts

Foreign-
Exchange
Contracts

Interest-
Rate

Contracts

Foreign-
Exchange
Contracts

Truck, Parts and Other:
Cost of sales and revenues $ .2 $ (.1) 
Interest and other expense, net (.9) 1.7
Financial Services:
Interest and other borrowing expenses .5 $ (1.3) .3

Total $ (.2) $ (1.3) $ 1.9

NOTE J � Fair Value Measurements

Fair value represents the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market
participants at the measurement date. Inputs to valuation techniques used to measure fair value are either observable or unobservable. These
inputs have been categorized into the fair value hierarchy described below.

Level 1 � Valuations are based on quoted prices that the Company has the ability to obtain in actively traded markets for identical assets or
liabilities. Since valuations are based on quoted prices that are readily and regularly available in an active market or exchange traded market,
valuation of these instruments does not require a significant degree of judgment.

Level 2 � Valuations are based on quoted prices for similar instruments in active markets, quoted prices for identical or similar instruments in
markets that are not active, and model-based valuation techniques for which all significant assumptions are observable in the market.

Level 3 � Valuations are based on model-based techniques for which some or all of the assumptions are obtained from indirect market
information that is significant to the overall fair value measurement and which require a significant degree of management judgment.

There were no transfers of assets or liabilities between Level 1 and Level 2 of the fair value hierarchy during the three months ended March 31,
2014. The Company�s policy is to recognize transfers between levels at the end of the reporting period.

The Company uses the following methods and assumptions to measure fair value for assets and liabilities subject to recurring fair value
measurements.
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Notes to Consolidated Financial Statements (Unaudited) (Millions, Except Share Amounts)

Marketable Securities: The Company�s marketable debt securities consist of municipal bonds, government obligations, investment-grade
corporate obligations, commercial paper, asset-backed securities and term deposits. The fair value of U.S. government obligations is determined
using the market approach and is based on quoted prices in active markets and are categorized as Level 1.

The fair value of U.S. government agency obligations, non-U.S. government bonds, municipal bonds, corporate bonds, asset-backed securities,
commercial paper and term deposits is determined using the market approach and is primarily based on matrix pricing as a practical expedient
which does not rely exclusively on quoted prices for a specific security. Significant inputs used to determine fair value include interest rates,
yield curves, credit rating of the security and other observable market information and are categorized as Level 2.

Derivative Financial Instruments: The Company�s derivative contracts consist of interest-rate swaps, cross currency swaps and foreign currency
exchange contracts. These derivative contracts are traded over the counter, and their fair value is determined using industry standard valuation
models, which are based on the income approach (i.e., discounted cash flows). The significant observable inputs into the valuation models
include interest rates, yield curves, currency exchange rates, credit default swap spreads and forward spot rates and are categorized as Level 2.

Assets and Liabilities Subject to Recurring Fair Value Measurement

The Company�s assets and liabilities subject to recurring fair value measurements are either Level 1 or Level 2 as follows:

At March 31, 2014 Level 1 Level 2 Total
Assets:
Marketable debt securities
U.S. tax-exempt securities $ 219.1 $ 219.1
U.S. corporate securities 56.6 56.6
U.S. government and agency securities $  5.3 .2 5.5
Non-U.S. corporate securities 685.4 685.4
$ 46

Property, plant and equipment,
net $ 2 $ 2 $ 2
Goodwill and intangible assets 15 16 17
Deferred income tax 1 1 1
Other noncurrent assets 5 5 6
Noncurrent assets $ 23 $ 24 $ 26

Trade payables $ 9 $ 12 $ 9
Accrued expenses and other
liabilities 1 1 1
Current liabilities $ 10 $ 13 $ 10

In addition to the Drew Marine assets, Ashland held for sale noncurrent assets of $18 million, $23 million and $22
million as of June 30, 2009 and 2008 and September 30, 2008, respectively, related to corporate aviation and
Consumer Markets.
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In December 2008, Ashland completed the sale of its indirectly held 33.5 percent ownership interest in FiberVisions
Holdings, LLC (FiberVisions), which was acquired by Ashland as part of the Hercules acquisition, to Snow Phipps
Group, LLC (Snow Phipps), a New York-based private equity firm and the majority owner of FiberVisions.  Ashland
received $7 million as the purchase price and also has generated a significant capital loss of approximately
$220 million for tax purposes that could be used to offset future capital gains.  This capital loss benefit was fully
offset by a deferred tax asset valuation allowance because Ashland is not permitted to anticipate additional future
capital gains, therefore, no tax benefit was recognized on this transaction.  FiberVisions is a leading global producer of
specialty fibers for nonwoven fabrics and textile fibers used in consumer and industrial products.
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE C – ACQUISITIONS, DIVESTITURES AND RESTRUCTURING (continued)

In June 2008, Ashland and Süd-Chemie AG signed a nonbinding memorandum of understanding to form a new,
global joint venture to serve the foundries and metal casting industry.  Under the terms of the memorandum, each
parent company would hold a 50-percent share of the joint venture.  The new enterprise would combine three
businesses:  Ashland’s Casting Solutions, a business unit of Performance Materials, the foundry-related businesses of
Süd-Chemie, and Ashland-Südchemie-Kernfest GmbH (ASK), which currently operates as a joint venture.  Ashland
and ASK businesses to be contributed recorded revenues of approximately $650 million for fiscal year 2008.  The
foundry-related businesses of Süd-Chemie AG to be contributed to the joint venture generated revenues of
approximately $400 million for the year ended December 31, 2007.  Preliminary due diligence has been completed;
however, due to the current global economic environment, alternative arrangements and structures for the transaction
are being considered.

Restructuring

As a result of the Hercules acquisition and the current economic environment, Ashland has implemented an
organizational restructuring designed to integrate operational processes and streamline various resource groups and
functions to produce greater efficiencies throughout Ashland.

Since the closing date of the Hercules acquisition, Ashland has commenced integration activities, focusing on
reducing resources and facilities while maximizing operational efficiencies.  The cumulative effect of the integration
and restructuring as of June 30, 2009 has resulted in the elimination of approximately 1,300 employee positions and
six facility closings.  As of June 30, 2009, the total restructuring reserve charges under the program, related to the
Hercules integration, was $49 million, of which $26 million for the nine month period ended June 30, 2009, has been
charged as an expense within the Unallocated and Other category and classified within the selling, general and
administrative expense caption, with an additional $2 million charged to the cost of sales and operating expense
caption relating to accelerated depreciation for plant closings formally approved by management.  The remaining
reserve of $21 million related to severance associated with Hercules personnel and various plant closing costs, which
qualified for the purchase method of accounting in accordance with FAS 141, and had no effect on the Statements of
Consolidated Income.  Additional costs from reductions in resources or facilities may occur in future periods; which
could include charges related to additional severance, plant closings, reassessed pension plan valuations or other
items.  Ashland anticipates completing these restructuring activities during fiscal year 2010.

The following table details at June 30, 2009 the amount of restructuring reserves related to the Hercules integration
included in accrued expenses and other liabilities in the Condensed Consolidated Balance Sheets and the related
activity in these reserves during the nine months ended June 30, 2009. 

Plant
closure/

(In millions) Severance other costs Total
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Balance as of September 30, 2008 $ - $ - $ -
Restructuring reserve 39 - 39
Balance as of December 31, 2008 39 - 39
Restructuring reserve 3 4 7
Utilization (cash paid or otherwise settled) (5 ) (4 ) (9 )
Balance at March 31, 2009 37 - 37
Restructuring reserve 3 - 3
Utilization (cash paid or otherwise settled) (10 ) - (10 )
Balance at June 30, 2009 $ 30 $ - $ 30

In addition, Ashland incurred selling, general and administrative expenses of $4 million and $13 million for the three
and nine months ended June 30, 2009 for severance charges with an additional $9 million and
13
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE C – ACQUISITIONS, DIVESTITURES AND RESTRUCTURING (continued)

$11 million for the three and nine months ended June 30, 2009 charged to the cost of sales and operating expense
caption relating to accelerated depreciation for plant or facility closures, not included in the table above because these
programs were associated with other specific operating segment programs and were not individually
significant.  Additionally, Ashland inherited Hercules restructuring plans with reserves of $9 million as of November
13, 2008, of which $7 million remained as of June 30, 2009.

NOTE D – DISCONTINUED OPERATIONS

On August 28, 2006, Ashland completed the sale of the stock of APAC to Oldcastle Materials, Inc. (Oldcastle) for
$1.3 billion.  The operating results and assets and liabilities related to APAC have been previously reflected as
discontinued operations in the Condensed Consolidated Financial Statements.  Such adjustments may continue to
occur in future periods.  Ashland has made adjustments to the gain on the sale of APAC, relating to the tax effects of
the sale, during the three and nine month periods ended June 30, 2008.  Adjustments to the gain are reflected in the
period they are determined and recorded in the discontinued operations caption in the Statements of Consolidated
Income.

Ashland is subject to liabilities from claims alleging personal injury caused by exposure to asbestos.  Such claims
result primarily from indemnification obligations undertaken in 1990 in connection with the sale of Riley Stoker
Corporation (Riley), a former subsidiary.  During the three and nine month periods ended June 30, 2009 and 2008,
Ashland recorded income from asbestos-related items, primarily due to an increase in the insurance receivable as a
result of Ashland’s ongoing assessment of these matters.  See Note O for further discussion of Ashland’s
asbestos-related activity including inherited Hercules obligations.

Components of amounts in the Statements of Consolidated Income related to discontinued operations are presented in
the following table for the three and nine months ended June 30, 2009 and 2008. 

Three months ended Nine months ended
June 30 June 30

(In millions) 2009 2008 2009 2008
 Income from discontinued operations (net of
tax)
         Asbestos-related litigation reserves and
expenses $ 3 $ 7 $ 3 $ 7
Loss on disposal of discontinued operations (net
of tax)
APAC (1 ) (1 ) (2 ) (6 ) 
        Electronic
Chemicals (3 ) - (3 ) -
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Total income (loss) from discontinued
operations (net of tax) $ (1 ) $ 6 $ (2 ) $ 1

NOTE E – FAIR VALUE MEASUREMENTS

Ashland adopted FAS 157 as of October 1, 2008.  This standard defines fair value, provides guidance for measuring
fair value and requires certain disclosures for instruments measured at fair value.  This standard does not require any
new fair value measurements, but rather applies to all other accounting pronouncements that require or permit fair
value measurements.  FAS 157 establishes a fair value hierarchy, which prioritizes the inputs to valuation techniques
used to measure fair value into three broad levels.  The fair value hierarchy gives the highest priority to quoted prices
in active markets for identical assets or liabilities (Level 1) and the lowest priority to unobservable inputs (Level
3).  An instrument’s categorization within the fair value hierarchy is based upon the lowest level on input that is
significant to the instrument’s fair value measurement.  The three levels within the fair value hierarchy are described as
follows.

Level 1—Observable inputs such as unadjusted quoted prices in active markets for identical assets or liabilities.

14
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE E – FAIR VALUE MEASUREMENTS (continued)

Level 2—Inputs other than quoted prices included within Level 1 that are observable for the asset or liability, either
directly or indirectly.  These include quoted prices for similar assets or liabilities in active markets and quoted prices
for identical or similar assets or liabilities in markets that are not active.

Level 3—Unobservable inputs for the asset or liability for which there is little, if any, market activity at the measurement
date.  Unobservable inputs reflect Ashland’s own assumptions about what market participants would use to price the
asset or liability.  The inputs are developed based on the best information available in the circumstances, which might
include Ashland’s own financial data such as internally developed pricing models, discounted cash flow
methodologies, as well as instruments for which the fair value determination requires significant management
judgment.

For assets that are measured using quoted prices in active markets (Level 1), the total fair value is the published
market price per unit multiplied by the number of units held without consideration of transaction costs.  Assets and
liabilities that are measured using significant other observable inputs (Level 2) are primarily valued by reference to
quoted prices of similar assets or liabilities in active markets, adjusted for any terms specific to that asset or
liability.  For all other assets and liabilities for which unobservable inputs are used (Level 3), fair value is derived
through the use of fair value models, such as a discounted cash flow model or other standard pricing models that
Ashland deems reasonable.

The following table summarizes financial asset instruments subject to recurring fair value measurements as of June
30, 2009.  Ashland did not have any financial liability instruments subject to recurring fair value measurements as of
June 30, 2009.

  Quoted
prices

in active Significant
markets for other Significant

Total identical observable unobservable
fair assets inputs inputs

(In millions) value Level 1 Level 2 Level 3
Assets
Cash and cash equivalents $ 256 $ 256 $ - $ -
Auction rate securities 188 - - 188
Deferred compensation investments (a) 170 70 100 -
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Investments (a) 2 2 - -
Total assets at fair value $ 616 $ 328 $ 100 $ 188

(a) Included in other noncurrent assets in the Condensed Consolidated Balance Sheet.

Level 3 instruments

At June 30, 2009, Ashland held at par value $213 million student loan auction rate securities for which there was not
an active market with consistent observable inputs.  In February 2008, the auction rate securities market became
largely illiquid, as there was not enough demand to purchase all of the securities that holders desired to sell at par
value during certain auctions.  Since this time the market for auction rate securities has failed to achieve
equilibrium.  As of September 30, 2008, Ashland had recorded, as a component of stockholders’ equity, a temporary
$32 million unrealized loss on the portfolio.  As of that date, all the student loan instruments held by Ashland were
AAA rated and collateralized by student loans which are substantially guaranteed by the U.S. government under the
Federal Family Education Loan Program.  Ashland’s estimate of fair value for auction rate securities as of September
30, 2008 was based on various internal discounted cash flow models and relevant observable market prices and
quotes.  The assumptions within the models include credit quality, liquidity, estimates on the probability of each
valuation model and the impact due to extended periods of maximum auction rates.

15
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE E – FAIR VALUE MEASUREMENTS (continued)

In December 2008, Ashland sold $20 million (par value) auction rate securities for $18 million in cash proceeds and
realized a loss of $2 million, which was the recorded book value of these instruments.  As a result of this sale, as well
as Ashland’s debt structure following the Hercules acquisition and the ongoing impact from the global economic
downturn, Ashland determined in December 2008 that it no longer had the intent to hold these instruments until their
maturity date.  As a result, Ashland recorded the remaining $30 million temporary unrealized loss as a permanent
realized loss in the other expenses caption of the Statement of Consolidated Income.  A full valuation allowance was
established for this tax benefit at December 31, 2008 because for tax purposes Ashland did not have capital gains to
offset this capital loss.  For further information on income taxes see Note J.

During the March 2009 quarter, Ashland sold $13 million (par value) auction rate securities for $11 million in cash
proceeds which approximated book value.  During the June 2009 quarter, Ashland sold $29 million (par value)
auction rate securities for $26 million in cash proceeds which approximated book value.  In addition, during March
2009, Ashland signed an agreement with UBS Financial Services, Inc. agreeing to sell a $5 million (par value) auction
rate instrument at its par value on or before June 30, 2010.  As a result, Ashland recorded a minimal unrealized gain
associated with this settlement.

At June 30, 2009, auction rate securities totaled $188 million and were classified as noncurrent assets in the
Condensed Consolidated Balance Sheet.  Due to the uncertainty as to when active trading will resume in the auction
rate securities market, Ashland believes the recovery period for certain of these securities may extend beyond a
twelve-month period.  As a result, Ashland has classified these instruments as noncurrent at June 30, 2009 in the
Condensed Consolidated Balance Sheet.

The following table provides a reconciliation of the beginning and ending balances of Ashland’s auction rate securities,
as these are Ashland’s only assets measured at fair value using significant unobservable inputs (Level 3).

(In millions) Level 3
Balance as of October 1, 2008 (par value) $ 275
Unrealized losses as of October 1, 2008 included in other comprehensive income (32 )
Recorded balance as of October 1, 2008 243
Transfers in and/or (out) of Level 3 -
Total losses charged in the Consolidated Statement of Income (32 )
Total reversal of losses included in other comprehensive income 32
Sales (55 )
Balance as of June 30, 2009 $ 188
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Derivative and hedging activities

Ashland’s derivative instruments are summarized as follows.

Currency Hedges

Ashland conducts business in a variety of foreign currencies.  Accordingly, Ashland regularly uses foreign currency
derivative instruments to manage exposure on certain transactions denominated in foreign currencies to prevent
changes in the value of short-term assets and liabilities denominated in currencies other than Ashland’s functional
currency (the U.S. dollar) which may create undue earnings volatility.

Ashland contracts with counter-parties to buy and sell foreign currencies to offset the impact of exchange rate changes
on transactions denominated in non-functional currencies, including short-term inter-company loans.  These contracts
generally require exchange of one foreign currency for another at a fixed rate at a
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE E – FAIR VALUE MEASUREMENTS (continued)

future date and generally have maturities of less than twelve months.  All contracts are marked-to-market with net
changes in fair value recorded within the selling, general and administrative expenses caption.  For the three and nine
months ended June 30, 2009, losses of less than $1 million and gains of $2 million, respectively, were recorded in the
Statement of Consolidated Income for these contracts.  The impacts of these contracts were largely offset by gains and
losses resulting from the impact of changes in exchange rates on transactions denominated in non-functional
currencies.  The net gain position on foreign currency derivatives outstanding in the Condensed Consolidated Balance
Sheet as of June 30, 2009 was less than $1 million (consisting of a gain of $1 million with a notional amount of $61
million offset by a loss of $1 million with a notional amount of $44 million) and was included in other noncurrent
assets.  As of June 30, 2009 there were no open foreign currency derivatives which qualified for hedge accounting
treatment.

Interest Rate Hedges

During the March 2009 quarter Ashland purchased a three year interest rate cap on a notional amount of $300 million
of variable rate debt.  This interest rate cap fixes Ashland’s interest rate on that outstanding variable interest rate debt
when LIBOR interest rates equal or exceed 7% on a reset date.  Pursuant to the senior credit agreement (described in
more detail in Note F – Debt), within 90 days of November 13, 2008, Ashland was required to enter into and maintain
interest rate swap contracts in an amount sufficient to result in not less than 50% of the aggregated outstanding
indebtedness for borrowed money (excluding amounts borrowed under the revolving credit facility) being subject to
interest at a fixed rate until the maturity thereof, whether by the terms of such indebtedness or by the terms of such
interest rate swap contracts for an initial period of no less than three years.  This interest rate cap qualifies as an
interest rate swap within the provisions of the senior credit agreement.

This instrument does not qualify for hedge accounting and therefore gains or losses reflecting changes in fair value,
along with the amortization of the upfront premium paid by Ashland to purchase the instrument, are reported in the
Statement of Consolidated Income within the net interest and other financing (expense) income caption.  As of June
30, 2009, the fair value on the interest rate cap was less than $1 million and recorded within the other noncurrent
assets caption of the Condensed Consolidated Balance Sheet.

NOTE F – DEBT

In conjunction with the acquisition of Hercules on November 13, 2008, Ashland secured $2,600 million in financing
from Bank of America Securities LLC, Scotia Capital (USA) Inc. and other lenders consisting of a $400 million
revolving credit facility, a $400 million term loan A facility, an $850 million term loan B facility, a $200 million
accounts receivable securitization facility and a $750 million bridge loan.  The total debt drawn upon the closing of
the acquisition was $2,300 million which included amounts used to fund the $594 million extinguishment of certain
debt instruments that Hercules held as of the closing date.  The remaining Hercules debt inherited as part of the
acquisition was recorded at its fair value of $205 million as of the acquisition date.  The following table summarizes
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Ashland’s current and long-term debt as of the reported Condensed Consolidated Balance Sheet dates.
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE F – DEBT (continued)

June 30
September

30 June 30
(In millions) 2009 2008 2008
Term loan A, due 2013 (a) $ 340 $ - $ -
Term loan B, due 2014 (a) 780 - -
6.60% notes, due 2027 (b) 12 - -
9.125% notes, due 2017 628 - -
Medium-term notes, due 2013-2019, interest at a weighted-
average rate of 8.4% at March 31, 2009 (7.7% to 9.4%) 21 21 21
8.80% debentures, due 2012 20 20 20
6.86% medium-term notes, Series H, due 2009 - 17 17
Hercules Tianpu - term notes, due through 2011 (b) 19 - -
Hercules Jiangmen - term notes, due through 2010 (b) 1 - -
6.50% junior subordinated notes, due 2029 (b) 124 - -
International revolver agreements 45 - -
Other 3 8 7
Total debt 1,993 66 65
Short-term debt (44 ) - -
Current portion of long-term debt (71 ) (21 ) (20 )
Long-term debt (less current portion) $ 1,878 $ 45 $ 45

(a) Senior credit facilities.
(b)  Hercules retained instruments.

The scheduled aggregate maturities of debt by fiscal year are as follows: $38 million in 2009, $93 million in 2010,
$92 million in 2011, $95 million in 2012 and $128 million in 2013.  Total borrowing capacity remaining under the
$400 million revolving credit facility was $261 million, which was reduced by $139 million for letters of credit
outstanding at June 30, 2009.  Total short-term debt at June 30, 2009 was $44 million, which primarily related to
draws on revolving credit facilities among international operations.

