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Business Doscription

MGE generates, transmits and distributes electric power to about

110,000 customers in a 250-square-mile area, and purchases,
transports and distributes natural gas to 82,000 customers in a
962-square-mile area in and around Madison, Wis.
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Another day begins at
MGE. The company'’s
employees and vehicles
are ready to respond
promptly to customer
service calls and main-
tain the electric and
8as systems throughour

the service territory.
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Yoar at a Glanco

Percent increase
(decrease)
1988-1987

Earnings per common share

Cash dividends paid per common share
Market value per common share—year end
Book value per common share—year end

Average number of common shares outstanding 6,687,741

$ 2.90
$ 2.39
$ 32.75
$ 21.76
6,559,250

2.8%
25
(5.3)
35
2.0

$214,323,000
$182,992,000
$ 31,331,000
$ 19,962,000

Operating revenues
Operating expenses

$202,133,000
$171,876,000
$ 30,257,000
$ 19,034,000

6.0
6.5
35
4.9

Electric sales to consumers
Electric customers in service—year end
Average use per residential customer

2,190,000 mwh
109,487
6,768 kwh
902
517,000 kw

2,062,000 mwh
107,938
6,400 kwh
766
477,000 kw

6.2
1.4
5.8
17.8
8.4

Gas sales to consumers and transported

Gas customers in service—year end

Average use per residential heating customer
Heating degree-days

Gas system peak day

168,920,000 therms
82,015
1,134 therms
7,505
1,445,000 therms

151,436,000 therms
79,220
1,015 therms
6,528
1,261,000 therms

11.5

3.5
11.7
15.0
14.6

$568,681,000
$323,018,000

$535,153,000
$301,194,000

6.3
7.2

807

790

2.2




Letter to Our Sharehelders

Managing performance to ensure continued growth and profit-
ability was your company’s major mission in 1988. We accomplished
this mission by continuing to provide basic energy services effi-
ciently and economically, to encourage economic development
in our area and to expand our service territories.

The number of high-technology companies in our service area
increased for the fourth consecutive year. At the end of 1988,
235 such companies were operating compared to approximately
210 a year ago. A primary force behind this sustained growth is
the University of Wisconsin-Madison (UW). The UW continues
to be the third-largest recipient of research grants among u.s.
institutions of higher learning.

In 1988, we entered into an agreement with the UW to establish a
10,000-square-foot technology-oriented incubator inthe UW Research
Park in Madison. This new facility, named the MGE Innovation
Center, will be ready for occupancy in May 1989. It will help to
ease a scarcity of low-cost laboratory space for high-technology
entrepreneurs. More specifically, the MGE Innovation Center
will help nurse small, young companies into stronger ones, adding
directly and indirectly to our service area’s growing employment.

The vitality and growth of the area we serve are further
evidenced by $234 million of
commercial and industrial con-
struction in progress during
1988. This compares to $177
million worth of construction
under way during 1987.

Last year, we advised you of
the joint utility-UW-industry
two-year effort to develop an
engineering test model of a super-
conductive magnetic energy stor-
age device. The selection of the
site for the proposed test model

is now under consideration, and

we are hopeful that a Wisconsin

1985
Earnings

location will be selected. This will B 1984

further enhance our economic base.

Earnings and Dividends

1986

Earnings and Dividends

Per-share earnings on MGE common stock reached $2.98 in
1988 compared to the $2.90 earned in 1987. Major influences on
this performance were colder-than-normal weather in January
that helped establish record demands for natural gas and winter
electricity use, plus prolonged hot and humid weather during
the summer. Another factor was the continued growth in our
customer base for both gas and electricity service. As a result,
sales and revenue levels also reached all-time highs.

In September, the annual dividend rate on our common stock
was increased to $2.48 per share. This marked the eighth con-
secutive year that the dividend has been increased in September,

reflecting our ongoing commitment to our shareholders.

Stock Plan Expanded

In October, the Automatic Dividend Reinvestment and Stock
Purchase Plan was modified to enable customers and employees
to more easily become shareholders and participate in the plan.
The changes in the plan are detailed later in this report. As a par-
tial result of the modifications, the number of shareholders has
increased by 1,300 to more than 15,700. The additional shares
purchased and dividends reinvested added $5.1 million to the
company’s total capitalization
in 1988.

Rate Matters
Effective June 15, 1988, the
Public Service Commission of
Wisconsin (PSCW) authorized
permanent increases of about
1% in both electricity and gas
service rates. The new rates
are expected to boost annual
electricity and gas revenues
by $1,152,000 and $915,000,
respectively. The increases are
" based on: (1) estimated oper-

1987

I Dividends Paid

1988 ating results for a test year

beginning May 1, 1988, and



(2) an authorized return on com-
mon stock equity of 13.5%, the
same return as had been authorized .
a year earlier.

On Sept. 30, we filed our
annual application with the PSCW,
We proposed a $7.5 million in-
crease in electricity rates and a
$2.1 million increase in gas rates.
These are 5.9% and 2.2% increases,
respectively. The requested in-
creases are based on a return on
common stock equity of 13.75%.
Public hearings are being held
in the first quarter of 1989, and
a decision is expected in the sec-
ond quarter of the year. Frank C. Vondrasek
New Electricity Peak Demand

On Aug. 16, 1988, demand for electricity by our customers
during a one-hour period reached an all-time peak of 517,000
kilowatts. The new peak was 8% higher than the previous record
of 477,000 kilowatts set in July 1987. The increase resulted from
students and faculty returning to the UW campus when the
weather was hot and humid,

The growth in peak demand was accompanied by an annual
increase of 6.2% in kilowatt-hours sold. This compares to 5.2%
in 1987 and even lower growth during the 1970s and early 1980s.
Studies are under way to address the capacity needs of the 1990s.
Options being examined include combined-cycle generation,
cogeneration, fluidized bed, demand-side programs of equip-
ment replacement and many more alternatives.

Expansion of Electric and Gas Service

In 1988, we made a proposal to the Wisconsin Public Power
Inc. (WPPI) System to supply electric power to the village of
Waunakee, a WPPI member. A final decision is pending on
this proposal.

In the gas area, an agreement reached with another gas

distribution utility was approved
by the PSCW that will allow us to
provide gas service to the northern
half of the town of Montrose,
including two unincorporated
villages. Both of these initiatives
reflect ongoing efforts by MGE
to identify and pursue new and
attractive growth opportunities.

A proposal to furnish electric
power to the city of Sun Prairie
was turned down in January 1989
when the city decided to continue
using its present supplier.

Management Change
Joseph T. Krzos was elected

Donald J. Helfrecht ]
treasurer by the board of directors

effective May 1, 1988. A Certified Public Accountant, Mr. Krzos
had been assistant treasurer since June 1986. Prior to joining the
company in 1982, he had worked at the PSCW. We are confident
that this change and the previously reported realignment of
senior management in January 1988 have positioned MGE to
effectively meet the challenges of the 1990s.

e

Donald J. Helfrecht
Chairman and Chief Executive Officer

ER O

Frank C. Vondrasek
President and Chief Operating Officer

February 10, 1989
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Managing
Performance

in 1988

lectricity, natural gas and corporate operations produced excellent results in many areas
in 1988.

Electricity Demand Sets Recerds

Demand for electricity reached record levels during the year. A new one-hour net peak
demand of 517,000 kilowatts was set Aug. 16, exceeding the record set in 1987 by more than
8%. A new winter peak demand of 358,000 kilowatts topped the 1986 winter record by 7%.

As part of its ongoing efforts to improve load-management strategies, MGE began a pilot
program to test the effectiveness of electric load control at peak-demand times. A two-way
automatic communication system allows MGE to turn selected residential central air conditioners
and water heaters on and off. About 600 of these appliances in homes on the West Side of
Madison are included in the study, which will continue through 1989.

New Electric Facillties Cempleted
Blount Station, the company’s wholly owned coal-fired plant in Madison, was improved

and expanded in 1988. Included was a $741,000 project to install new equipment that removes
water from waste fly-ash sludge. This significantly reduces the amount of material to be put
into landfill sites. It also saves on transportation and landfill charges.