The following summarizes each new credit facility Ashland entered into or inherited from Hercules during the nine
months ended June 30, 2009:

Senior credit facilities
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The senior credit agreement provides for an aggregate principal amount of $1,650 million in senior credit facilities,
consisting of a $400 million five-year term loan A facility, an $850 million five and one-half year term loan B facility
and a $400 million five-year revolving credit facility.

The term loan A facility was drawn in full on November 13, 2008 and is required to be repaid by Ashland in
consecutive quarterly installments commencing with the installment due on March 31, 2009, with approximately 15%
of the outstanding principal amount to be repaid during each of years one and two, approximately 20% of the
outstanding principal amount to be repaid during year three, and approximately 25% of the outstanding principal
amount to be repaid during each of years four and five, with a final payment of any outstanding principal and interest
on November 13, 2013.  The term loan B facility was drawn in full on November 13, 2008 and is required to be repaid
by Ashland in consecutive quarterly installments which commenced on March 31, 2009, with an aggregate annual
amount equal to approximately 1% of the outstanding principal amount of the term loan B facility to be repaid in each
of the first five years, approximately 0.25% of the outstanding principal amount of the term loan B facility to be
repaid in the first quarter of the sixth year, with the final payment of any outstanding principal and interest on May 13,
2014.  The senior credit facilities have been secured by a first priority security interest in substantially all of the
personal property assets, and certain of the real property assets, of Ashland and the subsidiaries who have guaranteed
the loans made under the credit agreement, including the capital stock or other equity interests of certain of Ashland’s
U.S. and first-tier foreign subsidiaries and a portion of the stock of certain of Ashland’s other first-tier foreign
subsidiaries.
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE F – DEBT (continued)

At Ashland’s option, the term loan A and B facilities will bear interest at either the alternate base rate or LIBOR, plus
the applicable interest margin.  The alternate base rate will be the highest of (1) the Federal Funds Rate as published
by the Federal Reserve Bank of New York plus one-half of 1%, (2) the prime commercial lending rate of Bank of
America, National Association, as established from time to time and (3) the one-month LIBOR rate.  Interest on
alternate base rate loans will be payable quarterly in arrears.  LIBOR will be the British Banker’s Association LIBOR
Rate, as published by Reuters (or other commercially available source) and if such rate is not available, then it will be
determined by the Administrative Agent at the start of each interest period and will be fixed through such
period.  Interest on LIBOR loans will be paid at the end of each interest period, but if any interest period exceeds three
months, then interest on LIBOR loans also will be paid every three months.  The alternative base rate can never be
lower than 4.25% and LIBOR can never be lower than 3.25%, effectively establishing a floor on the interest rates to
be paid.  The applicable margin for the revolving credit facility and the term loan A ranges from 1.75% to 2.75% per
annum in the case of base rate loans and 2.75% to 3.75% per annum for LIBOR loans, based upon the Consolidated
Leverage Ratio (as defined in the senior credit agreement) with the initial applicable margin of 2.50% in the case of
base rate loans and 3.50% in the case of LIBOR loans.  The applicable margin for the term loan B is 3% per annum in
the case of base rate loans and 4% for LIBOR loans.  As of June 30, 2009 the interest rate on the term loan A and term
loan B were 6.75% and 7.65%, respectively.

In April 2009, the senior credit facility was amended to increase the applicable margin for term B loans from 3% to
3.40% for base rate loans and from 4% to 4.40% for LIBOR loans.  Ashland agreed to this increase in exchange for
reduced flexibility on behalf of the lenders to convert a portion of the term B loans to interim loans or long-term
securities.  In May 2009, the senior credit facility was amended to revise the definition of “Consolidated EBITDA” to
include an adjustment for “noncash equity compensation expense” and to also provide for more integration costs
associated with the Hercules acquisition during the first year after the acquisition.  In exchange, Ashland agreed to
limit Capital Expenditures in fiscal 2010 to no more than $250 million.

The term loan A facility and the revolving credit facility may be prepaid at any time without penalty.  If Ashland
refinances or makes an optional prepayment of all or any portion of the term loan B facility, Ashland must pay a
prepayment premium equal to either 2% of the principal amount of the term loan B facility prepaid if such prepayment
is made on or prior to November 13, 2009, or 1% of the principal amount of the term loan B facility prepaid if such
prepayment is made after November 13, 2009 but on or prior to November 13, 2010.  The senior credit facilities are
subject to mandatory prepayment with specified percentages of the net cash proceeds of certain asset dispositions,
casualty events, extraordinary receipts and debt and equity issuances and, in certain circumstances, with excess cash
flow, in each case subject to certain conditions.  During the current June quarter and year-to-date period, Ashland
repaid $22 million and $31 million of the term loan A facility and $48 million and $66 million of the term loan B
facility, respectively.  Because these payments qualified as mandatory prepayments, no premium was paid.

Senior unsecured notes
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In May 2009, Ashland issued $650 million aggregate principal amount of 9.125% senior unsecured notes due
2017.  The notes were issued at 96.577% of the aggregate principal amount to yield 9.75%.  Ashland may redeem
some or all of the notes at any time on or after June 1, 2013 at certain fixed redemption prices.  The notes will mature
on June 1, 2017 and rank equally with other unsecured and unsubordinated senior obligations.  Ashland used the net
proceeds from this issuance, together with available liquidity, to repay the $750 million bridge loan facility entered
into as part of the interim credit agreement in connection with the closing of the Hercules acquisition on November
13, 2008.  The interim credit agreement for the bridge loan facility provided $750 million of unsecured senior interim
loans at a rate of 9% per annum through November 13, 2009, the interim loan maturity date.  Upon termination of the
bridge facility, Ashland
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE F – DEBT (continued)

expensed the remaining $10 million of debt issuance cost related to the loan fees paid to originate the bridge loan
facility and was included in the net interest and other financing (expense) income caption in the Statements of
Consolidated Income.

Hercules retained instruments

Upon completion of the Hercules acquisition, Ashland assumed the following Hercules debt facilities:  6.60% notes
due 2027, 6.50% junior subordinated deferrable interest debentures due 2029, term loans of Hercules Tianpu at rates
ranging from 2.97% to 6.58% through 2011, and term loans of Hercules Jiangmen at rates ranging from 4.62% to
6.97% through 2010.

The 6.5% junior subordinated deferrable interest debentures due 2029 (the 6.5% debentures) had an initial issue price
of $741.46 and have a redemption price of $1,000.  The 6.5% debentures were initially issued to Hercules Trust II
(Trust II), a subsidiary trust established in 1999.  Trust II had issued, in an underwritten public offering, 350,000
CRESTSSM Units, each consisting of a 6.5% preferred security of Trust II and a warrant (exercisable through 2029)
to purchase 23.4192 shares of the Hercules Common Stock for the equivalent of $42.70 per share.  The preferred
securities and the warrants were separable and were initially valued at $741.46 and $258.54, respectively.  In
connection with the Hercules dissolution and liquidation of Trust II in December 2004, Trust II distributed the 6.5%
debentures to the holders of the preferred securities and the preferred securities were cancelled.  The CRESTSSM
Units now consist of the 6.5% debentures and the warrants, both of which were fair valued in conjunction with the
Hercules acquisition.  Ashland will accrete the difference between the $282 million par value and the $124 million
recorded fair value of the 6.5% debentures over the remaining term.

Hercules Tianpu, a joint venture, and Hercules Jiangmen are consolidated within Ashland’s Condensed Consolidated
Financial Statements.  Loans issued by Hercules Tianpu are guaranteed by Ashland for approximately 55% of the
outstanding balances.  The loans are denominated in Renminbi and U.S. dollar equivalents.

Receivables facility

Ashland entered into a $200 million accounts receivable securitization facility.  As a part of this facility Ashland may
sell, on an ongoing basis, a portion of its accounts receivable to obtain up to $200 million in cash or letters of
credit.  For further information on this facility see Note G.

Covenants and other related items

As a result of the financing and subsequent debt issued to complete the Hercules acquisition, Standard & Poor’s
downgraded Ashland’s corporate credit rating to BB- and Moody’s Investor Services downgraded Ashland’s corporate
credit rating to Ba2.  In addition, Ashland is now subject to certain restrictions from various debt covenants.  These
covenants include certain affirmative covenants such as various internal certifications, maintenance of property,
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preferential security interest in acquired property and applicable insurance coverage as well as negative covenants that
include financial covenant restrictions associated with leverage and fixed charge coverage ratios, total net worth and
capital expenditure levels and restrictions on future dividend payments and stock repurchases.  As of June 30, 2009,
Ashland is in compliance with all credit facility covenant restrictions.  The financial covenant restrictions are
summarized in the following tables.

The following describes the maximum consolidated leverage ratio permitted under Ashland’s senior credit agreement
by associated period:
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE F – DEBT (continued)

Maximum
consolidated
leverage ratio

For fiscal quarters ending:
Funding date through September 30, 2009 3.75:1.00
December 31, 2009 through September 30, 2010 3.50:1.00
December 31, 2010 through September 30, 2011 3.00:1.00
December 31, 2011 through September 30, 2012 2.75:1.00
December 31, 2012 and each fiscal quarter thereafter 2.50:1.00

The following describes Ashland’s June 2009 calculation of the consolidated leverage ratio per the senior credit
agreement as previously disclosed in a Form 8-K filed on November 21, 2008 and reconciliation of Consolidated
EBITDA (as defined by the senior credit agreement, as amended) to net income:  Ashland has included certain
non-GAAP information below to assist in the understanding of various financial debt covenant calculations.

Covenant
(In millions, except ratios)
(a) Q4'08 (b) Q1'09 Q2'09 Q3'09 Total ratio
Debt/EBITDA
Consolidated EBITDA $ 193 $ 155 $ 227 $ 266 $ 841
Debt 2,473 2,266 2,021 2,021
Debt/EBITDA 2.4 x 3.75 x

max.  

Reconciliation of
Consolidated EBIDTA:
(In millions) Q1'09 Q2'09 Q3'09
Net (loss) income $ (119 ) $ 48 $ 50
Key items excluded (c) 82 (1 ) 3
Consolidated interest
charges 35 56 64
Income taxes (benefit)
expense  (1 ) 9 40
Depreciation and 63 93 88
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amortization
Hercules stub-period results
(d) 34 - -
Other nonrecurring or
noncash charges (e) 61 22 21
Total consolidated EBITDA $ 155 $ 227 $ 266

 Reconciliation of Debt:
(In millions) Q1'09 Q2'09 Q3'09
Total debt (long-term and
short-term) $ 2,468 $ 2,262 $ 1,993
Defeased debt (31 ) (31 ) (13 )
Guarantees (bank and third
party) 36 35 41

$ 2,473 $ 2,266 $ 2,021

(a) All numbers adjusted to reflect terminology and calculation methodology governing the senior credit
agreement, included in a Form 8-K filed on November 21, 2008, as amended.

(b) Amounts for Q4’08 are as prescribed in the senior credit agreement, as amended.
(c) Excludes certain income or costs that have been specifically identified within the senior credit

agreement, as amended.
(d) In accordance with the senior credit agreement, Hercules’ financial results from October 1, 2008

through November 13, 2008, which is the period of time during Ashland’s first quarter that it did not
own Hercules, have been included within this calculation.

(e) Includes certain nonrecurring or noncash transactions, including restructuring and integration charges,
defined within the senior credit agreement.  Allowable restructuring and integration charges are
capped, per the senior credit agreement, as amended, not to exceed $80 million during the three fiscal
year period ending September 30, 2011.  Ashland has incurred approximately $44 million of
qualifying restructuring and integration expenses to date in fiscal year 2009.
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE F – DEBT (continued)

The permitted consolidated fixed charge coverage ratio as of the end of any fiscal quarter for Ashland is as follows
under Ashland’s senior credit agreement.

Minimum
consolidated
fixed charge

coverage ratio
For fiscal quarters ending:

Funding date through September 30, 2010 1.25:1.00
December 31, 2010 through each fiscal quarter thereafter 1.50:1.00

The following describes Ashland’s June 2009 calculation of the fixed charge coverage ratio per the senior credit
agreement included in a Form 8-K filed on November 21, 2008:

Covenant
(In millions, except ratios)
(a) Q4'08 (b) Q1'09 Q2'09 Q3'09 Total ratio
Fixed charge coverage
Consolidated EBITDA $ 193 $ 155 $ 227 $ 266 $ 841
Capital expenditures 116 57 42 27 242
Adjusted interest expense 47 51 45 45 188
Scheduled debt payments - - 17 17 34
Adjusted dividend
payment 5 5 6 6 22
Fixed charge coverage
ratio 2.5 x 1.25 x

min.  

(a) All numbers adjusted to reflect terminology and calculation methodology governing the senior credit
agreement, included in a Form 8-K filed on November 21, 2008, as amended. 

(b) Amounts for Q4’08 are as prescribed in the senior credit agreement, as amended.

Under Ashland’s financing facilities, the minimum consolidated net worth covenant at the end of any fiscal quarter
ending after December 31, 2008 must not be less than 85% of Ashland’s consolidated net worth as of December 31,
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2008, after giving effect to any purchase accounting adjustments relating to the Hercules acquisition subsequent to
December 31, 2008, increased on a cumulative basis for each subsequent quarter commencing with January 1, 2009
by an amount equal to 50% of Ashland’s U.S. GAAP reported net income (to the extent positive with no deduction for
net losses) plus 100% of net cash proceeds of any issuance of equity interests (other than disqualified equity
interests).  As of June 30, 2009 Ashland’s consolidated net worth covenant was $3,732 million versus the minimum
consolidated net worth covenant of $3,109 million, a difference of $623 million.  As outlined above, this difference
would be adversely impacted by any future operating losses, impairment (including goodwill, intangible assets and
property, plant and equipment), pension remeasurement, severance or other related charges that reduce Ashland’s
consolidated net worth.

As part of the financing arrangements to acquire Hercules, Ashland is now subject to the following capital expenditure
limits:  $300 million in fiscal year 2009, $250 million in fiscal year 2010, $330 million in fiscal year 2011, $360
million in fiscal year 2012, $370 million in fiscal year 2013 and $375 million in fiscal year 2014.  Per the senior credit
agreement, 50% of any amount set forth above that is not expended in the fiscal year for which it is permitted above
may be carried over for expenditure in the next following fiscal year.
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE G – ACCOUNTS RECEIVABLE SECURITIZATION

As described in Note F, on November 13, 2008, Ashland entered into a $200 million accounts receivable
securitization facility pursuant to: (1) a sale agreement between Ashland and CVG Capital II LLC (CVG), a
wholly-owned special purpose subsidiary consolidated within Ashland and (2) a transfer and administration agreement
among CVG, Ashland, certain conduit investors and uncommitted investors, each of Bank of America, National
Association and The Bank of Nova Scotia, as a letter of credit issuer, a managing agent, an administrator and a
committed investor, and Bank of America, National Association, as agent for various secured parties.

As part of the receivables securitization facility, Ashland may sell, on an ongoing basis, a portion of its accounts
receivable, certain related assets and the right to the collections on those accounts receivable to CVG.  Under the
terms of the transfer and administration agreement, CVG may, from time to time, obtain up to $200 million (in the
form of cash or letters of credit for the benefit of Ashland and its other subsidiaries) from the conduit investors, the
uncommitted investors and/or the committed investors through the sale of its interest in such receivables, related
assets and collections or by financing those receivables, related assets and rights to collection.  The transfer and
administration agreement has an initial term of 364 days and is renewable at the discretion of the investors.  As a
result, Ashland classified this borrowing as a short-term debt instrument within its Condensed Consolidated Balance
Sheet.  All transfers are accounted for as secured borrowings and the receivables sold pursuant to the securitization
facility are included in the Condensed Consolidated Balance Sheet as accounts receivable.  Fundings under the
transfer and administration agreement are repaid as accounts receivable are collected, with new fundings being
advanced (through daily reinvestments) as new accounts receivable are originated by Ashland and sold to CVG, with
settlement generally occurring monthly.  Once accounts receivable are sold to CVG by Ashland, the receivables,
related assets and rights to collection are separate and distinct from Ashland’s own assets and are not available to
creditors of Ashland.  At June 30, 2009, the outstanding amount of accounts receivable sold by Ashland to CVG was
$288 million for which Ashland had no outstanding draws on the approximate $184 million in available funding from
qualifying receivables.

NOTE H – INVENTORIES

Inventories are carried at the lower of cost or market.  Certain chemicals, plastics and lubricants are valued at cost
using the last-in, first-out (LIFO) method.  The remaining inventories are stated at cost using the average cost
method.  During the three and nine month periods ended June 30, 2009 and 2008 certain inventory quantities valued
under the LIFO method were reduced.  This reduction resulted in a liquidation of LIFO quantities carried at lower
costs prevailing in prior years as compared with the cost of purchases within the periods presented, the effect of which
decreased cost of goods sold for the three months ended June 30, 2009 and 2008 by $3 million and $1 million,
respectively, and $14 million and $5 million for the nine months ended June 30, 2009 and 2008, respectively.  The
following table summarizes Ashland’s inventories as of the reported Condensed Consolidated Balance Sheet dates.
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June 30
September

30 June 30
(In millions) 2009 2008 2008
Chemicals and plastics $ 537 $ 531 $ 555
Lubricants 111 127 135
Other products and supplies 17 18 16
Excess of replacement costs over LIFO carrying values (119 ) (200 ) (185 )

$ 546 $ 476 $ 521
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE I – GOODWILL AND OTHER INTANGIBLES

In accordance with FAS 142, Ashland reviews goodwill and other intangible assets for impairment either annually or
when events and circumstances indicate an impairment may have occurred.  This annual assessment is performed as of
July 1.  Due to the global economic environment and the related impacts within the industries Ashland conducts
business, as well as the significant decline in Ashland’s market capitalization compared to the June 30, 2009 equity
value, Ashland determined that there was a potential indicator to perform an interim impairment analysis.  Ashland
performed a review of the current and projected financial performance of its reporting units to determine if specific
events or circumstances existed to perform an interim impairment assessment as of June 30, 2009.  Ashland’s
evaluation by reporting unit as of June 30, 2009 was as follows:

For the Performance Materials segment, which consists of two reporting units, Ashland analyzed the interim
impairment assessment performed as of March 31, 2009, as the two reporting units experienced a decline in short-term
demand, which has caused revenue to decrease by a similar level.  This analysis was performed to ensure no interim
impairment was necessary as of June 30, 2009.  Based on current forecasts, including the long-term assumptions,
Ashland continues to believe the two reporting units in Performance Materials have sufficient cushion between the
enterprise value of the business and net book value and their interim results would not trigger an interim impairment
assessment as of June 30, 2009.

The Consumer Markets reporting unit was deemed to not require an interim impairment assessment based on its
performance since Ashland’s July 1, 2008 annual impairment test and the reporting unit’s projected cash flows.

Ashland concluded that an interim impairment assessment was not necessary for the Functional Ingredients and Water
Technologies reporting units as of June 30, 2009 due to the recent acquisition of Hercules which created the majority
of goodwill relating to these reported units.  However, to validate the continued appropriateness of the valuation of the
reporting units following the transaction, Ashland updated the models used to value the Hercules businesses prior to
the acquisition with the most recent financial results and forecasted assumptions.  This update included the short-term
decline in performance as a result of the current economic environment, as well as the additional synergy savings and
reductions to or delays in capital expenditures which have been identified after the acquisition announcement through
Ashland’s continued integration efforts.  These additional synergies and changes in capital expenditures have
essentially offset the recent decline in the reporting units’ volume.  Upon updating these models, Ashland concluded
there was no indication of a decline in fair value for these reporting units which would require an interim impairment
analysis as of June 30, 2009.

Because market prices of Ashland’s reporting units are not readily available, Ashland makes various estimates and
assumptions in determining the estimated fair values of those units.  Historically, Ashland has used a market multiples
valuation technique.  Fair values were based principally on EBITDA (earnings before interest, taxes, depreciation and
amortization) multiples of industry peer group companies for each of these reporting units and, as deemed necessary, a
discounted cash flow model.  Based upon the current market conditions, Ashland determined that a discounted cash
flow model was a more representative valuation model to currently determine a business’ fair value, including the June
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30, 2009 event-driven/interim impairment assessment of the Performance Materials reporting units.  The discounted
cash flow models are highly reliant on various assumptions, some of which include:  projected business results and
future industry direction, long-term growth factors and discount rates.  Ashland uses assumptions that it deems to be
conservative estimates of likely future events.  Based on the assumptions used for the one Performance Materials
reporting unit that was not significantly over the carrying value, a 1% negative change in any one of the assumptions
made would have resulted in a fair value at, or slightly below, Ashland’s current carrying value of this reporting unit.
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE I – GOODWILL AND OTHER INTANGIBLES (continued)

Ashland’s assessment of an event that could cause an impairment charge could change in future periods if any or all of
the following events were to occur with respect to a particular reporting unit: divestiture decision, negative change in
discount rates, growth rates or other assumptions, continued economic deterioration that is more severe or of a longer
duration than anticipated, or another significant economic event.  Ashland recognizes that its current market
capitalization at June 30, 2009 is significantly below the carrying value of equity.  However, Ashland believes that the
assumptions and determinations used to fair value Ashland’s reporting units have been based on valuation
methodologies, principles and practices standard within the current market place for valuing businesses.