A 6,700-square-foot addition to Blount Station was completed late in the year. Included
are a new maintenance workshop, a new laboratory for testing water and coal quality, a spare

parts storage facility and offices.




MGE’s new 138/13.8-kv Sprecﬁer Substation and 6.5 miles of new 69-kv transmission
line east of Madison went into service in December providing needed support to the distribu-

tion system. The project cost $2.7 million.

The amount of line installed in 1988 was nearly three times greater than the 1987 total. This
includes the continuing program to convert older lines to higher, more energy-efficient voltage.
In 1988, 35 miles of line was converted from 4 to 14 kv. In addition, MGE constructed 47 miles
of new underground line and three miles of new overhead line.

Gas System Growth Continues Streng
Gas system growth continued at the high level of the past two years. In 1988, 41 miles of
new gas main and 2,185 new gas services were installed.

MGE also completed three special gas construction projects in 1988 costing about $2 million.

Included was the final phase of the Windsor Gate Station project. This 7-mile extension of
12-inch main significantly improves reliability of gas supplies to the growing customer base
in the northern and western portions of the gas service area.

Also completed was the final phase of a system-reinforcement project that ties together the
gas distribution systems in the cities of F itchburg and Verona. This also provides additional
capacity to serve new loads.

Supply deliverability improvements were completed for the far western portion of the gas
system. About 3 miles of 6-inch main was installed, completing a multiyear project to rein-
force the gas feed between the villages of Cross Plains and Mazomanie. This gives additional

Tom Moore works
on overhead facilities
at the new Sprecher

Substation.




Managing
Performance
in 1988

emergency backfeed capability for the fast-growing West Side of Madison.

Forty-four commercial and industrial customers were taking advantage of MGE’s “best
efforts” interruptible gas service rates at year-end. MGE handles gas purchases and transpor-
tation for these customers.

Five other customers authorized MGE to transport gas they bought elsewhere. Included
was the company’s Blount Station, which uses natural gas to meet peak electricity demands.
Transporting gas for Blount Station reduced MGE fuel costs by $260,000 in 1988.

New Marketing Campaign Begins

MGE began a new, comprehensive marketing-promotion campaign in August using the
theme “Power Plus— New Ideas That Give You More Than Just Energy.” The campaign uses
print and broadcast media, telemarketing and direct mail to inform customers about expanded
services that will help them use energy more efficiently. Financial incentives encourage par-
ticipation in the programs. By helping current customers cut their energy use, MGE can serve
additional customers using existing facilities and resources, delaying capacity additions.
Customer participation in MGE energy-conservation incentive programs helps control peak
demand, shaving more than 3,000 kw from the potential total in 1988.

MGE is the first utility in the nation competing on an experimental basis with independent

contractors to provide energy-conservation services to large and small commercial and indus-
trial customers and multifamily housing customers. The purpose is to determine which programs

will achieve the best results.




MGE’s competitive efforts in the commercial and industrial categories concentrate on Power
Plus programs and services to achieve efficiencies in lighting, heating, domestic hot water,
motors, food service equipment, control systems and other usages. Competition in these sectors
will continue until July 31, 1989, and in the multifamily sector until January 1990.

Energy Center Expands Services

Outgrowing its space, the MGE Energy Center moved to a new Downtown Madison
location late in 1988. The facility includes more energy-displays and more space for workshops
and programs. All MGE customer services are available there.

The Good Cents program completed another successful year as 35 more builders became
first-time participants. Good Cents staff now works with 125 builders, advising them about
energy conservation construction measures. In 1988, 259 residences received Good Cents
certification, about the same as the previous year.

The MGE Resource Assistance Program also enjoyed continuing success in 1988. This
program broadens MGE’s regular customer services by assisting those customers who have
difficulty maintaining utility services or who have unique needs requiring special attention.
Help is provided by referring customers to other MGE programs or community resources,
assisting customers in managing energy costs and maintaining a communication network with

community and human service agencies throughout the MGE service area. These efforts re-

sulted in MGE receiving more than $600,000 in utility bill payments directly from community
resource programs during the program year.

Dick Stalheim hooks
up emergency com-
pressed natural gas
(CNG) tanks at a
customer’s home

to provide uninter-
rupted heat while a
new energy service
is being installed.




Managing
Performance
for Growth
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adison Gas and Electric Company actively and successfully promotes growth that
benefits both shareholders and customers. The company’s growth-producing initia-
tives address these objectives:
Maintaining competitive gas and electricity rates through efficient operations and
sound strategies for growth;
Increasing the number of gas and electricity customers at a pace consistent with

energy supplies;
Exploring growth opportunities related to energy services that will profitably enhance

the company’s ability to improve service to its customers.

MGE seeks customer and sales growth opportunities by participating in business and job-
creating ventures independently and with others; innovatively marketing its energy services
to current and new customers; expanding its natural gas and electricity customer bases and
service territories.

As new customers are added, increasing the customer base, MGE can spread its fixed costs
over the larger base. This reduces per-unit costs and helps to keep rates low and competitive.

New Development Initiatives

As part of its total program to encourage growth, MGE is expanding its efforts to attract
and assist promising new technology-based entrepreneurial businesses in its service area.
Several of these initiatives are in association with the University of Wisconsin (UW) Research
Park on Madison’s West Side. The Research Park is a rapidly growing extension of one of




e

e e

MGE’s principal customers, the 40,000-student, world-class University of Wisconsin. At the
end of 1988, the Research Park housed eight companies with nearly 500 employees.

A major entrepreneurial initiative by the company is the new MGE Innovation Center at the
Research Park. MGE has committed $400,000 for the first three years of operation with the
initial subsidies recovered after successful companies become established and leave the center.

The center will have space for 12 tenants and will provide office and laboratory space and

equipment, clerical services and management assistance to support the rapid growth in the
technology segment of the economy. Many of the facilities will be shared so that tenants can
have what they need without carrying all the costs individually. Tenants will also have con-

venient, direct access to university academic and research contacts.

The help that the Innovation Center will provide is vital to entrepreneurial efforts in their
early stages of development. National surveys show that businesses that begin in innovation
centers have higher success rates than the average among all business ventures.

The MGE Innovation Center is only one example of the company’s partnership with the
UW, which has earned an international reputation as a research institution.

For the fifth consecutive year, the UW has retained its national ranking for money spent
on research and development, again ranking third overall among all U.S. universities and first
among public universities.

In keeping with this research tradition, the UW and MGE are leaders in seeking a practical
process for generating and storing electricity when demand is low and distributing it later in
peak-demand hours. The process, called superconductive magnetic energy storage (SMES),

Bruce Winkler (right)
and Dave Reinke,
Prototype Design
Services: Solving laser
alignment problems
Jor the computer in-
dustry is among the
services provided by
these engineering and
product-development
consultants.
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Managing  would mean lower electricity production costs for utilities and their customers.

Performance v The UW began superconductivity research nearly 20 years ago and has been supported

for Grewth by MGE and other Wisconsin utilities. Through its Central Wisconsin Development Corp. sub-
sidiary, MGE and the UW are members of one of two competing SMES-development teams
funded by the federal government. The first phase of the project is concerned with system

design and site selection.

MGE Sponsors High Tech Week
MGE conceived, organized and sponsored High Technology Week for Madison and Dane

County in September 1988. At that time, two MGE-supported buildings in the Research Park’s
Science Center complex were dedicated. Both buildings are now fully occupied.