Based on global economic uncertainty and the ability to successfully integrate the Hercules businesses within this
environment, Ashland’s valuation assumptions could potentially change in the future and result in an impairment
charge on any of these assets classified currently as having indefinite lives, including goodwill.  Significant future
charges for impairments could impact Ashland’s ability to comply with the minimum consolidated net worth covenant,
which is disclosed further in Note F.

The following is a progression of goodwill by segment for the nine months ended June 30, 2009 and 2008.

Functional Water Performance Consumer
(In millions) Ingredients Technologies Materials (a) Markets Distribution Total
Balance at
September 30, 2008 $ - $ 56 $ 196 $ 30 $ 1 $ 283
Acquisitions 1,214 571 - - - 1,785
Currency translation
adjustment 61 24 (3 ) - - 82
Balance at June 30,
2009 $ 1,275 $ 651 $ 193 $ 30 $ 1 $ 2,150

(a) Goodwill consisted of $34 million and $159 million, respectively, for the Castings Solutions and
Composite Polymers/Specialty Polymers and Adhesives reporting units.

Functional Water Performance Consumer
(In millions) Ingredients Technologies Materials Markets Distribution Total
Balance at
September 30, 2007 $ - $ 54 $ 166 $ 30 $ 1 $ 251
Acquisitions - 1 28 - - 29
Currency translation - 3 8 - - 11
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adjustment
Balance at June 30,
2008 $ - $ 58 $ 202 $ 30 $ 1 $ 291

Intangible assets consist of trademarks and trade names, patents and licenses, non-compete agreements, sale contracts,
customer lists and intellectual property.  Intangibles are amortized on a straight-line basis over their estimated useful
lives.  The cost of trademarks and trade names is amortized principally over 15 to 25 years, intellectual property over
5 to 20 years, customer relationships over 10 to 24 years and other intangibles over 2 to 30 years.  As part of recording
the Hercules acquisition during the December 2008 quarter, Ashland recorded $1,082 million in intangible assets of
which $255 million were related to indefinite-lived assets.  Ashland reviews amortizable intangible assets for possible
impairment whenever events or changes in circumstances indicate that carrying amounts may not be
recoverable.  Intangible assets were comprised of the following as of June 30, 2009 and 2008.

 2009 2008
 Gross  Net  Gross  Net
  carrying   Accumulated  carrying  carrying   Accumulated  carrying

(In millions)   amount  amortization  amount amount   amortization  amount
Trademarks and
trade names $ 353 $ (23 ) $ 330 $ 66 $ (21 ) $ 45
Intellectual
property 327 (35 ) 292 54 (20 ) 34
Customer
relationships 563 (28 ) 535 13 (2 ) 11
Other intangibles 43 (22 ) 21 38 (14 ) 24
Total intangible
assets $ 1,286 $ (108 ) $ 1,178 $ 171 $ (57 ) $ 114
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE I – GOODWILL AND OTHER INTANGIBLES (continued)

Amortization expense recognized on intangible assets for the nine months ended June 30 was $46 million for 2009
and $8 million for 2008 and is primarily included in the selling, general and administrative expense caption of the
Statements of Consolidated Income.

As of June 30, 2009, all of Ashland’s intangible assets that had a carrying value were being amortized except for
certain trademarks and trade names that currently have been determined to have indefinite lives.  These assets had a
balance of $290 million and $32 million as of June 30, 2009 and 2008, respectively.  Ashland annually, or as deemed
necessary, reviews these assets to determine whether events and circumstances continue to support the indefinite
useful life designation.

Estimated amortization expense for future periods is $72 million in 2009 (includes nine months actual and three
months estimated), $65 million in 2010, $63 million in 2011, $62 million in 2012 and $61 million in 2013.  See Note
C for further discussion of Ashland’s goodwill and intangible asset activity.

NOTE J – INCOME TAXES

For the three months ended June 30, 2009 and 2008, Ashland’s effective tax rates were 44.3% and 29.4%,
respectively.  For the nine months ended June 30, 2009 and 2008, Ashland’s effective tax rate was 168.5% and 24.7%,
respectively.  The significant items that generated the variance between the U.S. federal statutory rate and the effective
rates are included in the following table.

Three months ended Nine months ended
June 30 June 30

(In millions) 2009 2008 2009 2008
Income from continuing operations
before income taxes $ 91 $ 93 $ 29 $ 234
Income tax expense computed at U.S.
Federal
statutory rates (35%) $  32 $ 33 $ 10 $ 82
Increase (decrease) in amount computed
resulting from:
Adjustment of statutory rates for
projected
annual income (14 ) (5 ) (22 ) (7 )
Unused net operating losses 12 - 12  -
Resolution, evaluation and re-evaluation
of tax positions 8 (1 ) 19 (11 )
Gain on MAP Transaction - - - (8 )
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Nondeductible life insurance loss (3 ) - 5 -
Nondeductible in-process research and
development costs - - 3 -
APB 23 repatriated earnings (a) - - 14 -
Auction rate securities valuation
allowance (2 ) - 9 -
Research and development tax credits - - (3 ) -
Other 7 - 2 2
Income tax expense $ 40 $ 27 $ 49 $ 58

(a)  Represents repatriation of historical earnings of certain foreign
subsidiaries.

During the nine month period ended June 30, 2009, Ashland increased its liability for unrecognized tax benefits for
continuing operations by $22 million, primarily due to the Hercules acquisition, and decreased its liability for
unrecognized tax benefits for discontinued operations by $1 million.  It is reasonably possible that the amount of the
unrecognized tax benefits may increase or decrease within the next twelve months as the result of settlement of
ongoing audits.  However, Ashland does not presently anticipate that any increase or decrease in unrecognized tax
benefits will be material to the Condensed Consolidated Financial Statements.
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE J – INCOME TAXES (continued)

Changes in unrecognized tax benefits are summarized as follows for the nine months ended June 30, 2009.

(In millions)
Balance at October 1, 2008 $ 79
Increases related to positions taken on items from prior years 13
Decreases related to positions taken on items from prior years (5 )
Increases related to assumed Hercules positions in the current year 35
Increases related to positions taken in the current year 8
Lapse of statute of limitations (9 )
Settlement of uncertain tax positions with tax authorities (21 )
Balance at June 30, 2009 $ 100

NOTE K – EARNINGS PER SHARE

The following is the computation of basic and diluted earnings per share (EPS) from continuing operations.  Stock
options, SARs and warrants (assumed as part of the Hercules acquisition) available to purchase shares outstanding for
each reporting period whose grant price was greater than the average market price of Ashland Common Stock for each
applicable period were not included in the computation of income from continuing operations per diluted share
because the effect of these instruments would be antidilutive.  The total number of these shares outstanding was
approximately 2 million for June 30, 2009 and 2008, respectively.

Three months ended Nine months ended
June 30 June 30

(In millions except per share data) 2009 2008 2009 2008
Numerator
Numerator for basic and diluted EPS –
Income (loss)
from continuing operations $ 51 $ 66 $ (20 ) $ 176
Denominator
Denominator for basic EPS
–  Weighted-average
common shares outstanding 74 63 72 62
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Share based awards convertible to common
shares 1 1 - 1
Denominator for diluted EPS – Adjusted
weighted-
average shares and assumed conversions 75 64 72 63

EPS from continuing operations
Basic $ .69 $ 1.04 $ (.27 ) $ 2.80
Diluted $ .68 $ 1.03 $ (.27 ) $ 2.77

NOTE L – EMPLOYEE BENEFIT PLANS

For the nine months ended June 30, 2009, $22 million had been contributed to the U.S. plans and $19 million had
been contributed to the non-U.S. plans.  Ashland expects to make approximately $3 million in contributions to the
U.S. plans and approximately $6 million in contributions to the non-U.S. plans during the remainder of fiscal year
2009.  The following table details the components of pension and other postretirement benefit costs.
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE L – EMPLOYEE BENEFIT PLANS (continued)

Other postretirement
Pension benefits benefits

(In millions) 2009 2008 2009 2008
Three months ended June 30
Service cost $ 11 $ 8 $ 1 $ 1
Interest cost 64 22 6 2
Expected return on plan assets (58 ) (28 ) - -
Amortization of prior service credit - - (1 ) (1 )
Amortization of net actuarial loss (gain) 4 1 (1 ) -

$ 21 $ 3 $ 5 $ 2

Nine months ended June 30
Service cost $ 32 $ 26 $ 3 $ 3
Interest cost 163 67 17 8
Expected return on plan assets (147 ) (82 ) - -
Amortization of prior service credit - - (3 ) (3 )
Amortization of net actuarial loss (gain) 12 4 (4 ) (2 )

$ 60 $ 15 $ 13 $ 6

As a result of the Hercules acquisition, Ashland assumed pension and other postretirement obligations with an
estimated fair value of $1,422 million and $121 million, respectively.  The net liabilities assumed, after fair value
adjustment, for pension and other postretirement obligations recognized in the Condensed Consolidated Balance
Sheets were $188 million and $121 million, respectively.  See Note C for the purchase price allocations to pension and
other postretirement obligations.

NOTE M – CAPITAL STOCK

On November 13, 2008, Ashland completed its acquisition of Hercules.  As part of the consideration to acquire the
112.7 million shares of outstanding Hercules Common Stock on that date, Ashland issued 10.5 million shares of
Ashland Common Stock valued, as of the announcement date, at $450 million.

During the first, second and third quarters of fiscal 2009 the Board of Directors of Ashland announced and paid
quarterly cash dividends of 7.5 cents per share to eligible shareholders of record.  The previous quarterly dividend in
prior fiscal years had been 27.5 cents per share.  In conjunction with Ashland’s new debt facilities discussed in Note F,
Ashland is now subject to various covenants that may restrict certain future payments, which could include quarterly
dividend payments, if certain qualifying net income levels are not reached.
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NOTE N – EQUITY AWARDS

Ashland has stock incentive plans under which key employees or directors are granted stock options, stock-settled
stock appreciation rights (SARs), performance share awards or nonvested stock awards.  Each program is typically a
long-term incentive plan designed to link employee compensation with increased shareholder value over time or
reward superior performance and encourage continued employment with Ashland.  Ashland began expensing stock
awards on October 1, 2002 and recognizes compensation expense for the grant date fair value of stock-based awards
over the applicable vesting period.  Stock-based compensation expense was $3 million and $3 million for the three
months ended June 30, 2009 and 2008, respectively, and $6 million and $8 million for the nine month periods ended
June 30, 2009 and 2008, respectively, and is included in the selling, general and administrative expense caption of the
Statements of Consolidated Income.
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ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE N – EQUITY AWARDS (continued)

Stock options and SARs

Stock options and SARs are granted to employees at a price equal to the fair market value of the stock on the date of
grant and become exercisable over periods of one to three years.  Unexercised stock options and SARs lapse ten years
after the date of grant.  SARs granted for the nine months ended June 30, 2009 and 2008 were 2.3 million and 0.4
million, respectively.  In addition, on November 13, 2008, approximately one million options were converted from
previous Hercules stock options into stock options for Ashland shares.  These shares vested upon closing of the
acquisition and the fair value of the converted stock options were recognized as a component of the purchase price
with no additional amounts recorded as future compensation expense.  See Note C for additional information on the
purchase price calculation for Hercules.  As of June 30, 2009 there was $5 million of total unrecognized compensation
costs related to SARs.  That cost is expected to be recognized over a weighted-average period of 1.8 years.  In
accordance with FAS 123(R) Ashland estimates the fair value of stock options and SARs granted using the
Black-Scholes option-pricing model.  This model requires several assumptions, which Ashland has developed and
updates based on historical trends and current market observations.  The accuracy of these assumptions is critical to
the estimate of fair value for these equity instruments.

Nonvested stock awards

Nonvested stock awards are granted to employees or directors at a price equal to the fair market value of the stock on
the date of grant and generally vest over a one to seven year period.  However, such shares are subject to forfeiture
upon termination of service before the vesting period ends.  Nonvested stock awards entitle employees or directors to
vote the shares and to receive any dividends upon grant.  Nonvested stock awards granted for the nine months ended
June 30, 2009 and 2008 were 166,500 and less than 20,000 shares, respectively.  As of June 30, 2009 there was $3
million of total unrecognized compensation costs related to nonvested stock awards.  That cost is expected to be
recognized over a weighted-average period of 2.4 years.

Performance shares/units

Performance shares/units are awarded to certain key employees that are tied to Ashland’s overall financial performance
relative to the financial performance of a selected industry peer group.  Performance measures used to determine the
actual number of performance shares/units issuable upon vesting include an equal weighting of Ashland’s total
shareholder return (TSR) performance and Ashland’s return on investment (ROI) performance as compared to the
performance peer group over a three-year performance cycle.  TSR relative to peers is considered a market condition
while ROI is considered a performance condition under applicable accounting guidance.  Nonvested performance
shares/units do not entitle employees to vote the shares or receive any dividends thereon.  Performance shares/units
granted for the nine months ended June 30, 2009 and 2008 were 0.3 million and 0.1 million, respectively.  As of June
30, 2009 there was $3 million of total unrecognized compensation costs related to performance shares/units.  That cost
is expected to be recognized over a weighted-average period of 1.5 years. 
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NOTE O – LITIGATION, CLAIMS AND CONTINGENCIES

Asbestos litigation

Ashland and  Hercules, a wholly  owned  subsidiary  of  Ashland, have  liabilities  from  claims alleging personal
injury caused by exposure to asbestos.  To assist in developing and annually updating independent reserve estimates
for future asbestos claims and related costs given various assumptions, Ashland retained Hamilton, Rabinovitz &
Associates, Inc. (HR&A).  The methodology used by HR&A to project future asbestos costs is based largely on recent
experience, including claim-filing and settlement rates, disease mix, enacted legislation, open claims, and litigation
defense and claim settlement costs.  The claim experience of Ashland and Hercules are separately compared to the
results of previously conducted third party epidemiological
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NOTE O – LITIGATION, CLAIMS AND CONTINGENCIES (continued)

studies estimating the number of people likely to develop asbestos-related diseases.  Those studies were undertaken in
connection with national analyses of the population expected to have been exposed to asbestos.  Using that
information, HR&A estimates a range of the number of future claims that may be filed, as well as the related costs that
may be incurred in resolving those claims.

Ashland asbestos-related litigation

The claims alleging personal injury caused by exposure to asbestos asserted against Ashland result primarily from
indemnification obligations undertaken in 1990 in connection with the sale of Riley, a former subsidiary.

Because claims are frequently filed and settled in large groups, the amount and timing of settlements and number of
open claims can fluctuate significantly from period to period.  A summary of Ashland asbestos claims activity,
excluding that related to the acquisition of Hercules, follows.

Nine months ended
June 30 Years ended September 30

(In thousands) 2009 2008 2008 2007 2006
Open claims - beginning of
period 115 134 134 162 184
New claims filed 2 3 4 4 6
Claims settled (1 ) (2 ) (2 ) (2 ) (3 )
Claims dismissed (13 ) (20 ) (21 ) (30 ) (25 )
Open claims - end of period 103 115 115 134 162

A progression of activity in the asbestos reserve is presented in the following table.

Nine months ended
June 30 Years ended September 30

(In millions) 2009 2008 2008 2007 2006
Asbestos reserve - beginning of
period $ 572 $ 610 $ 610 $ 635 $ 571
Reserve adjustment 5 2 2 5 104
Amounts paid (26 ) (32 ) (40 ) (30 ) (40 )
Asbestos reserve - end of period $ 551 $ 580 $ 572 $ 610 $ 635
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From the range of estimates, Ashland records the amount it believes to be the best estimate of future payments for
litigation defense and claim settlement costs.  Ashland reviews this estimate and related assumptions quarterly and
annually updates the results of a non-inflated, non-discounted approximate 50-year model developed with the
assistance of HR&A.  During the most recent annual update of this estimate, completed during the June 2009 quarter,
it was determined that the reserve adjustment for asbestos claims should be increased by $5 million.  Total reserves
for asbestos claims were $551 million at June 30, 2009 compared to $572 million at September 30, 2008 and $580
million at June 30, 2008.

Excluding the Hercules asbestos claims further described below, Ashland has insurance coverage for most of the
litigation defense and claim settlement costs incurred in connection with its asbestos claims, and coverage-in-place
agreements exist with the insurance companies that provide most of the coverage currently being accessed.  As a
result, increases in the asbestos reserve have been largely offset by probable insurance recoveries.  The amounts not
recoverable generally are due from insurers that are insolvent, rather than as a result of uninsured claims or the
exhaustion of Ashland’s insurance coverage.

For the Ashland asbestos-related obligations, Ashland has estimated the value of probable insurance recoveries
associated with its asbestos reserve based on management’s interpretations and estimates
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NOTE O – LITIGATION, CLAIMS AND CONTINGENCIES (continued) 

surrounding the available or applicable insurance coverage, including an assumption that all solvent insurance carriers
remain solvent.  Approximately 64% of the estimated receivables from insurance companies are expected to be due
from domestic insurers, of which approximately 82% have a credit rating of B+ or higher by A. M. Best, as of June
30, 2009.  The remainder of the insurance receivable is due from London insurance companies, which generally have
lower credit quality ratings, and from Underwriters at Lloyd’s, which is reinsured by Equitas Limited
(Equitas).  Ashland discounts a substantial portion of this piece of the receivable based upon the projected timing of
the receipt of cash from those insurers unless likely settlement amounts can be determined.

At June 30, 2009, Ashland’s receivable for recoveries of litigation defense and claim settlement costs from insurers
amounted to $437 million (excluding the Hercules receivable for asbestos claims), of which $71 million relates to
costs previously paid.  Receivables from insurers amounted to $458 million at September 30, 2008 and $468 million
at June 30, 2008.  During the June 2009 quarter, the model used for purposes of valuing the asbestos reserve described
above, and its impact on valuation of future recoveries from insurers, was updated.  This model update along with
likely settlement adjustments caused an additional $8 million net increase in the receivable for probable insurance
recoveries.

Hercules asbestos-related litigation

Hercules, a wholly owned subsidiary of Ashland, has liabilities from claims alleging personal injury caused by
exposure to asbestos.  Such claims typically arise from alleged exposure to asbestos fibers from resin encapsulated
pipe and tank products which were sold by one of Hercules’ former subsidiaries to a limited industrial
market.  Because claims are frequently filed and settled in large groups, the amount and timing of settlements and
number of open claims can fluctuate significantly from period to period.  A summary of Hercules’ asbestos claims
activity follows.

(In thousands)

November 13,
2008 through
June 30, 2009

Open claims - November 13, 2008 27
New claims filed 1
Claims settled -
Claims dismissed (4 )
Open claims - end of period 24

    A progression of activity in the asbestos reserve is presented in the following table.
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(In millions)

November 13,
2008 through
June 30, 2009

Asbestos reserve - November 13, 2008 $ 233
Purchase accounting reserve adjustment 140
Amounts paid (8 )
Asbestos reserve - end of period $ 365

In November 2008, Ashland completed its acquisition of Hercules.  At that time, Hercules’ recorded reserve for
asbestos claims was $233 million for indemnity costs.  Ashland’s accounting policy in recording reserves for asbestos
claims is to include amounts for both projected indemnity and defense costs.  As a result, Ashland recorded a $105
million increase to the asbestos reserve for Hercules to include projected defense costs.  To do so, Ashland utilized
several internal models that it employs to estimate defense costs associated with asbestos claims.  During the June
2009 quarter Ashland included the Hercules claims within its annual
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NOTE O – LITIGATION, CLAIMS AND CONTINGENCIES (continued)

assessment of these matters, which includes running various non-inflated, non-discounted approximate 50-year
models developed with the assistance of HR&A and determining from the range of estimates in the models the
amount it believes to be the best estimate of future payments for litigation defense and claim settlement costs.  Based
on this most recent assessment Ashland increased the reserve for this estimated Hercules liability by $35 million
which was accounted for as an adjustment to Hercules’ November 2008 opening balance sheet since the adjustment
was limited to claims that had been incurred as of the acquisition date, and therefore did not affect the income
statement.  Total reserves for Hercules asbestos claims were $365 million at June 30, 2009.