MGE's support for high technology extends beyond work with the UW. The state Small
Business Innovation Research (SBIR) conference, which MGE co-sponsored for the second
consecutive year, was another event held during High Technology Week. Conference partic-
ipants from throughout the Midwest learned how they could successfully compete for federal
research funding. Twelve state businesses were honored after receiving $1.7 million in 1987

SBIR awards.
Another means of helping local entrepreneurs is the Madison Enterprise Center, a small-

business incubator housed in a building owned by MGE. The facility, which is fully occupied,
doubled its space and added 32 new jobs to the local economy in 1988. It is operated by Common

Wealth Development Inc., a nonprofit community organization.
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To inform the public of the economic impact of high technology in its area, MGE commis-
sioned a slide presentation featuring several of these leading businesses. The program has been
presented on numerous occasions. It tells about the 235 area firms classified as high-technology
businesses. They now employ more than 8,000 people, accounting for 4% of total area employment,

High-technology employment has increased 8.5% per year since 1983.

New Construction Continues Streng
While the high-technology business sector is growing substantially, the total area economy

continues strong. Commercial and industrial construction volume in 1988 far surpassed 1987
figures. Some 423 projects costing $234 million were started in Dane County during 1988; this
compared with 370 such projects valued at $177 million in 1987

In the past three years, the per capita value of this commercial construction has increased
as follows: 1986, $440; 1987, $517; 1988, $664.

During 1988, 45 major projects were for more than $1 million. Some of the larger projects
include a $17.5 million addition to the University of Wisconsin Memorial Library, a new
$14 million Holiday Inn and Conference Center being built in Middleton by Missouri developer
John Q. Hammons, a $12 million addition to the Wisconsin Physicians Service medical insur-
ance complex in Monona, an $8 million expansion to the CUNA Mutual Insurance complex in
Madison and a new $8 million psychiatric hospital for children and adolescents being built in
the UW Research Park by the Hospital Corporation of America, Nashville.

Residential construction in Madison also was strong in 1988, with the number of building

Philip Jacobus, MGE’s
director - electric pro-
duction: with model
of a superconductive
magnetic energy stor-
age (SMES) system.
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Managing permits issued for homes and apartments increasing by 47% over 1987.
Perfermance MGE compiles commercial and industrial construction statistics each month and is con-
for Grewth sidered the primary source for this information by businesses and government agencies.

County Plans fer Development

MGE is playing a key role in the Dane County Economic Summit established by the county
executive. This project brings together representatives of business, education, labor and local
governments to devise an economic development plan for Dane County, which supports the
economic growth of MGE’s service area.

The company also joined with the city of Madison, Dane County and the Madison Area
Technical College in commissioning the Dane County quality-of-life survey. This comprehen-
sive survey, which had a 60% response rate, revealed that 73% of the respondents felt the
quality of life in the county was either excellent or very good. This is higher than for similar

surveys conducted in other areas. More than two-thirds want to see economic growth continue

at the current rate or faster.

Individual communities receive direct MGE support as well. Several MGE employees work
with and advise community and governmental organizations in economic development matters.
One example is the service provided in 1988 to the city of Middleton in producing a comprehen-
sive set of economic profile materials Middleton uses to encourage new businesses to locate there.
The materials were researched, written, designed and printed by MGE employees with input from
community leaders. Similar assistance is being provided to other communities in 1989.
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Customor Baso Continues to Expand

When energy supplies became readily available after shortages in the mid-70s, MGE began
to progressively expand its service territories and customer base.

At the end of 1983, the company provided natural gas service to 70,000 customers in a
750-square-mile area. Today, it serves 82,000 customers in 962 square miles.

Since 1985, MGE has extended natural gas service west to new territory in Dane and Iowa
counties. Included are the villages of Barneveld, Blue Mounds, Arena and Ridgeway, and unin-
corporated areas around them, along with the northern portion of the town of Montrose, which
was added late in 1988,

During the past five years, more than 8,000 electricity customers have been added to the
customer base, over 1,000 of which are commercial customers. MGE now serves nearly 110,000
customers in a 250-square-mile area.

The company will continue to seek to serve new territory and customers when such expansion

is economically advantageous.

MGE has done more than just make a commitment to developing and expanding its growing
service area. Through its positive initiatives, MGE is actively managing performance to achieve
continuing growth and profitability.

ensn

Barbara Saeman,
Lands’ End: This
national mail-order
Jfirm has established
a newtelephone order
center in Cross Plains.
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Responsibility for Financial Statements

The management of Madison Gas and Electric Company is
responsible for the preparation and presentation of the financial
information in this Annual Report. The following financial state-
ments have been prepared in accordance with generally accepted
accounting principles consistently applied and reflect manage-
ment’s best estimates and informed judgments as required.