As of Ashland’s acquisition date of Hercules, all of the cash recovered and placed into a trust from the settlements with
certain of Hercules’ insurance carriers had been exhausted.  With the addition of estimated defense costs, the total
Hercules asbestos reserve exceeded the amount needed to obtain reimbursements pursuant to coverage-in-place
agreements with certain other insurance carriers.  Accordingly, Ashland initially estimated at the acquisition date the
amount of future projected costs that will be reimbursable by such insurance using a similar methodology as
performed on the historical Ashland asbestos liability and recorded a $35 million receivable within the noncurrent
asbestos insurance receivable caption of the Condensed Consolidated Balance Sheet.  Upon completion of the annual
update during the June 2009 quarter, the receivable was increased by $22 million reflecting the increase in liability
from the updated model incorporated within Ashland’s complete valuation process.  As of June 30, 2009 the
receivables from insurers amounted to $57 million.

Asbestos litigation cost projection

Projecting future asbestos costs is subject to numerous variables that are extremely difficult to predict.  In addition to
the significant uncertainties surrounding the number of claims that might be received, other variables include the type
and severity of the disease alleged by each claimant, the long latency period associated with asbestos exposure,
dismissal rates, costs of medical treatment, the impact of bankruptcies of other companies that are co-defendants in
claims, uncertainties surrounding the litigation process from jurisdiction to jurisdiction and from case to case, and the
impact of potential changes in legislative or judicial standards.  Furthermore, any predictions with respect to these
variables are subject to even greater uncertainty as the projection period lengthens.  In light of these inherent
uncertainties, Ashland believes that the asbestos reserves for Ashland and Hercules represent the best estimate within
a range of possible outcomes.  As a part of the process to develop these estimates of future asbestos costs, a range of
long-term cost models was developed.  These models are based on national studies that predict the number of people
likely to develop asbestos-related diseases and are heavily influenced by assumptions regarding long-term inflation
rates for indemnity payments and legal defense costs, as well as other variables mentioned previously.  Ashland has
estimated in various current approximate 50-year models that it is reasonably possible that total future litigation
defense and claim settlement costs on an inflated and undiscounted basis could range as high as approximately $800
million for the Ashland asbestos-related litigation and approximately $600 million for the Hercules asbestos-related
litigation (or approximately $1.4 billion in the aggregate), depending on the combination of assumptions selected in
the various models.  If actual experience is worse than projected relative to the number of claims filed, the severity of
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alleged disease associated with those claims or costs incurred to resolve those claims, Ashland may need to increase
further the estimates of the costs associated with asbestos claims and these increases could potentially be material over
time.

Environmental remediation and asset retirement obligations

Ashland and Hercules are subject to various federal, state and local environmental laws and regulations that require
environmental assessment or remediation efforts (collectively environmental remediation) at multiple locations.  At
June 30, 2009, such locations included 96 waste treatment or disposal sites where Ashland and/or Hercules have been
identified as a potentially responsible party under Superfund or similar state laws,
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162 current and former operating facilities (including certain operating facilities conveyed to MAP) and about 1,220
service station properties, of which 160 are being actively remediated.

Ashland’s reserves for environmental remediation and asset retirement obligations amounted to $233 million at June
30, 2009 compared to $149 million at September 30, 2008 and $160 million at June 30, 2008, of which $186 million
at June 30, 2009, $112 million at September 30, 2008 and $127 million at June 30, 2008 were classified in other
noncurrent liabilities on the Condensed Consolidated Balance Sheets.  As a result of the Hercules acquisition on
November 13, 2008, Ashland assumed all  Hercules’ environmental  and asset  retirement obligation
contingencies.  Hercules’ obligations assumed by Ashland were $100 million, which includes an adjustment of $23
million for different remediation approaches and discount rates previously assumed under Hercules’ valuation models.

The following table provides a reconciliation of the changes in the environmental contingencies and asset retirement
obligations during the nine months ended June 30, 2009.

(In millions)
Balance at October 1, 2008 $ 149
Inherited Hercules obligations 100
Disbursements, net of cost recoveries (28)
Revised obligation and accretion estimates 12
Balance at June 30, 2009 $ 233

The total reserves for environmental remediation reflect Ashland’s estimates of the most likely costs that will be
incurred over an extended period to remediate identified conditions for which the costs are reasonably estimable,
without regard to any third-party recoveries.  Engineering studies, probability techniques, historical experience and
other factors are used to identify and evaluate remediation alternatives and their related costs in determining the
estimated reserves for environmental remediation.  Ashland regularly adjusts its reserves as environmental
remediation continues.  Ashland has estimated the value of its probable insurance recoveries associated with its
environmental reserve based on management’s interpretations and estimates surrounding the available or applicable
insurance coverage.  At June 30, 2009, September 30, 2008 and June 30, 2008, Ashland’s recorded receivable for these
probable insurance recoveries was $36 million, $40 million and $42 million, respectively.  Environmental remediation
expense is included within the selling, general and administrative expense caption of the Statements of Consolidated
Income and on an aggregate basis amounted to $14 million and $10 million for the nine months ended June 30, 2009
and 2008, respectively.  Environmental remediation expense, net of receivable activity, was $12 million and
$6 million for the nine months ended June 30, 2009 and 2008, respectively.

Environmental remediation reserves are subject to numerous inherent uncertainties that affect Ashland’s ability to
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estimate its share of the costs.  Such uncertainties involve the nature and extent of contamination at each site, the
extent of required cleanup efforts under existing environmental regulations, widely varying costs of alternate cleanup
methods, changes in environmental regulations, the potential effect of continuing improvements in remediation
technology, and the number and financial strength of other potentially responsible parties at multiparty
sites.  Although it is not possible to predict with certainty the ultimate costs of environmental remediation, Ashland
currently estimates that the upper end of the reasonably possible range of future costs for identified sites could be as
high as approximately $350 million, which includes the Hercules sites.  No individual remediation location is
material, as the largest reserve for any site is less than 10% of the remediation reserve.

Other legal proceedings and claims

During the June quarter, Ashland Consumer Markets announced an engine guarantee associated with its Valvoline®
product line.  Consumers are beginning to register their vehicles to qualify for the guarantee.
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NOTE O – LITIGATION, CLAIMS AND CONTINGENCIES (continued)

Ashland has established an estimation methodology for quantifying the future potential reserves related to this
guarantee program.  As of June 30, 2009, the reserve associated with this guarantee was not significant.

In addition to the matters described above, there are other various claims, lawsuits and administrative proceedings
pending or threatened against Ashland and its current and former subsidiaries.  Such actions are with respect to
commercial matters, product liability, toxic tort liability, and other environmental matters, which seek remedies or
damages, some of which are for substantial amounts.  While these actions are being contested, their outcome is not
predictable.

NOTE P – SEGMENT INFORMATION

Following the Hercules acquisition, Ashland’s businesses are managed along five industry segments:  Functional
Ingredients, Water Technologies, Performance Materials, Consumer Markets and Distribution.  For additional
information see Note A.

Functional Ingredients provides specialty additives and functional ingredients that manage the physical properties of
both aqueous and nonaqueous systems.  The majority of Functional Ingredients’ products are derived from renewable
and natural raw materials.

Water Technologies supplies specialty chemicals to the pulp and paper, industrial and institutional, mining, municipal
and marine industries.  Water Technologies’ functional, process and water management chemistries are used to
improve operational efficiencies, to enhance product quality, to protect plant assets, and to ensure environmental
compliance.

Performance Materials is a worldwide manufacturer and supplier of specialty chemicals and customized services to
the building and construction, packaging and converting, transportation, marine and metal casting
industries.  Performance Materials is a technology leader in metal casting consumables and design services;
unsaturated polyester and vinyl ester resins and gelcoats; and high-performance adhesives and specialty resins.

Consumer Markets is a marketer and supplier of premium-branded automotive and commercial oils, automotive
chemicals, automotive appearance products and automotive services, with sales in more than 100 countries under the
trademark Valvoline®.  The Valvoline® trademark was federally registered in 1873 and is the oldest trademark for
lubricating oil in the United States.  Consumer Markets is also engaged in the “fast oil change” business through owned
and franchised service centers operating under the Valvoline Instant Oil Change® name.

Distribution distributes chemicals, plastics and composite raw materials in North America and plastics in Europe and
China.  Distribution also provides environmental services in North America.  Deliveries are made in North America
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through a network of owned or leased facilities, third-party warehouses, rail terminals and tank terminals and
locations that perform contract packaging activities for Distribution.  Distribution of thermoplastic resins in Europe is
conducted primarily through third-party warehouses.

The following table presents for each segment the sales and operating revenue and operating income for the three and
nine months ended June 30, 2009 and 2008, and total assets as of June 30, 2009 and 2008, and September 30,
2008.  Results of Ashland’s operating segments are presented based on its management structure and accounting
practices.  The structure and practices are specific to Ashland; therefore, the financial results of Ashland’s business
segments are not necessarily comparable with similar information for other comparable companies.  Ashland refines
its expense allocation methodologies to the operating segments from time to time as internal accounting practices are
improved, more refined information becomes available and businesses change.  Revisions to Ashland’s methodologies
that are deemed insignificant are applied on a prospective basis.  During fiscal 2009, Ashland began fully allocating
significant corporate costs, except for certain significant company-wide restructuring activities, such as the current
restructuring
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plan related to the Hercules acquisition described in Note C, and other costs or adjustments that relate to former
businesses that Ashland no longer operates.

Three months ended Nine months ended
June 30 June 30

(In millions - unaudited) 2009 2008 2009 2008
SALES AND OPERATING REVENUES
Functional Ingredients $ 233 $ - $ 575 $ -
Water Technologies 436 244 1,187 667
Performance Materials 256 425 839 1,194
Consumer Markets 441 428 1,236 1,209
Distribution 698 1,151 2,249 3,223
Intersegment sales (a) (27 ) (47 ) (93 ) (127 )

$ 2,037 $ 2,201 $ 5,993 $ 6,166
OPERATING INCOME (LOSS)
Functional Ingredients $ 24 $ - $ 13 $ -
Water Technologies 31 12 38 16
Performance Materials (5 ) 19 6 50
Consumer Markets 95 26 180 70
Distribution 3 20 44 39
Unallocated and other 4 10 (24 ) 10

$ 152 $ 87 $ 257 $ 185

(a) Intersegment sales are accounted for at prices that approximate market value.

June 30
September

30 June 30
(In millions - unaudited) 2009 2008 2008
TOTAL ASSETS
Functional Ingredients $ 2,965 $ - $ -
Water Technologies 1,987 495 531
Performance Materials 908 1,080 1,130
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Consumer Markets 755 750 745
Distribution 733 1,090 1,160
Unallocated and other 1,817 2,356 2,278

$ 9,165 $ 5,771 $ 5,844
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FORWARD-LOOKING STATEMENTS

This Quarterly Report on Form 10-Q contains forward-looking statements within the meaning of Section 27A of the
Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934.  These forward-looking statements
are based upon a number of assumptions, including those mentioned within this report.  Performance estimates are
also based upon internal forecasts and analyses of current and future market conditions and trends; management plans
and strategies; operating efficiencies and economic conditions, such as prices, supply and demand, and cost of raw
materials; legal proceedings and claims (including environmental and asbestos matters); and weather.  These risks and
uncertainties may cause actual operating results to differ materially from those stated, projected or implied.  Other
risks and uncertainties include the possibility that the benefits anticipated from Ashland’s acquisition of Hercules will
not be fully realized; Ashland’s substantial indebtedness may impair its financial condition; the restrictive covenants
under the debt instruments may hinder the successful operation of Ashland’s business; future cash flow may be
insufficient to repay the debt; and other risks that are described in filings made by Ashland with the Securities and
Exchange Commission (the “SEC”).  Although Ashland believes its expectations are based on reasonable assumptions,
it cannot assure the expectations reflected herein will be achieved.  This forward-looking information may prove to be
inaccurate and actual results may differ significantly from those anticipated if one or more of the underlying
assumptions or expectations proves to be inaccurate or is unrealized or if other unexpected conditions or events
occur.  Other factors, uncertainties and risks affecting Ashland are contained in Ashland’s periodic filings made with
the SEC, including its Form 10-K for the fiscal year ended September 30, 2008 and Form 10-Q for the quarters ended
December 31, 2008 and March 31, 2009, which are available on Ashland’s Investor Relations website at
http://investor.ashland.com or the SEC’s website at www.sec.gov.  Ashland undertakes no obligation to subsequently
update or revise the forward-looking statements made in this report to reflect events or circumstances after the date of
this report.
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ITEM 2.  MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
MANAGEMENT’S DISCUSSION AND ANALYSIS

The following discussion should be read in conjunction with the Condensed Consolidated Financial Statements and
the accompanying Notes to Condensed Consolidated Financial Statements herein.

BUSINESS OVERVIEW

Ashland profile

Ashland is a global specialty chemicals company that provides products, services and solutions that meet customer
needs throughout a variety of industries.  With approximately 15,000 employees worldwide, Ashland serves
customers in more than 100 countries.

During the past several years, Ashland has been focused on the objective to create a dynamic, global specialty
chemicals company.  In that process, Ashland has divested noncore businesses, redesigned business models, and
acquired businesses in growth markets like water and adhesives to enhance Ashland’s specialty chemicals
offerings.  Ashland’s acquisition of Hercules Incorporated (Hercules), in November 2008, propels the combined new
company to a global leadership position with expanded capabilities and promising growth potential in specialty
additives and functional ingredients, paper and water technologies, and specialty resins.

Sales and operating revenues (revenues) by region expressed as a percentage of total consolidated revenue was as
follows:

Three months ended Nine months ended
June 30 June 30

Revenues by Geography (a) 2009 2008 2009 2008
North America 66% 69% 69% 69%
Europe 21% 22% 20% 22%
Asia Pacific 9% 6% 7% 6%
Latin America & other 4% 3% 4% 3%

100% 100% 100% 100%

(a) Revenues from the acquired operations of Hercules are included herein from November 14, 2008
through June 30, 2009.

Business segments
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As discussed above, Ashland completed the acquisition of Hercules in November 2008.  Following the acquisition,
Ashland’s reporting structure, incorporating the former Hercules businesses, is now composed of five reporting
segments:  Ashland Aqualon Functional Ingredients (Functional Ingredients), previously Hercules’ Aqualon Group,
Ashland Hercules Water Technologies (Water Technologies), which includes Hercules’ Paper Technologies and
Ventures segment as well as Ashland’s legacy Water Technologies segment, Ashland Performance Materials
(Performance Materials), Ashland Consumer Markets (Consumer Markets), previously Ashland’s Valvoline segment,
and Ashland Distribution (Distribution).  Functional Ingredients is a manufacturer and supplier of specialty additives
and functional ingredients derived from renewable resources that are designed to manage the properties of
water-based systems.  The restructured Water Technologies business is a global supplier of functional and process
chemicals for the paper industry in addition to water treatment chemicals.
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The contribution to revenue by each business segment expressed as a percentage of total consolidated revenue was as
follows:

Three months ended Nine months ended
June 30 June 30

Revenues by Business Segment (a) 2009 2008 2009 2008
Functional Ingredients 11% n/a 9% n/a
Water Technologies 21% 11% 20% 11%
Performance Materials 13% 19% 14% 19%
Consumer Markets 21% 19% 20% 19%
Distribution 34% 51% 37% 51%

100% 100% 100% 100%

(a)Revenues from the acquired operations of Hercules are included herein as of November 14, 2008, through June
30, 2009.

KEY FISCAL 2009 DEVELOPMENTS

During fiscal 2009, the following operational decisions and economic developments had an impact on Ashland’s
current and future cash flows, results of operations and financial position.

Hercules acquisition

Ashland’s completion of the Hercules acquisition in November 2008 was a significant step in achieving Ashland’s
objective to create a leading, global specialty chemicals company.  The new combined company comprises a core of
three specialty chemical businesses: specialty additives and functional ingredients, paper and water technologies, and
specialty resins, which will drive Ashland both strategically and financially.  This acquisition positions Ashland to
deliver more stable and predictable earnings, generate stronger cash flows and gain access to higher growth markets
worldwide.

The transaction was valued at $2,594 million and included $786 million of debt assumed in the acquisition.  As part of
the financing arrangement for the transaction, Ashland borrowed $2,300 million, which included $100 million drawn
on the $400 million revolving credit facility, a $400 million term loan A facility, an $850 million term loan B facility,
a $200 million accounts receivable securitization facility and a $750 million bridge loan that was repaid primarily with
the issuance of $650 million senior unsecured bonds in May 2009, and retained $205 million in existing debt.

As a result of the financing and subsequent debt incurred to complete the Hercules acquisition, Standard & Poor’s
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downgraded Ashland’s corporate credit rating to BB- and Moody’s Investor Services downgraded Ashland’s corporate
credit rating to Ba2.  In addition, Ashland is now subjected to certain restrictions from various debt covenants.  These
covenants include certain affirmative covenants such as various internal certifications, maintenance of property,
preferential security interest in acquired property, restriction on future dividend payments and applicable insurance
coverage as well as negative covenants that include financial covenant restrictions associated with leverage and fixed
charge coverage ratios and total net worth and capital expenditure levels.  As a result of these new covenant
restrictions, Ashland’s near-term priorities are to pay down debt by focusing on generating cash and savings
from:  increased profitability from sales; reductions in operating expenses, working capital, capital expenditures and
dividends; and the sales of non-strategic assets, primarily business divestitures and auction rate securities.

Drew Marine divestiture

In June 2009, Ashland signed a definitive agreement to sell its global marine services business known as Drew
Marine, a business unit of Water Technologies, to J.F. Lehman & Co. in a transaction valued pretax at approximately
$120 million.  This sale reflects Ashland’s strategy to strengthen its core specialty chemicals businesses while reducing
Ashland’s investment in non-core or non-strategic businesses.  The Drew Marine business is a recognized global leader
in providing technical solutions, high value products and services to
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the global marine industry, including chemicals and testing equipment, water treatment, tank cleaners and corrosion
inhibitors, sealing and welding products, refrigerants and refrigeration services, engineered systems and products, fuel
management programs, and fire safety and rescue products and services.  The transaction is expected to close during
the fourth quarter.

Economic environment

Ashland’s financial performance in fiscal 2009 has continued to be hindered by a significant decline in demand within
the markets it conducts business, a direct result of continued weakness in the global economy, especially within North
America and Europe.  Ashland has experienced significant volume declines of approximately 10% to 40% across all
of its business segments during fiscal 2009.  Despite this pressure, Ashland was able to manage pricing and reduce
costs, resulting in an overall improved gross profit margin.  This is particularly evident for Consumer Markets, where
the gross profit as a percent of sales increased significantly during the three and nine months ended June 30, 2009,
compared to the same periods of the prior year.

Cost-structure efficiency programs

As a result of the Hercules acquisition, the related financing agreements and current global economic environment,
Ashland is implementing an organizational restructuring designed to integrate operational processes and streamline
various resource groups and functions to produce greater efficiencies and reduce the overall cost structure.

Ashland is targeting approximately $390 million of run rate cost reductions, compared with a base line of April 1,
2008, with over $250 million in actual savings (including one-time savings) expected to be realized during the current
fiscal year within the Statement of Consolidated Income.  Ashland has made significant progress on its cost reduction
initiatives and, as of June 30, 2009, total run rate cost savings were $287 million.

Actions announced in January 2009 to immediately reduce costs includes:

·  freezing wage and salaries globally for 2009, except where legally mandated otherwise, with estimated
savings of approximately $25 million;

·  implementing a two-week furlough program for most U.S. and Canadian based employees, that was
completed in June of 2009, and several other job and benefits related actions.  Furlough program
savings during the third quarter were $18 million with a total benefit of approximately $25 million for
the program year to date; and

·  carrying out other cost reduction measures previously announced as $30 million that has been
expanded to total nearly $100 million globally, including various plant and operational efficiencies and
a significant reduction in travel and entertainment expenses.

In July 2009 Ashland announced that it is targeting an additional $100 million of cost reductions.  Specifically, a $27
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million cost reduction program within Distribution was announced to realign the cost structure of the business.  The
additional $73 million will come from continued efforts to resize Ashland to match the current market environment.

Previously announced cost reduction actions include:

·  an $85 million cost structure efficiency initiative, essentially all of which has already been achieved,
primarily within the Performance Materials and Water Technologies businesses; and

·  $130 million of synergies resulting from the Hercules acquisition by the end of fiscal 2010, of which
$105 million in total run rate cost savings have been realized.

The cumulative effect of these restructuring activities has resulted in the elimination of approximately 1,300 employee
positions and six facility closings through the end of the June 2009 quarter and in total is currently expected to reduce
the global workforce (excluding Valvoline retail employees) by a total of approximately 1,800, or 12% by the end of
fiscal 2010.  As of June 30, 2009, the total restructuring reserve incurred under
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the cost-structure efficiency programs was $73 million, of which $52 million for the nine month period ended June 30,
2009 has been charged as an expense within the Statement of Consolidated Income, consisting of $39 million
classified within the selling, general and administrative expense caption and $13 million of accelerated depreciation
charged to the cost of sales and operating expenses caption.  The remaining reserve of $21 million related to severance
associated with Hercules personnel and various plant closing costs, which qualified for purchase method of
accounting in accordance with FAS 141, and had no effect on the Statement of Consolidated Income.  Additional
costs from reductions in resources or facilities may occur in future periods; which could include charges related to
additional severance, plant closings, reassessed pension plan valuations or other items.  Ashland anticipates
completing these restructuring activities during fiscal year 2010.

RESULTS OF OPERATIONS – CONSOLIDATED REVIEW

Current Quarter – Ashland recorded net income of $50 million, or $.66 per diluted earnings per share, for the three
months ended June 30, 2009 as compared to net income of $72 million, or $1.13 per diluted earnings per share, for the
three months ended June 30, 2008.  The current quarter included a loss from discontinued operations in the amount of
$1 million, or $.02 per diluted earnings per share, as compared to income of $6 million, or $.10 per diluted earnings
per share, for the prior quarter.  Both periods’ discontinued operations results included net favorable adjustments to the
asbestos receivable for insurance recoveries as a result of Ashland’s ongoing assessment of these matters; however, the
current quarter’s benefit was more than offset by tax adjustments associated with the previous sale of former Ashland
divisions.  Operating income was $152 million for the current quarter as compared to $87 million of operating income
for the prior quarter.  Operating income for the current quarter as compared to the prior quarter included an additional
$37 million of operating income within the acquired businesses of Hercules (on November 13, 2008) and Air Products
(on June 30, 2008).  Certain items during the current quarter impacting operating income include $16 million for
severance, asset impairment and accelerated depreciation charges for the ongoing integration and reorganization from
the Hercules acquisition and other cost reduction programs related to the global economic downturn.

Ashland incurred net interest and other financing expense of $62 million for the June 2009 quarter, which includes an
additional $10 million of accelerated amortization for debt issuance costs associated with the bridge loan facility
payoff in May of 2009, as compared to net interest and other financing income of $5 million in the prior quarter.  The
current quarter increase in expense relates to interest attributable to the debt issued in conjunction with the financing
of the Hercules acquisition.  Ashland’s effective tax rate was 44.3% for the three months ended June 30, 2009 and
included an unfavorable $8 million tax judgment in a foreign jurisdiction as compared to 29.4% for the prior
quarter.  The current quarter’s income tax expense was also significantly affected by an unfavorable adjustment related
to a projected shift to more U.S. sourced earnings for the year.

Year-to-Date – Ashland recorded a net loss of $22 million, or $.30 per diluted earnings per share, for the nine months
ended June 30, 2009 as compared to net income of $177 million, or $2.78 per diluted earnings per share, for the nine
months ended June 30, 2008.  The current period included a loss from discontinued operations in the amount of $2
million, or $.03 per diluted earnings per share, for the nine months ended June 30, 2009 as compared to income of $1
million, or $.01 per diluted earnings per share, for the nine months ended June 30, 2008.  Both periods’ discontinued
operations results included favorable net adjustments to the asbestos receivable for insurance recoveries as a result of
Ashland’s ongoing assessment of these matters which were both offset by tax adjustments associated with the previous
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sales of former Ashland divisions.  Loss from continuing operations for the nine months ended June 30, 2009 was
$20 million, as compared to income from continuing operations of $176 million in the nine months ended June 30,
2008.  During the current period, Ashland incurred a $54 million loss related to cross-currency swaps and a
$32 million loss on auction rate securities, which were both reported within the other expense caption of the Statement
of Consolidated Income.  In addition, Ashland incurred net interest and other
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financing expense of $144 million during the current period as compared to net interest and other financing income of
$26 million in the prior period, with the current year expense due to interest attributable to the debt issued in
conjunction with the financing of the Hercules acquisition.  The prior period also included a one-time $23 million gain
from the partial resolution of certain tax related matters with Marathon Oil Corporation related to the MAP
Transaction, which was reported in the gain on the MAP Transaction caption of the Statement of Consolidated
Income.  Income taxes were affected by the other expense items previously identified that were not deductible for
income tax purposes as well as the negative effect of certain other tax items, which increased Ashland’s net loss by
$47 million compared to the prior period’s effective tax rate of 24.7%.

Operating income for the nine months ended June 30, 2009 was $257 million, an increase of $72 million compared to
the $185 million in operating income earned during the nine months ended June 30, 2008.  The acquisition of
Hercules businesses increased operating income by approximately $15 million for the nine months ended June 30,
2009, despite $47 million in nonrecurring purchase accounting adjustments related to inventory and in-process
research and development.  In addition, Ashland incurred $52 million for severance charges for the ongoing
integration and reorganization from the Hercules acquisition and other cost reduction programs.  These key items,
along with significant volume declines across all business segments, hindered operating results as compared to the
prior period, but were more than offset by aggressive cost reductions, lower raw materials costs and the affects of
pricing improvements, particularly within the Consumer Markets segment.

A comparative analysis of the Statement of Consolidated Income by caption is provided as follows for the three and
nine months ended June 30, 2009 and 2008.

Three months Nine months
(In millions) 2009 2008 Change 2009 2008 Change
Sales and operating
revenues $ 2,037 $ 2,201 $ (164 ) $ 5,993 $ 6,166 $ (173 )

Current Quarter – Revenues for the three months ended June 30, 2009 decreased $164 million, or 7%, compared to the
June 2008 quarter primarily due to significant volume declines of $461 million, or 21%, as operating segments, other
than Consumer Markets, reported volume declines anywhere from 15% to 40% as a result of the global economic
slowdown, particularly within the automotive, construction and recreational marine industries.  Unfavorable currency
exchange rates decreased revenue $83 million, or 4%, while price and mix decreased revenue by an additional $128
million, or 5%.  These declines were partially offset by a $483 million, or 22%, increase in revenues related to the
acquired Hercules businesses recorded during the current quarter.  Revenues from the acquisition of Air Products’
pressure sensitive adhesive business and atmospheric emulsions business (Air Products) on June 30, 2008 contributed
an additional $25 million, or 1%, in the current quarter.

Year-to-Date – Revenues for the nine months ended June 30, 2009 decreased $173 million compared to the prior
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period.  The current period included $1,193 million, or 19%, in additional revenues related to the acquired Hercules
businesses.  Significant volume declines decreased revenue by $1,255 million, or 20%, with unfavorable currency
exchange rates decreasing revenue by $236 million, or 4%, compared to the prior period.  These declines were
partially offset by price and mix increases of $43 million, or 1%, across almost all operating segments as a result of
successful price management throughout the current period.  Revenues from the acquisition of Air Products
contributed an additional $82 million, or 1%, in the current period.

Three months Nine months
(In millions) 2009 2008 Change 2009 2008 Change
Cost of sales and
operating expenses $ 1,544 $ 1,844 $ (300 ) $ 4,716 $ 5,158 $ (442 )
Gross profit as a
percent of sales 24.2 %  16.2 %  21.3 %  16.3 %
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Current Quarter – Cost of sales and operating expenses (cost of sales) for the June 2009 quarter decreased $300 million,
or 16%, compared to the June 2008 quarter as increases related to the acquisitions of Hercules and Air Products were
more than offset by significant declines in volume and raw material costs and a positive currency exchange impact in
the current quarter as compared to the prior quarter.  The acquisitions of Hercules and Air Products represented a $368
million, or 20%, increase in cost of sales for the three months ended June 30, 2009, with change in product mix adding
an additional $4 million.  Significant volume declines reduced cost of sales by $371 million, or 20%, while currency
exchange, due to the strengthening of the U.S. dollar as compared to the prior quarter, reduced cost of sales by $62
million, or 3%.  Declining raw material costs decreased cost of sales by $239 million, or 13%, compared to the prior
quarter.  Gross profit as a percent of sales (gross profit margin) increased by 8.0 percentage points compared to the
prior quarter as a result of the acquisition of higher margin businesses, the mix of revenue by operating segment and a
realization of improved gross profit margins, particularly within Consumer Markets.

Year-to-Date – Cost of sales for the nine months ended June 30, 2009 decreased $442 million, or 9%, compared to the
prior period as increases related to the acquisitions of Hercules and Air Products were more than offset by significant
declines in volume and a positive currency exchange impact in the current period as compared to the prior
period.  The acquisitions of Hercules and Air Products represented a $965 million, or 18%, increase in cost of sales for
the current period, which includes a nonrecurring charge of $37 million associated with the inventory fair value
adjustment of Hercules’ acquired inventory, with change in product mix adding an additional $12 million.  Significant
volume declines reduced cost of sales by $1,003 million, or 19%, while currency exchange, due to the strengthening
of the U.S. dollar as compared to the prior period, reduced cost of sales by $183 million, or 4%.  Decreases in raw
material costs contributed an additional $233 million, or 4%, decline in cost of sales.  Gross profit margin increased
by 5.0 percentage points compared to the prior period as a result of the acquisition of higher margin businesses, the
mix of revenue by operating segment and a realization of improved gross profit margins, particularly within Consumer
Markets.

Three months Nine months
(In millions) 2009 2008 Change 2009 2008 Change
Selling, general and
administrative
expenses $ 353 $ 283 $ 70 $ 1,049 $ 856 $ 193
As a % of
revenues 17.3 % 12.9 % 17.5 % 13.9 %

Current Quarter – Selling, general and administrative expenses for the June 2009 quarter increased 25% compared to
the June 2008 quarter with selling, general and administrative expenses as a percent of revenue increasing 4.4
percentage points.  Nonrecurring items impacting the comparability of the June 2009 quarter compared to the June
2008 quarter included a $4 million charge for severance from various cost reduction programs.  The acquisitions of
Hercules and Air Products added an additional $101 million in selling, general and administrative expenses (excluding
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the nonrecurring charges) as compared to the prior quarter.  Currency exchange effects reduced selling, general and
administrative expenses by $13 million, while Ashland’s implemented cost reduction initiatives and other items
reduced these same expenses by $22 million from the prior year June quarter.  For further information on cost cutting
initiatives see the “Key Fiscal 2009 Developments” discussion within Management’s Discussion and Analysis as well as
Note C in the Notes to Condensed Consolidated Financial Statements.

Year-to-Date – Selling, general and administrative expenses for the nine months ended June 30, 2009 increased 23%
compared to the nine months ended June 30, 2008, with selling, general and administrative expenses as a percent of
revenue increasing 3.6 percentage points.  Expenses impacting the comparability of the current period as compared to
the prior period include a charge of $10 million related to the purchased in-process research and development projects
at Hercules as of the acquisition date and $39 million in severance and restructuring charges, primarily due to the
ongoing integration and reorganization from the Hercules acquisition.  These charges were partially offset by a
currency gain on an intracompany loan of $5 million in 2009, while 2008 included a $5 million charge for costs
related to the suspension of a joint venture project.  The acquisitions of Hercules and Air Products added an additional
$273 million in selling,

42

Edgar Filing: PACCAR INC - Form 10-Q

Table of Contents 101



ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
MANAGEMENT’S DISCUSSION AND ANALYSIS

general and administrative expenses (excluding the nonrecurring charges) as compared to the prior period.  Currency
exchange effects reduced selling, general and administrative expenses by $39 million, while Ashland’s implemented
cost reduction initiatives and other items reduced these same expenses by $80 million from the prior period.  For
further information on cost cutting initiatives see the “Key Fiscal 2009 Developments” discussion within Management’s
Discussion and Analysis as well as Note C in the Notes to Condensed Consolidated Financial Statements.

Three months Nine months
(In millions) 2009 2008 Change 2009 2008 Change
Equity and other
income
Equity income $ 2 $ 6 $ (4 ) $ 9 $ 16 $ (7 )
Other income 10 7 3 20 17 3

$ 12 $ 13 $ (1 ) $ 29 $ 33 $ (4 )

Current Quarter – Total equity and other income decreased $1 million during the June 2009 quarter compared to the
prior year same quarter.  The decrease in the current quarter primarily relates to decreased equity income from
Performance Materials’ joint ventures impacted by the current global economic downturn.

Year-to-Date – Total equity and other income decreased $4 million during the nine months ended June 30, 2009
compared to the prior period.  The decrease in the current period primarily relates to decreased equity income of joint
ventures associated with Performance Materials as discussed above.

Three months Nine months
(In millions) 2009 2008 Change 2009 2008 Change
Gain on the MAP
Transaction $ 1 $ 1 $ - $ 2 $ 23 $ (21 )

Current Quarter and Year-to-Date – “MAP Transaction” refers to the June 30, 2005 transfer of Ashland’s 38% interest in
Marathon Ashland Petroleum LLC (MAP) and two other businesses to Marathon Oil Corporation.  The gain in the
prior year nine month period relates to the settlement with Marathon of certain tax related matters associated with the
MAP Transaction, which resulted in a $23 million gain.  The income recorded for the other periods primarily relate to
an increase in the recorded receivable from Marathon for the estimated present value of future tax deductions related
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primarily to environmental and other postretirement obligations.

Three months Nine months
(In millions) 2009 2008 Change 2009 2008 Change
Net interest and other financing
 (expense) income
 Interest income $ 4 $ 9 $ (5 ) $ 16 $ 35 $ (19 ) 
 Interest expense (63 ) (3 )  (60 )  (153 )  (7 )  (146 ) 
 Other financing
costs  (3 ) (1 )  (2 )  (7 )  (2 )  (5 ) 

$ (62 ) $  5 $  (67 ) $  (144 ) $ 26 $  (170 ) 

Current Quarter – The increase in interest expense of $67 million compared to the prior quarter primarily represents
interest charges associated with the $2,300 million debt drawn upon the closing of the Hercules acquisition.  Interest
expense for the current quarter includes an additional $10 million of accelerated amortization for deferred debt
issuance costs associated with the bridge loan payoff in May of 2009.  In conjunction with the acquisition, interest
income also declined as the remaining funding to complete the merger was paid from Ashland’s existing liquid
investments.  For further information on this transaction see the “Liquidity” discussion within Management’s Discussion
and Analysis as well as Note C in the Notes to Condensed Consolidated Financial Statements.  More information on
Ashland debt, including rates paid and scheduled maturities can be found in Note F in the Notes to Condensed
Consolidated Financial Statements.

43

Edgar Filing: PACCAR INC - Form 10-Q

Table of Contents 103



ASHLAND INC. AND CONSOLIDATED SUBSIDIARIES
MANAGEMENT’S DISCUSSION AND ANALYSIS

Year-to-Date – The increase in interest expense of $170 million from the prior period primarily represents interest
charges associated with the $2,300 million debt drawn upon the closing, on November 13, 2008, of the Hercules
acquisition which also increased other financing costs as compared to the prior period.  Interest expense for the current
period includes an additional $10 million of accelerated amortization for deferred debt issuance costs associated with
the bridge loan payoff in May of 2009.  In conjunction with the acquisition, interest income also declined as the
remaining funding to complete the merger was paid from Ashland’s existing liquid investments.

Three months Nine months
(In millions) 2009 2008 Change 2009 2008 Change
Other expenses
Loss on currency
swaps $ - $ - $ - $ 54 $ - $ 54
Loss on auction rate
securities - - - 32 - 32

$ - $ - $ - $ 86 $ - $ 86

Year-to-Date – The other expenses caption included two significant one-time items, both incurred in the December
2008 quarter of fiscal 2009.  The first was a $54 million loss on currency swaps related to the Hercules acquisition
which was a hedge against Hercules’ open currency swap positions prior to the acquisition.  The second was a $32
million charge on auction rate securities.  For further information on auction rate securities see the “Liquidity”
discussion within Management’s Discussion and Analysis as well as Note E in the Notes to Condensed Consolidated
Financial Statements.

Three months Nine months
(In millions) 2009 2008 Change 2009 2008 Change
Income tax expense $ 40 $ 27 $ 13 $ 49 $ 58 $ (9 )
Effective tax rate 44.3 % 29.4 % 168.5 % 24.7 %

Current Quarter – The effective tax rate of 44.3% for the current quarter includes an unfavorable $8 million tax
judgment in a foreign jurisdiction.  In addition, the current quarter also reflects an adjustment to income tax expense
related to a projected shift to more U.S. sourced earnings for the year.  Ashland currently expects the effective tax rate
for the September 2009 quarter to be 27%, which includes certain net operating losses that will not be deductible.

Year-to-Date – The overall effective tax rate was significantly increased during the first nine months of fiscal 2009 due
to several key factors.  Using a 35% statutory federal tax rate applied to the loss and income from continuing
operations for the nine months ended June 30, 2009 and 2008, income taxes would have been an expense of $10
million in 2009 and $82 million in 2008.  Significant discrete items reducing the benefit for fiscal 2009 included
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income tax on repatriated foreign earnings of $14 million, a $9 million valuation allowance on auction rate security
losses and increases in FIN 48 reserves of $19 million.  In addition, the current year was negatively affected by
nondeductible life insurance losses of $5 million.  See Note J in the Notes to Condensed Consolidated Financial
Statements for further information on adjustments during the current and prior year.
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Three months Nine months
(In millions) 2009 2008 Change 2009 2008 Change
Income from discontinued
operations
(net of tax)
     Asbestos-related
litigation
              reserves and
expenses $ 3 $ 7 $ (4 ) $ 3 $ 7 $ (4 )

Loss on disposal of
discontinued
    operations (net of tax)
         APAC loss on sale of
operations (1 )  (1 )  - (2 ) (6 ) 4
         Electronic Chemicals
loss on
              sale of operations (3 ) -  (3 ) (3 ) - (3 )
Total income (loss) from
    discontinued operations
(net of tax) $ (1 ) $ 6 $ (7 ) $ (2 ) $ 1 $ (3 )

Current Quarter – Loss from discontinued operations was $1 million for the three months ended June 30, 2009 as
compared to income of $6 million for the three months ended June 30, 2008.  Income for both periods was primarily
due to favorable net adjustments of $3 million and $7 million, respectively, to the asbestos receivable for insurance
recoveries as a result of Ashland’s ongoing assessment of these matters.  This income for both periods was offset by
post-closing tax adjustments to the gain on the sale of APAC and environmental adjustments to the gain on the sale of
Electronic Chemicals.  For further information on results from discontinued operations see Note D in the Notes to
Condensed Consolidated Financial Statements.

Year-to-Date – Loss from discontinued operations was $2 million for the nine months ended June 30, 2009 as
compared to income $1 million for the nine months ended June 30, 2008.  Income for both periods was primarily due
to favorable net adjustments of $3 million and $7 million, respectively, to the asbestos receivable for insurance
recoveries as a result of Ashland’s ongoing assessment of these matters.  This income for both periods was offset by
post-closing tax adjustments to the gain on the sale of APAC and environmental adjustments to the gain on the sale of
Electronic Chemicals.
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RESULTS OF OPERATIONS –BUSINESS SEGMENTS

Results of Ashland’s business segments are presented based on its management structure and accounting
practices.  The structure and practices are specific to Ashland; therefore, the financial results of Ashland’s business
segments are not necessarily comparable with similar information for other comparable companies.  Ashland refines
its expense allocation methodologies to the operating segments from time to time as internal accounting practices are
improved, more refined information becomes available and businesses change.  Revisions to Ashland’s methodologies
that are deemed insignificant are applied on a prospective basis.  During fiscal 2009, Ashland began fully allocating
significant corporate costs, except for certain significant company wide restructuring activities, such as the current
restructuring plan related to the Hercules acquisition described in Note C, and other costs or adjustments that relate to
former businesses that Ashland no longer operates.

As previously discussed, Ashland’s businesses are managed along five industry segments:  Functional Ingredients,
Water Technologies, Performance Materials, Consumer Markets and Distribution.  For additional information see
Notes A and P in the Notes to Condensed Consolidated Financial Statements.

The following table shows revenues, operating income and operating information by business segment for the three
and nine months ended June 30, 2009 and 2008.
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Three months ended Nine months ended
June 30 June 30

(In millions) 2009 2008 2009 2008
Sales and operating revenues
Functional Ingredients $ 233 $ - $ 575 $ -
Water Technologies 436 244 1,187 667
Performance Materials 256 425 839 1,194
Consumer Markets 441 428 1,236 1,209
Distribution 698 1,151 2,249 3,223
Intersegment sales (27 ) (47 ) (93 ) (127 )

$ 2,037 $ 2,201 $ 5,993 $ 6,166
Operating income (loss)
Functional Ingredients $ 24 $ - $ 13 $ -
Water Technologies 31 12 38 16
Performance Materials (5 ) 19 6 50
Consumer Markets 95 26 180 70
Distribution 3 20 44 39
Unallocated and other 4 10 (24 ) 10

$ 152 $ 87 $ 257 $ 185

Three months ended Nine months ended
June 30 June 30

(In millions) 2009 2008 2009 2008
Operating information
Functional Ingredients (a) (b)
Sales per shipping day $ 3.7 $ - $ 3.7 $ -
Metric tons sold (thousands) 41.2 - 112.0 -
Gross profit as a percent of sales 27.6 % - 23.1 % -
Water Technologies (a) (b)
Sales per shipping day $ 6.9 $ 3.8 $ 6.3 $ 3.5
Gross profit as a percent of sales 34.7 % 37.2 % 32.8 % 37.9 %
Performance Materials (a)
Sales per shipping day $ 4.1 $ 6.6 $ 4.5 $ 6.3
Pounds sold per shipping day 3.8 4.9 3.9 4.7
Gross profit as a percent of sales 16.9 % 17.5 % 17.3 % 17.9 %
Consumer Markets (a)
Lubricant sales (gallons) 45.7 43.8 116.4 125.7
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Premium lubricants (percent of U.S.
branded volumes) 29.0 % 24.9 % 28.5 % 24.6 %
Gross profit as a percent of sales 37.5 % 23.9 % 30.8 % 24.4 %
Distribution (a)
Sales per shipping day $ 11.1 $ 18.0 $ 12.0 $ 17.1
Pounds sold per shipping day 14.1 19.0 14.6 18.9
Gross profit as a percent of sales (c) 10.1 % 7.8 % 10.4 % 7.6 %

(a) Sales are defined as sales and operating revenues.  Gross profit as a percent of sales is defined as sales
and operating revenues, less cost of sales and operating expenses divided by sales. 

(b) Industry segment results from November 14, 2008 forward include operations acquired from Hercules
Incorporated. 

(c) Distribution’s gross profit as a percentage of sales for the three months ended June 30, 2009 and 2008
include a LIFO quantity credit of $3 million and $1 million, respectively, and $14 million and $5
million for the nine months ended June 30, 2009 and 2008, respectively. 
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As previously discussed, Ashland’s financial performance during the current three and nine months ended June 30, 2009 have been hindered by
declining demand, a direct result of continued weakness in the global economy, especially within the North American and European automotive,
construction and recreational marine industries.  Volume levels were down across all businesses, with the exception of Consumer Markets in the
June 2009 quarter, including operations acquired from Hercules on November 13, 2008, decreasing anywhere from 10% to 40% versus the same
three and nine month periods of the prior year.  Despite this pressure Ashland has been implementing pricing process improvements and has
aggressively reduced excess capacity over current market demands, which has helped mitigate the effects of the declining volume, as average
selling prices are generally higher versus a year ago.  This coupled with reductions in selling, general and administrative expenses from the
cost-structure efficiency programs previously described curtailed the effects of the lost volume during the current three and nine months ended
period.

Functional Ingredients

Functional Ingredients provides specialty additives and functional ingredients that manage the physical properties of both aqueous and
nonaqueous systems.  The majority of Functional Ingredients’ products are derived from renewable and natural raw materials.

Current Quarter – Functional Ingredients, consisting primarily of Hercules’ acquired Aqualon Group, reported operating income of $24 million for
the June 2009 quarter.  Revenues for the quarter were $233 million with sales per shipping day of $3.7 million on metric tons sold of 41.2
thousand for the quarter.  Gross profit as a percentage of sales increased 5.2 percentage points to 27.6% on a sequential quarter basis as the
March 2009 quarter was negatively impacted by a significant nonrecurring charge of $16 million for an inventory fair value adjustment
associated with the Hercules acquisition and a one-time sales transaction to an oilfield chemical supplier in the amount of $17 million.  In
addition, the decision to reduce inventory $23 million at below replacement levels during the current quarter negatively impacted gross profit by
$7 million, or 3% of sales.  Selling, general and administrative expenses incurred during the quarter were $39 million and represented 17% of
sales, a 25% decline from the March 2009 quarter as the furlough program savings and other cost reduction initiatives contributed to the overall
cost structure decline.

Year-to-Date – Functional Ingredients reported operating income of $13 million for the period ended June 30, 2009 since Ashland’s acquisition of
Hercules on November 13, 2008.  Current period significant nonrecurring charges included:  a $30 million inventory fair value adjustment and a
$5 million charge for purchased in-process research and development associated with the Hercules acquisition.  Revenues reported were $575
million and included a significant one-time sales transaction to an oilfield chemical supplier in the amount of $17 million, which represented 8%
of the product volume for the current period.  Sales per shipping day for the current period were $3.7 million and metric tons sold were
112.0 thousand.  Gross profit margin of 23.1% was negatively impacted by 5.6% due to the significant one-time sales transaction and
nonrecurring purchase accounting inventory charge.  Selling, general and administrative expenses incurred during the current period were $119
million and represented 21% of revenues.

Water Technologies

Water Technologies supplies specialty chemicals to the pulp and paper, industrial and institutional, mining, municipal and marine
industries.  Water Technologies’ functional, process and water management chemistries are used to improve operational efficiencies, to enhance
product quality, to protect plant assets, and to ensure environmental compliance.

As discussed in Note C of Notes to Condensed Consolidated Financial Statements, in June 2009 Ashland signed a definitive agreement to sell its
global marine services business known as Drew Marine, a business unit of Water Technologies, to J.F. Lehman & Co. in a transaction valued
pre-tax at approximately $120 million.  The Drew Marine business, with annual revenues of approximately $140 million a year, has
approximately 325 employees, 28 offices and 98 stocking locations in 47 countries.  The transaction is expected to close during the September
2009 quarter.
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Current Quarter – Water Technologies reported operating income of $31 million during the June 2009 quarter as
compared to $12 million reported during the June 2008 quarter.  Significant volume declines related to the global
economic downturn and slight decreases in pricing were more than offset by reductions within selling, general and
administrative expenses, reductions to costs of goods, improved product mix and the addition of the paper business
from the Hercules acquisition.  Revenues increased 79% to $436 million compared to $244 million during the June
2008 quarter, a direct result of the Hercules acquisition, which contributed revenues of $257 million, or 105%
combined with a favorable mix of $6 million, or 3%.  The impact of these revenue increases was partially offset by a
$50 million, or 20%, decline in volume, a $17 million, or 7%, decline attributable to foreign currency, and
unfavorable pricing of $4 million, or 2% as compared to the June 2008 quarter.

Gross profit margin decreased 2.5 percentage points to 34.7% for the June 2009 quarter, primarily due to the inclusion
of the acquired Hercules Paper Technologies and Ventures business, which has historically been a lower gross profit
margin business.  The acquired Hercules business contributed $74 million to gross profit.  Additionally, favorable cost
of goods sold, including raw materials, and product mix improvements more than offset unfavorable pricing
contributing an additional $13 million to gross profit.  The significant raw material inflation experienced throughout
fiscal 2008 continued to moderate during the current quarter and was favorable versus prior year quarter, more than
offsetting any price decreases in the period.  These increases in gross profit were partially offset by a $20 million
decline in volume and a $7 million decrease attributable to foreign currency.  Selling, general and administrative
expenses increased $41 million during the June 2009 quarter primarily due to a $62 million increase from the acquired
operations of Hercules, which was partially offset by reduced selling and administrative expense of $16 million,
principally related to operational cost savings from restructuring the business subsequent to the Hercules acquisition,
and a $5 million reduction attributable to foreign currency.

Year-to-Date – Water Technologies reported operating income of $38 million for the current period compared to $16
million reported during the prior period.  Significant volume declines related to the global economic downturn were
more than offset by reductions within selling, general and administrative expenses, reductions to costs of goods,
improved product mix and pricing, and the addition of the paper business from the Hercules acquisition.  Current
period results also included several one-time charges related to the Hercules acquisition that included; a $7 million
inventory fair value adjustment recorded within the cost of sales caption, a $5 million charge for purchased in-process
research and development recorded within the selling, general and administrative caption and a severance charge of $2
million recorded within the selling, general and administrative caption.  Revenues increased 78% to $1,187 million
compared to $667 million, a direct result of the Hercules acquisition, which contributed revenues of $635 million, or
95%.  This increase was partially offset by a $95 million, or 14%, decline in volume and a $41 million, or 6%, decline
attributable to foreign currency, while improved pricing and mix contributed an additional $21 million, or 3%, as
compared to the prior period.

Gross profit margin decreased 5.1 percentage points to 32.8% for the current period, partially due to the $7 million of
previously mentioned nonrecurring purchase accounting charges to cost of sales as well as inclusion of the former
Hercules Paper Technologies and Ventures business, which has historically been a lower gross profit business.  The
acquired Hercules business contributed $169 million to gross profit while price increases, mix improvements and
reduced cost of goods sold spending contributed an additional $22 million to gross profit.  Other items affecting the
gross profit margin included a $36 million decrease in volume and a $20 million decrease attributable to foreign
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currency.  Overall raw material inflation was experienced throughout the period, peaking in October with sequential
moderation through June; however, this was more than offset by successfully negotiated full service and municipal
contracts that recaptured the increased raw material costs during the period.  Selling, general and administrative
expenses increased $113 million during the current period, primarily due to a $165 million increase from the acquired
operations of Hercules, which included a $5 million nonrecurring charge for purchased in-process research and
development.  This increase was partially offset by a $36 million reduction in selling expense, principally
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related to operational cost savings from restructuring the business subsequent to the Hercules acquisition, and a $16
million reduction attributable to foreign currency.

Performance Materials

Ashland Performance Materials is a worldwide manufacturer and supplier of specialty chemicals and customized
services to the building and construction, transportation, marine, metal casting, marine and packaging and converting
markets.  It is a technology leader in metal casting consumables and design services; unsaturated polyester and vinyl
ester resins and gelcoats; and high-performance adhesives and specialty resins.

Current Quarter – Performance Materials reported an operating loss of $5 million during the June 2009 quarter,
compared to income of $19 million reported during the June 2008 quarter.  Significant volume declines during the
quarter, primarily due to the global economic downturn, and various restructuring costs of $13 million contributed to
the loss during the current quarter.  Revenues decreased 40% to $256 million compared to $425 million during the
prior quarter.  Decreases in volume of $139 million, or 33%, due to significant weakness in demand in the automotive,
construction and recreational marine markets, currency exchange of $28 million, or 7%, and price of $27 million, or
6%, were the primary factors in the decrease in revenue.  These decreases were partially offset by revenues from the
acquisition of Air Products in June 2008, which contributed $25 million, or 6%, to the current quarter
revenues.  Excluding the effect of the Air Products acquisition in the June 2009 quarter, revenue decreased 46% and
volume decreased 36%.

Gross profit margin during the June 2009 quarter decreased 0.6 percentage points to 16.9%, partially as a result of
accelerated depreciation related to plant closures of $9 million.  Price margin contributed a $12 million increase in
gross profit; however, this was not sufficient to overcome the significant volume declines, which resulted in a $41
million decrease in gross profit.  Foreign currency decreased gross profit by $6 million, but was largely offset by gross
profit earned from the acquired operations of Air Products, which added $4 million.  Selling, general and
administrative expenses decreased $12 million, or 21%, as compared to the prior quarter, primarily due to a $6 million
decrease related to various cost saving initiatives and a $6 million decline in reduced corporate allocations and foreign
currency.  Equity and other income decreased $5 million during the June 2009 quarter compared to the June 2008
quarter, primarily due to a $3 million charge during the current quarter from a joint venture that closed a significant
manufacturing facility.

Year-to-Date – Performance Materials reported operating income of $6 million for the current period, an 88% decrease
from the $50 million reported during the prior period.  Significant volume declines during the period, primarily due to
the global economic downturn, were partially offset by lower selling, general and administrative expenses.  Revenues
decreased 30% to $839 million compared to $1,194 million in the prior period.  Decreases in volume of $355 million,
or 30%, due to significant weakness in demand in the automotive, construction and recreational marine markets,
currency exchange of $71 million, or 6%, and price of $11 million, or 1%, were the primary factors in the decrease in
revenue.  These decreases were partially offset by revenues from the acquisition of Air Products which contributed
$82 million, or 7%, and to current period revenues.  Excluding the effect of Air Products for the current period,

Edgar Filing: PACCAR INC - Form 10-Q

Table of Contents 114



revenue decreased 37%.

Gross profit margin during the current period decreased 0.6 percentage points to 17.3%, primarily due to volume
declines, which resulted in a $110 million decrease in gross profit, while foreign currency decreased gross profit by
$15 million.  However, disciplined price management and aggressive reductions in manufacturing costs mitigated the
gross profit margin decline from lost volume as price increases coupled with raw material cost decreases added $44
million to gross profit, which included a $14 million charge for plant closure costs.  The acquisition of Air Products
also contributed $13 million to gross profit.  Selling, general and administrative expenses decreased $30 million, or
17%, during the current period as compared to the prior period, primarily due to a $16 million decrease related to
various cost saving initiatives and a $12 million decline in reduced corporate allocations.  Equity and other income
decreased $6 million during the current period compared to the prior period, primarily due to reduced equity income
from various joint
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ventures impacted by the current global economic conditions as well as a $3 million charge from a joint venture that
closed a significant manufacturing facility.

Consumer Markets

Consumer Markets sells premium packaged automotive lubricants, chemicals, appearance products, antifreeze and
filters.  In addition, Consumer Markets is engaged in the “fast oil change” business through outlets operating under the
Valvoline Instant Oil Change® name.

Current Quarter – Consumer Markets reported record operating income of $95 million during the June 2009 quarter,
nearly quadrupling operating income of $26 million reported during the June 2008 quarter.  Gross profit margin
improvement led to Consumer Markets’ record performance as well as successful implementation of various cost
saving initiatives within operations and selling, general and administrative costs.  Revenues increased 3% to
$441 million compared to $428 million in the prior quarter.  Volumes increased revenue by $9 million, or 2%, as
lubricant volume increased 4% to 45.7 million gallons during the current quarter, which was primarily driven by the
Do-It-Yourself market channel.  Increases in pricing of $11 million, or 3%, and a change in product mix of more
premium lubricants sold during the quarter contributed $6 million, or 1%, compared to the June 2008 quarter, also
contributed to the revenue increase.  Currency exchange decreases reduced revenue by $13 million, or 3%.  Valvoline
Instant Oil Change® continued to post strong results as company-owned stores increased car counts, increasing same
store sales by 6%.

Gross profit margin during the June 2009 quarter increased 13.6 percentage points to 37.5%.  The combination of
pricing actions that began in fiscal 2008, lower raw material costs and cost saving initiatives continued to positively
impact results causing an increase in gross profit of $62 million.  Net volume and mix increases also contributed an
additional $5 million to gross profit, but was largely offset by a foreign currency decline of $4 million.  Selling,
general and administrative expenses decreased $4 million, or 5%, during the current quarter primarily due to currency
exchange decreases of $3 million and reduced advertising, travel and entertainment of $3 million.  Equity and other
income increased by $2 million during the June 2009 quarter compared to the June 2008 quarter, primarily due to
increased equity and royalty income.

Year-to-Date – Consumer Markets reported record operating income of $180 million for the current period, a 157%
increase compared to $70 million reported during the prior period.  Profit margin improvement led to Consumer
Markets’ record performance as well as successful implementation of various cost saving initiatives within operations
and selling, general and administrative costs.  Revenues increased 2% to $1,236 million compared to $1,209 million in
the prior period.  Increased pricing of $138 million, or 11%, and a favorable change in product mix of more premium
lubricants sold during the period of $18 million, or 2%, offset volume declines in revenue of $85 million, or 7%, as
lubricant volume decreased 7%, to 116.4 million gallons as compared to the prior period.  Foreign currency declines
also reduced revenue by an additional $44 million, or 4%, as compared to the prior period.

Gross profit margin during the current period increased 6.4 percentage points to 30.8%.  The combination of pricing
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actions that began in fiscal 2008, lower raw material costs and cost saving initiatives positively impacted results
causing an increase in gross profit of $109 million.  This increase in gross profit was offset by net volume and mix
decreases reducing gross profit by $10 million and foreign currency declines of $12 million compared to the prior
period.  Selling, general and administrative expenses decreased $21 million, or 9%, during the current period
primarily due to currency exchange decreases of $9 million and reduced advertising, travel and entertainment of $8
million.  Equity and other income increased by $2 million during the current period, primarily due to equity and
royalty income.

Distribution

Distribution distributes chemicals, plastics and composite raw materials in North America and plastics in Europe and
China.  Distribution also provides environmental services in North America.
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Current Quarter – Distribution reported operating income of $3 million during the June 2009 quarter, an 85% decrease
from the $20 million reported during the June 2008 quarter.  Improved gross margin and successful cost savings
initiatives within selling, general and administrative expenses were not able to offset the significant declines in
volume, which were primarily due to the weakness in North American industrial output.  Revenues decreased 39% to
$698 million compared to $1,151 million in the prior quarter.  Pounds sold per shipping day decreased 26% to 14.1
million compared to 19.0 million in the prior quarter as both the plastics line of business and chemicals line of
business were affected by overages in market supply as a result of the current global economic downturn.  Overall,
volume decreases resulted in a $309 million decline in revenue with price and currency exchange decreases causing an
additional $119 million, or 10%, and $25 million, or 2%, decline, respectively, as price increase announcements have
been met with limited success during the current quarter.

Gross profit margin during the June 2009 quarter increased 2.3 percentage points to 10.1% and benefited from a
favorable $3 million quantity LIFO adjustment.  Raw material price decreases resulted in a favorable contribution of
$16 million to gross profit.  This increase was offset by a $36 million decline in gross profit due to volume
declines.  Currency exchange caused an additional $2 million decline to gross profit in the current quarter as compared
to the June 2008 quarter.  Selling, general and administrative expenses decreased $2 million, or 2%, during the current
quarter and included a $3 million charge related to severance which was more than offset by decreases in corporate
allocations of $4 million and incentive compensation, salaries and benefits of $2 million.

Year-to-Date – Distribution reported operating income of $44 million for the current period, a 13% increase from the
$39 million reported during the prior year same period.  Significant declines in volume, primarily due to the weakness
in North American industrial output, was more than offset by an improved gross margin and successful cost savings
initiatives within selling, general and administrative expenses.  Revenues decreased 30% to $2,249 million compared
to $3,223 million in the prior period primarily as a result of volume declines.  Pounds sold per shipping day decreased
23% to 14.6 million compared to 18.9 million in the prior period, causing a $770 million, or 24%, decline in
revenues.  Decreases in foreign currency and price added an additional $204 million, or 6%, decline in revenues as
compared to the prior period as price increase announcements have been met with limited success during the current
period.

Gross profit margin during the current period increased 2.8 percentage points to 10.4% and benefited from a favorable
$14 million quantity LIFO adjustment.  Raw material price decreases resulted in a favorable contribution of
$67 million to gross profit.  This increase was offset by an $87 million decrease in gross profit due to volume declines
and a $7 million decrease in currency exchange compared to the prior period.  Selling, general and administrative
expenses decreased $18 million, or 8%, during the current period as compared to the prior period with decreases in
corporate allocations of $8 million, incentive compensation, salaries and benefits of $3 million, and currency
exchange of $6 million as the primary factors.  These increases were partially offset by severance charges of $4
million incurred during the current period.

Unallocated and other

Unallocated and other recorded income of $4 million for the June 2009 quarter compared to $10 million in income for
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the June 2008 quarter.  The income in the June 2009 quarter was primarily due to lower direct support costs,
particularly within the acquired operations of Hercules.  The income recorded in the June 2008 quarter was primarily
due to lower incentive compensation and direct support costs.

Unallocated and other costs were $24 million for the nine months ended June 30, 2009 compared to income of $10
million for the nine months ended June 30, 2008.  Cost associated with the current period consisted of $28 million for
severance and plant closure charges associated with the ongoing integration and reorganization of the Hercules
acquisition and $3 million in due diligence costs associated with investment opportunities and other charges, which
were partially offset by a currency gain on an intracompany loan of $5 million.  The nine months ended June 30, 2008
included an $8 million charge for costs associated with Ashland’s joint venture with Cargill to manufacture bio-based
propylene glycol, which had been suspended
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due to persistently high glycerin input costs and other costs related to growth opportunities.  These costs were more
than offset by lower incentive compensation and direct support costs.

FINANCIAL POSITION

Liquidity

Ashland’s cash flows from operating, investing and financing activities, as reflected in the Statements of Consolidated
Cash Flows, are summarized as follows for the nine months ended June 30.

(In millions) 2009 2008
Cash (used) provided by:
Operating activities from continuing operations $ 649 $ 329
Investing activities from continuing operations (2,215 ) (322 )
Financing activities from continuing operations 953 (52 )
Discontinued operations (1 ) (2 )
Effect of currency exchange rate changes on cash and cash equivalents (16 ) 3
Net decrease in cash and cash equivalents $ (630 ) $ (44 )

Cash provided by operating activities was $649 million for the nine months ended June 30, 2009 as compared to $329
million provided by operating activities in 2008.  The net loss of $22 million for the current nine months ended June
30, 2009 included significant noncash charges for the Hercules acquisition inventory fair value adjustment and
purchased in-process research and development amortization of $37 million and $10 million, respectively,
depreciation and amortization expense of $244 million, debt issuance cost amortization of $35 million, a currency
swap loss of $54 million and a $32 million loss on auction rate securities.  Cash flows from changes in operating
assets and liabilities contributed $208 million in operating cash flows for the current period, primarily attributable to
changes within accounts receivable, inventory and accounts payable, and was a $153 million increase from the cash
flows generated from operating assets and liabilities in the prior period of $55 million.  Operating cash flows for the
prior year same period included net income of $177 million and a noncash adjustment of $105 million for depreciation
and amortization.  The increase in depreciation and amortization expense as compared to the prior period relates to the
additional depreciation and amortization associated with the valuation of the acquired Hercules operations and other
acquisition related amortization.  The depreciation and amortization from these assets will be included in operations
on an ongoing basis through the remainder of their useful lives as determined and as part of the purchase accounting
fair value estimates discussed in Note C of the Notes to Condensed Consolidated Financial Statements.

Cash used in investing activities was $2,215 million for the nine months ended June 30, 2009 as compared to $322
million used by investing activities in 2008.  The significant cash investing activities for the current period included
cash outflows of $2,080 million for the purchase of Hercules’ operations in November 2008, $95 million for the
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settlement of currency interest rate swap hedges related to the acquisition and $107 million for capital
expenditures.  These significant cash investing activities were partially offset by sales of auction rate securities during
the current period resulting in cash proceeds of $55 million.  Significant cash investing activities for the prior period
included net purchases of available-for-sale securities of $121 million, $118 million for capital expenditures and $128
million for purchased operations offset by cash proceeds of $35 million associated with the MAP Transaction.

Cash provided by financing activities was $953 million for the nine months ended June 30, 2009 as compared to a $52
million cash usage for financing activities in 2008.  Significant cash financing activities for the current period
included cash inflows of $2,631 million associated with short-term and long-term financing secured with Bank of
America Securities LLC, Scotia Capital (USA) Inc. and other lenders for the acquisition of Hercules, including the
subsequent 9.125% Senior Notes due 2017 issued in May 2009 for which the proceeds were used to extinguish the
bridge loan facility under the interim credit agreement
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associated with the financing of the acquisition of Hercules discussed further in Note F of the Notes to Condensed
Consolidated Financial Statements.  This cash inflow for the current period was partially offset by cash used for the
extinguishment of certain debt instruments that Hercules held as of the closing date of the acquisition, the
extinguishment of the bridge loan facility, previously discussed, and other debt payments made subsequent to the
Hercules acquisition in November 2008, that totaled $1,502 million as well as $161 million in debt issue costs paid in
connection with securing the financing for the Hercules acquisition and the subsequent 9.125% Senior Notes due 2017
issued to replace the bridge loan facility.  Cash dividends paid during the current period were $.225 per common share
and totaled $17 million, a $35 million reduction as compared to the prior period as a result of the reduction in the
$.825 per common share dividend paid during the first nine months of 2008.

At June 30, 2009, working capital (excluding debt due within one year) amounted to $1,127 million, compared to
$1,816 million at September 30, 2008 and $1,909 million at June 30, 2008.  Ashland’s working capital is affected by
its use of the LIFO method of inventory valuation that valued inventories below their replacement costs by $119
million at June 30, 2009, $200 million at September 30, 2008 and $185 million at June 30, 2008.  Liquid assets (cash,
cash equivalents, current available-for-sale securities and accounts receivable) amounted to 122% of current liabilities
at June 30, 2009, compared to 189% at September 30, 2008 and 197% at June 30, 2008.  The decrease in both
working capital and liquid assets in the current period is primarily the result of cash on hand used to fund the
acquisition of Hercules.

The following summary reflects Ashland’s cash, investment securities and debt as of June 30, 2009, September 30,
2008 and June 30, 2008.

June 30
September

30 June 30
(In millions) 2009 2008 2008

Short-term debt $ 44 $ - $ -
Long-term debt (including current portion) 1,949 66 65
Total debt $ 1,993 $ 66 $ 65

Cash and cash equivalents $ 256 $ 886 $ 853
Auction rate securities $ 188 $ 243 $ 267

The scheduled aggregate maturities of debt by fiscal year are as follows:  $38 million in 2009, $93 million in 2010,
$92 million in 2011, $95 million in 2012 and $128 million in 2013.  Total borrowing capacity remaining under the
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$400 million revolving credit facility was $261 million, which was reduced by $139 million for letters of credit
outstanding at June 30, 2009.  Total short-term debt at June 30, 2009 was $44 million, which primarily related to
draws on revolving credit facilities among international operations.  No short-term debt was outstanding at September
30, 2008 or June 30, 2008.

The current portion of long-term debt was $71 million at June 30, 2009, $21 million at September 30, 2008 and $20
million at June 30, 2008.  Based on Ashland’s current debt structure included in Note F of the Notes to Condensed
Consolidated Financial Statements and assuming interest rates remain somewhat stable, future interest expense could
range from approximately $200 million to $220 million based on applicable fixed and floating interest rates.

As a result of the financing and subsequent debt issued to complete the acquisition of Hercules, Standard & Poor’s
downgraded Ashland’s corporate credit rating to BB- and Moody’s Investor Services downgraded Ashland’s corporate
credit rating to Ba2.

Financial Covenant Restrictions

Ashland is now subject to certain restrictions from various debt covenants.  These covenants include certain
affirmative covenants such as various internal certifications, maintenance of property and applicable insurance
coverage as well as negative covenants that include financial covenant restrictions, these include:
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leverage and fixed charge coverage ratios, total net worth and capital expenditure limitations.  The permitted
consolidated leverage ratio at any time during any period of four fiscal quarters for Ashland is as follows under the
new credit facility.

Maximum
consolidated
leverage ratio

For fiscal quarters ending:
Funding date through September 30, 2009 3.75:1.00
December 31, 2009 through September 30, 2010 3.50:1.00
December 31, 2010 through September 30, 2011 3.00:1.00
December 31, 2011 through September 30, 2012 2.75:1.00
December 31, 2012 and each fiscal quarter thereafter 2.50:1.00

The following describes Ashland’s June 2009 calculation of the consolidated leverage ratio per the senior credit
agreement as previously disclosed in a Form 8-K filed on November 21, 2008 and reconciliation of Consolidated
EBITDA (as defined by the senior credit agreement, as amended) to net income.  Ashland has included certain
non-GAAP information below to assist in the understanding of various financial debt covenant calculations.

Covenant
(In millions, except ratios)
(a) Q4'08 (b) Q1'09 Q2'09 Q3'09 Total ratio
Debt/EBITDA
Consolidated EBITDA $ 193 $ 155 $ 227 $ 266 $ 841
Debt 2,473 2,266 2,021 2,021
Debt/EBITDA 2.4 x 3.75 x

max.  

 Reconciliation of
Consolidated EBIDTA:
(In millions) Q1'09 Q2'09 Q3'09
Net (loss) income $ (119 ) $ 48 $ 50
Key items excluded (c) 82 (1 ) 3
Consolidated interest
charges 35 56 64
Income taxes (benefit)
expense  (1 ) 9 40
Depreciation and 63 93 88
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amortization
Hercules stub-period results
(d) 34 - -
Other nonrecurring or
noncash charges (e) 61 22 21
Total consolidated EBITDA $ 155 $ 227 $ 266

 Reconciliation of Debt:
(In millions) Q1'09 Q2'09 Q3'09
Total debt (long-term and
short-term) $ 2,468 $ 2,262 $ 1,993
Defeased debt (31 ) (31 ) (13 )
Guarantees (bank and third
party) 36 35 41

$ 2,473 $ 2,266 $ 2,021

(a) All numbers adjusted to reflect terminology and calculation methodology governing the senior credit
agreement, included in a Form 8-K filed on November 21, 2008, as amended. 

(b) Amounts for Q4’08 are as prescribed in the senior credit agreement, as amended. 
(c) Excludes certain income or costs that have been specifically identified within the senior credit

agreement, as amended.
(d) In accordance with the senior credit agreement, Hercules’ financial results from October 1, 2008

through November 13, 2008, which is the period of time during Ashland’s first quarter that it did not
own Hercules, have been included within this calculation.

(e) Includes certain nonrecurring or noncash transactions, including restructuring and integration charges,
defined within the senior credit agreement.  Allowable restructuring and integration charges are
capped, per the senior credit agreement, as amended, not to exceed $80 million during the three fiscal
year period ending September 30, 2011.  Ashland has incurred approximately $44 million of
qualifying restructuring and integration expenses to date in fiscal year 2009.
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The permitted consolidated fixed charge coverage ratio as of the end of any fiscal quarter for Ashland is as follows
under Ashland’s senior credit agreement.

Minimum
consolidated
fixed charge

coverage ratio
For fiscal quarters ending:

Funding date through September 30, 2010 1.25:1.00
December 31, 2010 through each fiscal quarter thereafter 1.50:1.00

The following describes Ashland’s June 2009 calculation of the fixed charge coverage ratio per the senior credit
agreement included in a Form 8-K filed on November 21, 2008:

Covenant
(In millions, except ratios)
(a) Q4'08 (b) Q1'09 Q2'09 Q3'09 Total ratio
Fixed charge coverage
Consolidated EBITDA $ 193 $ 155 $ 227 $ 266 $ 841
Capital expenditures 116 57 42 27 242
Adjusted interest expense 47 51 45 45 188
Scheduled debt payments - - 17 17 34
Adjusted dividend
payment 5 5 6 6 22
Fixed charge coverage
ratio 2.5 x 1.25 x

min.  

(a) All numbers adjusted to reflect terminology and calculation methodology governing the senior credit
agreement, included in a Form 8-K filed on November 21, 2008, as amended. 

(b) Amounts for Q4’08 are as prescribed in the senior credit agreement, as amended.

Under Ashland’s financing facilities, the minimum consolidated net worth covenant at the end of any fiscal quarter
ending after December 31, 2008 must not be less than 85% of Ashland’s consolidated net worth as of December 31,
2008, after giving effect to any purchase accounting adjustments relating to the Hercules acquisition subsequent to
December 31, 2008, increased on a cumulative basis for each subsequent quarter commencing with January 1, 2009
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by an amount equal to 50% of Ashland’s U.S. GAAP reported net income (to the extent positive with no deduction for
net losses) plus 100% of net cash proceeds of any issuance of equity interests (other than disqualified equity
interests).  As of June 30, 2009 Ashland’s consolidated net worth covenant was $3,732 million versus the minimum
consolidated net worth covenant of $3,109 million, a difference of $623 million.  As outlined above, this difference
would be adversely impacted by any future operating losses, impairment (including goodwill, intangible assets and
property, plant and equipment), pension remeasurement, severance or other related charges that reduce Ashland’s
consolidated net worth.

Ashland projects that cash flows from operations and other available financial resources such as cash on hand and
revolving credit should be sufficient to meet investing and financing requirements to enable Ashland to comply with
the covenants and other terms of each respective financing facility.  These model projections are based on various
assumptions that include, but are not limited to:  operational results, working capital cash generation, capital
expenditures, pension funding requirements and tax payment and receipts.  Any change in assumptions that would
affect these cash flow projections by $100 million would have an approximate .4x effect on both the consolidated
leverage and fixed charge coverage ratios, respectively.  Any change in debt of $100 million would affect the debt to
EBITDA ratio by approximately .1x.

Ashland is committed to fulfilling its debt obligations under the credit agreement and will evaluate all potential
options, including significant divestitures of operating segments, or certain businesses within these
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segments, that have been identified as non-core businesses of Ashland.  If an Event of Default (as defined in the senior
credit agreement) were to occur and continue, the lenders under the credit agreement would have the right to declare
the unpaid principal, interest and fees immediately due and payable.  Ashland would also be required to cash
collateralize any letter of credit obligations outstanding and the bank could exercise any other rights granted to them
within the senior credit agreement.  If this were to occur, Ashland would seek to amend the agreement.  There is no
guaranty that the lenders would grant this amendment.  As of June 30, 2009, Ashland is in compliance with all
covenants imposed by Ashland’s credit facilities.

Auction Rate Securities

At September 30, 2008, Ashland held at par value $275 million student loan auction rate securities for which there
was not an active market with consistent observable inputs.  In February 2008, the auction rate securities market
became largely illiquid, as there was not enough demand to purchase all of the securities that holders desired to sell at
par value during certain auctions.  Since that time the market for auction rate securities has failed to achieve
equilibrium.  As a result, Ashland determined that a temporary adjustment of $32 million to the par value of these
high quality instruments was required as of September 30, 2008 until the liquidity of the market returns.

During the December 2008 quarter, Ashland liquidated $20 million (par value) auction rate securities for $18 million
in cash proceeds and recognized a loss of $2 million, which was the recorded book value of this instrument.  As a
result of this sale, as well as Ashland’s current debt structure following the Hercules acquisition and the ongoing
impact from the current global economic downturn, Ashland determined in December 2008 that it no longer had the
intent to hold these instruments until their maturity date.  As a result, Ashland recorded the remaining $30 million
unrealized loss as a permanent realized loss in the other expenses caption of the Consolidated Statement of Income
during the December 2008 quarter.  A full valuation allowance was established for this tax benefit at December 31,
2008 because for tax purposes Ashland did not have capital gains to offset this capital loss.

During the March 2009 quarter, Ashland sold $13 million (par value) auction rate securities for $11 million in cash
proceeds which approximated book value.  During the June 2009 quarter, Ashland sold $29 million (par value)
auction rate securities for $26 million in cash proceeds which approximated book value.  In addition, during March
2009, Ashland signed an agreement with UBS Financial Services, Inc. agreeing to sell a $5 million (par value) auction
rate instrument at its par value on or before June 30, 2010.  As a result, Ashland recorded a minimal unrealized gain
associated with this settlement.

Ashland’s current estimate of fair value for auction rate securities is based on various internal discounted cash flow
models and relevant observable market prices and quotes.  The assumptions within the models include credit quality,
liquidity, estimates on the probability of each valuation model and the impact due to extended periods of maximum
auction rates.  Any 25 basis point change in the discount rate or three month adjustment in the duration assumptions
would impact the internal valuation model by approximately $1 million and $2 million, respectively.  At June 30,
2009, auction rate securities carrying value totaled $188 million and were classified as noncurrent assets in the
Condensed Consolidated Balance Sheet.  Due to the uncertainty as to when active trading will resume in the auction
rate securities market, Ashland believes the recovery period for certain of these securities may extend beyond a
twelve-month period.  As a result, Ashland has classified these instruments as long-term auction rate securities at June
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30, 2009 in Ashland’s Condensed Consolidated Balance Sheet.

Capital resources

During the nine months ended June 30, 2009, Ashland has increased total debt by $1,927 million to $1,993 million
and stockholders’ equity increased by $505 million to $3,707 million.  The increase in debt, as discussed in Note F of
the Condensed Consolidated Financial Statements, was a result of the $2,600 million in secured financing from Bank
of America Securities LLC, Scotia Capital (USA) Inc. and other lenders for the acquisition of Hercules consisting of a
$400 million revolving credit facility, a
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$400 million term loan A facility, an $850 million term loan B facility, a $200 million accounts receivable
securitization facility and a $750 million bridge loan, which was subsequently extinguished in May 2009 upon the
issuance of the $650 million 9.125% Senior Notes due 2017 discussed in Note F of the Notes to Condensed
Consolidated Financial Statements.  The total debt drawn upon the closing of the completed merger was $2,300
million which included amounts used to fund the $594 million extinguishment of certain debt instruments that
Hercules held as of the closing date.  The remaining Hercules debt assumed as part of the acquisition was fair valued
at $205 million as of the closing date.

The increase in stockholders’ equity resulted from $450 million for the issuance of common shares for the acquisition
of Hercules, $13 million from issuance of common shares under employee savings, stock incentive and other plans,
Ashland options issued in lieu of Hercules options in the amount of $10 million and accumulated other comprehensive
gains of $71 million.  These increases were offset by a $22 million net loss and regular cash dividends of $17
million.  Debt as a percent of capital employed was 35.0% at June 30, 2009, 2.0% at September 30, 2008 and 1.9% at
June 30, 2008.

On May 13, 2009, the Board of Directors of Ashland declared a quarterly cash dividend of 7.5 cents per share, payable
June 15, 2009, to shareholders of record at the close of business on May 28, 2009.  This dividend is consistent with
the quarterly dividend paid during the first and second fiscal quarters of 2009 and a reduction from the 27.5 cents per
share paid during the same quarter of the previous year.  In total, the reduction in the dividend is expected to decrease
Ashland’s annual cash outflow for dividends by approximately $60 million.  In conjunction with Ashland’s new debt
facilities, Ashland is now subject to various covenants that may restrict certain future payments, which could include
quarterly dividend payments.

As part of the financing arrangements to acquire Hercules, Ashland is now subject to the following capital expenditure
limits:  $300 million in fiscal year 2009, $250 million in fiscal year 2010 as amended in May 2009 from the previous
agreement of $310 million, $330 million in fiscal year 2011, $360 million in fiscal year 2012, $370 million in fiscal
year 2013 and $375 million in fiscal year 2014.

In accordance with the senior credit agreement, 50% of any capital expenditure amount set forth above that is not
expended in the fiscal year for which it is permitted above may be carried over for expenditure in the next following
fiscal year.  During fiscal 2009, Ashland expects total capital expenditures, including those related to the Hercules
businesses, to be less than $200 million, which is more than $120 million below the combined actual capital
expenditures of $320 million for the twelve months ending September 30, 2008 for both companies.  During the nine
months ended June 30, 2009 Ashland recorded $107 million for capital expenditures.  Prior to Ashland’s acquisition of
Hercules on November 13, 2008, the Hercules businesses incurred capital expenditures of $19 million from October 1
through November 13, 2008 which, in accordance with the senior credit agreement, are included in the covenant
calculation for fiscal year 2009.

Contractual obligations and other commitments

The following table aggregates Ashland’s obligations and commitments, which includes the former Hercules

Edgar Filing: PACCAR INC - Form 10-Q

Table of Contents 130



businesses, to make future payments under existing contracts at June 30, 2009.  Contractual obligations for which the
ultimate settlement of quantities or prices are not fixed and determinable have been excluded.
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2010- 2012- Later
(In millions) Total 2009 (a) 2011 2013 Years
Contractual obligations
Raw material and service
contract
purchase obligations (b) $ 3,529 $ 693 $ 1,384 $ 1,452 $ -
Employee benefit obligations
(c) 477 82 85 87 223
Operating lease obligations
(d) 307 63 101 71 72
Debt (e) 1,993 38 185 223 1,547
Unrecognized tax benefits (f) 100 - - - 100
Total contractual obligations $ 6,406 $ 876 $ 1,755 $ 1,833 $ 1,942

Other commitments
Letters of credit (g) $ 139 $ 1 $ 138 $ - $ -

(a) Includes obligations paid for the current fiscal year. 
(b)  Includes raw material and service contracts where minimal committed quantities and prices are fixed.
(c) Includes estimated funding of Ashland’s qualified U.S. and non-U.S. pension plans for 2009, as well as

projected benefit payments through 2018 under Ashland’s unfunded pension and other postretirement
benefit plans.  See Note L in the Notes to Condensed Consolidated Financial Statements for additional
information.

(d) Includes leases for office buildings, retail outlets, transportation equipment, warehouses and storage
facilities and other equipment.

(e) Excludes expected interest charges due to the inherent limitations in projecting future variable interest
rates and unscheduled debt payments.  Capitalized lease obligations are not significant and are
included in debt.  For further information see Note F in the Notes to Condensed Consolidated
Financial Statements.

(f) Due to uncertainties in the timing of the effective settlement of tax positions with respect to taxing
authorities, Ashland is unable to determine the timing of payments related to noncurrent unrecognized
tax benefits.  Therefore, these amounts were principally included in the “Later Years” column.

(g) Ashland issues various types of letters of credit as part of its normal course of business.  For further
information see Note F in the Notes to Condensed Consolidated Financial Statements.

APPLICATION OF CRITICAL ACCOUNTING POLICIES

Long-lived assets
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As of June 30, 2009 Ashland recorded goodwill of approximately $1,785 million in connection with the purchase of
Hercules in November 2008.  One new reporting unit, Functional Ingredients, was created as a result of this
transaction, while the existing Water Technologies reporting unit had a significant business of Hercules added to
it.  Functional Ingredients recorded $1,214 million of goodwill and Water Technologies recorded $571 million of
goodwill.

Goodwill and intangible assets with indefinite lives are subject to an annual impairment test as of July 1 and whenever
events or circumstances make it more likely than not that an impairment may have occurred.  Such tests are completed
separately with respect to the goodwill and intangible assets with indefinite lives for each of Ashland’s reporting units,
which are operating segments or business units within these operating segments.

Due to the global economic environment and the related impacts within the industries Ashland conducts business, as
well as the significant decline in Ashland’s market capitalization compared to the June 30, 2009 equity value, Ashland
determined that there was a potential indicator to perform an interim impairment analysis.  Ashland performed a
review of the current and projected financial performance of its reporting units to determine if specific events or
circumstances existed to perform an interim impairment assessment as of June 30, 2009.  Ashland’s evaluation by
reporting unit as of June 30, 2009 was as follows:

For the Performance Materials segment, which consists of two reporting units, Ashland analyzed the interim
impairment assessment performed as of March 31, 2009, as the two reporting units experienced a decline in
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short-term demand, which has caused revenue to decrease by a similar level.  This analysis was performed to ensure
no interim impairment was necessary as of June 30, 2009.  Based on the current forecasts, including the long-term
assumptions, Ashland continues to believe the two reporting units in Performance Materials have sufficient cushion
between the enterprise value of the business and net book value and their interim results would not trigger an interim
impairment assessment as of June 30, 2009.

The Consumer Markets reporting unit was deemed to not require an interim impairment assessment based on its
performance since Ashland’s July 1, 2008 annual impairment test and the reporting unit’s projected cash flows.

Ashland concluded that an interim impairment assessment was not necessary for the Functional Ingredients and Water
Technologies reporting units as of June 30, 2009 due to the recent acquisition of Hercules which created the majority
of goodwill relating to these reported units.  However, to validate the continued appropriateness of the valuation of the
reporting units following the transaction, Ashland updated the models used to value the Hercules businesses prior to
the acquisition with the most recent financial results and forecasted assumptions.  This update included the short-term
decline in performance as a result of the current economic environment, as well as the additional synergy savings and
reductions to or delays in capital expenditures which have been identified after the acquisition announcement through
Ashland’s continued integration efforts.  These additional synergies and changes in capital expenditures have
essentially offset the recent decline in the reporting units’ volume.  Upon updating these models, Ashland concluded
there was no indication of a decline in fair value for these reporting units which would require an interim impairment
analysis as of June 30, 2009.

Because market prices of Ashland’s reporting units are not readily available, Ashland makes various estimates and
assumptions in determining the estimated fair values of those units.  Historically, Ashland has used a market multiples
valuation technique.  Fair values were based principally on EBITDA (earnings before interest, taxes, depreciation and
amortization) multiples of industry peer group companies for each of these reporting units and, as deemed necessary, a
discounted cash flow model.  Based upon the current market conditions, Ashland determined that a discounted cash
flow model was a more representative valuation model to currently determine a business’ fair value, including the June
30, 2009 event-driven/interim impairment assessment of the Performance Materials reporting units.  The discounted
cash flow models are highly reliant on various assumptions, some of which include:  projected business results and
future industry direction, long-term growth factors and discount rates.  Ashland uses assumptions that it deems to be
conservative estimates of likely future events.  Based on the assumptions used for the one Performance Materials
reporting unit that was not significantly over the carrying value, a 1% negative change in any one of the assumptions
made would have resulted in a fair value at, or slightly below, Ashland’s current carrying value of this reporting unit.

Ashland’s assessment of an event that could cause an impairment charge could change in future periods if any or all of
the following events were to occur with respect to a particular reporting unit: divestiture decision, unfavorable
movements in discount rates, growth rates or other assumptions, continued economic deterioration that is more severe
or of a longer duration than anticipated, or another significant economic event.  Ashland recognizes that its current
market capitalization at June 30, 2009 is significantly below the carrying value of equity.  However, Ashland believes
that the assumptions and determinations used to fair value Ashland’s reporting units have been based on valuation
methodologies, principles and practices standard within the current market place for valuing businesses.
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Employee benefit obligations

Ashland and its subsidiaries sponsor contributory and noncontributory qualified and non-qualified defined benefit
pension plans that cover substantially all employees in the United States and in a number of other foreign
countries.  In addition, the companies also sponsor unfunded postretirement benefit plans, which provide health care
and life insurance benefits for eligible employees who retire or are disabled.  In
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November 2008, in conjunction with the purchase of Hercules, Ashland inherited approximately $188 million and
$121 million of liabilities associated with qualified and non-qualified defined benefit pension plans and postretirement
plans, respectively.  Ashland’s pension liability and annual expense calculations are based on a number of key
assumptions including the discount rate at which obligations can be effectively settled and the expected long-term rate
of return on plan assets.

Consistent with Ashland’s historical policy, fiscal 2009 expense for both legacy (non-Hercules) U.S. and legacy
non-U.S. pension plans was determined using the discount rate as of the beginning of the fiscal year, which amounted
to a weighted-average rate of 7.81% for 2009.  The weighted-average long-term expected rate of return on assets was
assumed to be 7.62% for 2009.  As a result, Ashland estimated total legacy fiscal 2009 pension costs to be
approximately $53 million.

At June 30, 2009, discount rates have modestly declined from the record levels experienced at September 30,
2008.  This potential change in discount rate could yield significant additional expense for fiscal 2010 if plan net asset
investment returns continue to decline until remeasurement at September 30, 2009.  In addition, upon any
remeasurement of Ashland’s current pension and other postretirement assumptions, significant additional liabilities
could be recorded, which may impact certain financial covenants.

Based on provisions established by the Pension Protection Act of 2006, Ashland is required to maintain a 94% funded
level for both its legacy and Hercules pension plans by September 30, 2009.  At the end of fiscal 2008, both the
Ashland and Hercules pension trusts were 92% funded as required with credit balance reserves to use in future
periods; therefore, no cash contribution for either plan is currently required in fiscal 2009.  While Ashland does not
expect any significant cash contributions in fiscal year 2010, to the extent that asset returns continue to deteriorate or
discount rates materially decline, a significant cash contribution may be required in fiscal 2010.

Other

During the December 2008 quarter, Ashland adopted the provisions of FAS 157 as discussed in Note B of Notes to
Condensed Consolidated Financial Statements.  There have been no other material changes in the critical accounting
policies described in Management’s Discussion and Analysis (MD&A) in Ashland’s Annual Report on Form 10-K for
the fiscal year ended September 30, 2008.  For a discussion of Ashland’s and Hercules’ asbestos-related litigation and
environmental remediation matters, see Note O of Notes to the Condensed Consolidated Financial Statements.

OUTLOOK

Functional Ingredients will continue to be affected by the significant volume declines recently experienced within this
business, with the North American geography having the greatest overall market decline.  Functional Ingredients has
been focused on matching the cost structure for the business to this realigned market demand.  As a result, various
fixed cost reduction initiatives have been implemented, primarily within the manufacturing environment.  These cost
reduction initiatives have generated approximately $2 million of monthly run-rate savings since the beginning of the
fiscal year and is expected in subsequent periods to improve overall profitability through increased gross profit
margins.  While Functional Ingredients is focused on short-term cost reduction strategies, significant long-term
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opportunities in the market exist through core organic and adjacent market growth, with pharmaceutical, coatings and
personal-care comprising the targeted growth segments.  Organic growth through new product development is a
significant priority within this business as new products less than five years old are internally targeted to represent
21% of overall revenue.  

Water Technologies continues its focus on cost reduction and the rapid capture of savings from the integration of the
Hercules paper and Ashland water businesses.  The restructuring activities within Ashland’s legacy water business,
initiated in fiscal 2008 and continued in fiscal 2009, have continued to result in noticeable improvement in the cost
structure.  In addition, the business has continued to experience signs that volume declines have stabilized, especially
within Latin America and Europe.  Efforts will
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continue to be focused on improving product pricing with concentrated efforts on higher margin products and
reducing manufacturing costs to improve the overall gross profit margin.  In the long-term, these focused efforts along
with increased volumes should contribute to enhanced profitability.  

Performance Materials’ volume levels will continue to be challenged by the difficult global economic conditions in
construction, transportation, and recreational marine markets, particularly within the Castings Solutions business
which has the most exposure to the transportation markets.  In addition, the months of July and August typically
experience seasonal declines in Europe and other key geographies.  Performance Materials did announce recent price
increases of two to five percent in our North American and European composite markets, effective during July, which
should fully offset recent raw material price increases received.  These efforts, along with aggressive cost reductions
to resize the business based off current market demand, should position Performance Materials to maintain margins in
the current weak demand environment.  

Consumer Markets reported record operating income in the June quarter despite persistent volume declines in the
overall lubricant market, which have been mitigated through new business and strong execution in the Do-It-Yourself
channel and the Valvoline Instant Oil Change® business.  Also, in June Consumer Markets announced an industry
first engine guarantee up to 300,000 miles for motorist who regularly use Valvoline® motor oil, which has received
very strong and positive initial feedback from retailers, installers and customers.  Consumer Markets has successfully
implemented over the past several years various cost reduction programs and strategies, particularly through its focus
on product supply chain savings and efficiencies through business process improvements, which have contributed
significantly to its record results.  In addition, the sluggish North American transportation market has been
instrumental in softening the base oil market and related pricing during much of fiscal 2009.  However, base oil cost
increases totaling 40 cents per gallon were announced in June and July.  This increase will impact overall margins in
subsequent quarters compared to the unusually strong June quarter, although the Consumer Markets business still has
momentum across its market segments and should report strong earnings compared to the comparable period in the
prior year.  

Distribution’s future performance will continue to be affected by weakness in the North American industrial output,
particularly from the core markets of building and construction, coatings, automotive and marine.  Volume in this
business is predominantly contingent upon these U.S. industrial sectors, and continued demand reductions compared
to prior year results are anticipated in the September quarter as the market still appears to be oversupplied.  However,
volume declines appear to be stabilizing.  In response to the continued decline in volume levels, Distribution recently
announced $27 million of cost reductions in a resizing across its entire organization to match the cost structure with
current market demand.  

Ashland’s performance in the June 2009 quarter continued to demonstrate the ability to generate cash during a difficult
demand environment.  Ashland’s focus continues to be on controllable aspects of the businesses, which include pricing
and aggressive cost management, to offset the impact of the significant demand declines within our markets.  This
focus has enabled Ashland to improve its financial results both sequentially and versus the prior year’s quarter and has
generated strong operational cash flows that have been used to reduce debt over $600 million in the approximate eight
months since Ashland’s purchase of Hercules in November of 2008.  In addition, Ashland has realized $287 million in
run rate cost savings, three months earlier than our initial expectations, of the original announced plan of $265
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million.  While Ashland has experienced recent stabilization of volume in its businesses, there are few signs of a
significant rebound in the foreseeable future.  As a result, Ashland will continue to aggressively reduce its cost
structure by targeting an additional $100 million in run rate savings to be achieved. 
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ITEM 3.  QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Ashland’s market risk exposure at June 30, 2009 is generally consistent with the types and amounts of market risk
exposures presented in Ashland’s Annual Report on Form 10-K for the fiscal year ended September 30, 2008.

ITEM 4.  CONTROLS AND PROCEDURES

(a) As of the end of the period covered by this quarterly report, Ashland, under the supervision and with
the participation of its management, including Ashland’s Chief Executive Officer and its Chief
Financial Officer, evaluated the effectiveness of Ashland’s disclosure controls and procedures pursuant
to Rule 13a-15(b) and 15d-15(b) promulgated under the Securities Exchange Act of 1934, as
amended.  Based upon that evaluation, the Chief Executive Officer and Chief Financial Officer have
concluded that the disclosure controls and procedures were effective.

(b) During the quarter ended December 31, 2008, Ashland completed its purchase of Hercules.  Although
management believes appropriate internal controls and procedures have been maintained, Hercules’
controls and procedures for the recording, processing, and summarizing of financial information have
not been fully evaluated by Ashland’s management as of June 30, 2009.  As such, there is a risk that
deficiencies may exist and not yet be identified that could constitute significant deficiencies or in the
aggregate, a material weakness related to Hercules businesses.  Otherwise, there were no other
significant changes in Ashland’s internal control over financial reporting, or in other factors, that
occurred during the period covered by this quarterly report that have materially affected, or are
reasonably likely to materially affect, Ashland’s internal control over financial reporting.
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PART II – OTHER INFORMATION

ITEM 1.  LEGAL PROCEEDINGS

Asbestos-Related Litigation

Ashland is subject to liabilities from claims alleging personal injury caused by exposure to asbestos.  Such claims
result primarily from indemnification obligations undertaken in 1990 in connection with the sale of Riley Stoker
Corporation (“Riley”), a former subsidiary.  Although Riley was neither a producer nor a manufacturer of asbestos, its
industrial boilers contained some asbestos-containing components provided by other companies.

Ashland’s wholly owned subsidiary, Hercules Incorporated (“Hercules”) is also subject to liabilities from
asbestos-related personal injury lawsuits involving claims which typically arise from alleged exposure to asbestos
fibers from resin encapsulated pipe and tank products which were sold by one of the Hercules’ former subsidiaries to a
limited industrial market.

Ashland and Hercules are also defendants in lawsuits alleging exposure to asbestos at facilities formerly or presently
owned or operated by Ashland or Hercules.

For additional information regarding liabilities arising from asbestos-related litigation, see Note O of “Notes to
Condensed Consolidated Financial Statements” in this quarterly report on Form 10-Q.

Environmental Proceedings

(1) CERCLA and Similar State Law Sites – Under the federal Comprehensive Environmental Response, Compensation
and Liability Act (as amended) (“CERCLA”) and similar state laws, Ashland and Hercules may be subject to joint and
several liability for clean-up costs in connection with alleged releases of hazardous substances at sites where it has
been identified as a “potentially responsible party” (“PRP”).  As of June 30, 2009, Ashland and Hercules have been
identified as a PRP by U.S. federal and state authorities, or by private parties seeking contribution, for the cost of
environmental investigation and/or cleanup at 96 waste treatment or disposal sites.  These sites are currently subject to
ongoing investigation and remedial activities, overseen by the United States Environmental Protection Agency
(“USEPA”) or a state agency, in which Ashland or Hercules is typically participating as a member of a PRP
group.  Generally, the type of relief sought includes remediation of contaminated soil and/or groundwater,
reimbursement for past costs of site clean-up and administrative oversight and/or long-term monitoring of
environmental conditions at the sites.  The ultimate costs are not predictable with assurance.

(2) TSCA Audit – On April 30, 2007, in an action initiated by Ashland, Ashland signed a Consent Agreement and Final
Order (“CAFO”) with the USEPA pursuant to which Ashland conducted a compliance audit in accordance with Section
5 and Section 13 of the Toxic Substance Control Act (“TSCA”).  TSCA regulates activities with respect to
manufacturing, importing and exporting chemical substances in the United States.  Ashland submitted its final report
under the CAFO on June 24, 2009 and does not expect penalties, if any, to exceed $100,000 in the aggregate.

(3)  Multi-Media Environmental Compliance Investigation – In April 2005, Hercules’ Franklin, Virginia manufacturing
facilities were subject to a multi-media environmental compliance investigation by the USEPA and the Virginia
Department of Environmental Quality (“VADEQ”), and in April 2007, Hercules’ Hopewell, Virginia manufacturing
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facilities were subject to a Clean Air Act compliance investigation by USEPA and the VADEQ.  In April 2008, the
results of both investigations were provided to Hercules.  The results of both investigations uncovered areas of
potential noncompliance with various environmental requirements which are being evaluated.  At this time, the
potential liability, if any, with respect to these matters cannot reasonably be estimated.

(4)  Naval Weapons Industrial Reserve Plant – The Naval Weapons Industrial Reserve Plant in McGregor, Texas (the
“Site”), is a government-owned facility which was operated by various contractors on behalf of the U.S. Department of
the Navy (the "Navy") from 1942 to 1995.  Hercules operated the
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Site from 1978 to 1995.  The U.S. Department of Justice, on behalf of the Navy, has advised Hercules and other
former contractors that, pursuant to CERCLA, the Government has incurred costs of over $50 million with respect to
certain environmental liabilities which the Government alleges are attributable, at least in part, to Hercules’ and the
other former contractors’ past operation of the Site.  Hercules and the other former contractors have executed a tolling
agreement with the Government and have been engaged in discussions with the Government concerning the Site.  The
investigation undertaken to date shows that there may be substantial defenses to the Government’s claims.  At this
time, the potential liability, if any, with respect to this Site cannot reasonably be estimated.

For additional information regarding environmental matters and reserves, see Note O of “Notes to Condensed
Consolidated Financial Statements” in this quarterly report on Form 10-Q.

MTBE Litigation

Ashland is a defendant along with many other companies in a small number of cases alleging methyl tertiary-butyl
ether (“MTBE”) contamination in groundwater.  The plaintiffs generally are water providers or governmental authorities
and they allege that refiners, manufacturers and sellers of gasoline containing MTBE are liable for introducing a
defective product into the stream of commerce.  Ashland’s involvement in these cases relates to gasoline containing
MTBE allegedly produced and sold by Ashland, or one or more of its subsidiaries, in the period prior to the formation
of Marathon Ashland Petroleum LLC (“MAP”).  Ashland only distributed gasoline containing MTBE in a limited
number of states and has been dismissed in a number of cases in which it was established that Ashland did not market
gasoline containing MTBE in the state or region at issue.  The MTBE cases seek both compensatory and punitive
damages under a variety of statutory and common law theories.  The potential impact of these cases and any future
similar cases is uncertain.

Other Pending Legal Proceedings

In addition to the matters described above, there are various claims, lawsuits and administrative proceedings pending
or threatened against Ashland and its current and former subsidiaries.  Such actions are with respect to commercial
matters, product liability, toxic tort liability and other environmental matters, which seek remedies or damages, some
of which are for substantial amounts.  While these actions are being contested, their outcome is not predictable.

ITEM 1A.  RISK FACTORS

During the period covered by this report, an additional risk factor not previously disclosed in Ashland’s Form 10-K for
the year ended September 30, 2008, as updated in Ashland’s Form 10-Q for the quarter ended December 31, 2008, has
been identified.  The new risk factor regarding implementation of Ashland’s enterprise resource planning project in the
business units acquired as part of the Hercules transaction is reported as a risk factor below.

Ashland’s implementation of its SAP® enterprise resource planning (“ERP”) project in the business units acquired as
part of the Hercules transaction has the potential for business interruption and associated adverse impact on operating
results as well as internal controls.

Ashland is proceeding with the project to implement its ERP within the business units acquired as part of the Hercules
transaction during fiscal 2010.  Extensive planning is underway to support the effective implementation of the ERP
system in those business units; however, such implementations carry certain risks, including potential for business
interruption with the associated adverse impact on operating income.  In addition, internal controls that are modified
or redesigned to support the ERP system implemented in those business units may result in deficiencies in the future
that could constitute significant deficiencies, or in the aggregate, a material weakness in internal control over financial
reporting.
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ITEM 6.  EXHIBITS

(a) Exhibits

4.1 Indenture by and among Ashland Inc., the Guarantors and U.S. Bank National Association, dated as of May 27,
2009.

4.2 Registration Rights Agreement by and among Ashland Inc., the Guarantors and Banc of America Securities, LLC
and Scotia Capital (USA) Inc., dated as of May 27, 2009.

10.1Purchase Agreement for the $650 Million 9 1/8% Senior Notes due 2017, between Ashland Inc. and Banc of
America Securities LLC, Scotia Capital (USA) Inc. and SunTrust Robinson Humphrey, Inc., dated May 19,
2009.

10.2Amendment No. 2 to Credit Agreement, dated as of May 20, 2009.

12 Computation of Ratio of Earnings to Fixed Charges.

31.1Certificate of James J. O’Brien, Chief Executive Officer of Ashland pursuant to Section 302 of the
Sarbanes-Oxley Act of 2002.

31.2Certificate of Lamar M. Chambers, Chief Financial Officer of Ashland pursuant to Section 302 of the
Sarbanes-Oxley Act of 2002.

32 Certificate of James J. O’Brien, Chief Executive Officer of Ashland, and Lamar M. Chambers, Chief Financial
Officer of Ashland pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.
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SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this report to be
signed on its behalf by the undersigned thereunto duly authorized.

 Ashland Inc.
(Registrant) 

August 5, 2009 /s/  Lamar M. Chambers
Lamar M. Chambers
Sen io r  V ice  P re s iden t  and  Ch ie f
Financial Officer
(on behalf of the Registrant and as
principal
financial officer)
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EXHIBIT INDEX

Exhibit
   No.   Description

4.1Indenture by and among Ashland Inc., the Guarantors and U.S. Bank National Association, dated as of May 27,
2009.

4.2Registration Rights Agreement by and among Ashland Inc., the Guarantors and Banc of America Securities, LLC
and Scotia Capital (USA) Inc., dated as of May 27, 2009.

10.1Purchase Agreement for the $650 Million 9 1/8% Senior Notes due 2017, between Ashland Inc. and Banc of
America Securities LLC, Scotia Capital (USA) Inc. and SunTrust Robinson Humphrey, Inc., dated May 19,
2009.

10.2 Amendment No. 2 to Credit Agreement, dated as of May 20, 2009.

12 Computation of Ratio of Earnings to Fixed Charges.

31.1Certificate of James J. O’Brien, Chief Executive Officer of Ashland pursuant to Section 302 of the
Sarbanes-Oxley Act of 2002.

31.2Certificate of Lamar M. Chambers, Chief Financial Officer of Ashland pursuant to Section 302 of the
Sarbanes-Oxley Act of 2002.

32Certificate of James J. O’Brien, Chief Executive Officer of Ashland, and Lamar M. Chambers, Chief Financial
Officer of Ashland pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.
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