To fulfill these responsibilities, management has developed
and maintains a comprehensive system of internal operating,
accounting, and financial controls. These controls provide reason-
able assurance that the Company’s assets are safeguarded,
transactions are properly recorded, and the resulting financial
statements are reliable. An internal audit function assists
management in monitoring the effectiveness of the controls.

The Independent Auditors’ Report on the financial statements
by Arthur Andersen & Co. appears on the next page. The respon-
sibility of the independent auditors is limited to the audit of the
financial statements presented and the expression of an opinion
as to their fairness.

The Board of Directors maintains oversight of the Company’s
financial situation through its monthly review of operations and
financial condition and its selection of the independent auditors.

The Audit Committee, comprised of all Board members who
are not employees or officers of the Company, also meets period-
ically with the independent auditors and the Company’s internal
audit staff. The auditors have complete access to and meet with
the Audit Committee, without management representatives
present, to review accounting, auditing, and financial matters.
Pertinent items discussed at the meetings are reviewed with
the full Board of Directors.

L@uweda/ 7W
Donald J. Helfrecht
Chairman and Chief Executive Officer

G. Howard Phipps
Senior Vice President - Finance

Management’s Discussion and Analysis
of Financial Condition and Dperations

Liguidity and Capital Resources

The Company’s liquidity is primarily affected by the require-
ments of. its ongoing construction program. During 1988,
almost 65 percent of the Company’s construction expenditures
were provided for by internally generated cash. As compared
to 1987, construction expenditures were $4.3 million higher in
1988, while cash generated internally rose $0.8 million. For
the years 1983 through 1987, the Company has, on average,
funded 86 percent of its construction program with cash gen-
erated internally. However, during that period, total cash used
for construction and nuclear fuel expenditures averaged $29
million. It is anticipated that, over the next three years, con-
struction expenditures will average about $35 million. Internal
generation of construction expenditures is expected to be above

the 75 percent level during the next few years.

The current financial statements report operating results in
terms of historic cost. Even though the statements provide a
reasonable, objective, quantifiable statement of financial results,
they do not evaluate the impact of inflation. For ratemaking
purposes, projected normal operating costs include impacts of
inflation and are recoverable in revenues. However, electric and
gas utilities, in general, are adversely impacted by inflation
because depreciation of utility plant is limited to the recovery
of historical costs. Thus, cash flows from the recovery of exist-
ing utility plant may, to a certain extent, not be adequate to
provide replacement of plant investment.




Independent Auditers’ Report

To the Shareholders and Board of Directors,
Madison Gas and Electric Company:

We have audited the accompanying consolidated balance
sheets and statements of capitalization of MADISON GAS
AND ELECTRIC COMPANY (a Wisconsin corporation) and
subsidiaries as of December 31, 1988 and 1987, and the related
consolidated statements of income, retained income, and cash
flows for each of the three years in the period ended December
31, 1988. These financial statements are the responsibility of
the Company’s management. Our responsibility is to express
an opinion on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted
auditing standards. Those standards require that we plan and
perform the audit to obtain reasonabie assurance about whether
the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting
the amounts and disclosures in the financial statements. An audit

also includes assessing the accounting principles used and sig-
nificant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that
our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above
present fairly, in all material respects, the financial position of
Madison Gas and Electric Company and subsidiaries as of
December 31, 1988 and 1987, and the results of their opera-
tions and their cash flows for each of the three years in the
period ended December 31, 1988, in conformity with generally
accepted accounting principles.

Chicago, Illinois ARTHUR ANDERSEN & CO.

February 10, 1989

At December 31, 1988, the Company had unused lines of
credit of $27 million, including a $15 million revolving credit
agreement with five banks. These lines are generally used to
support commercial paper issued, which represents a primary
source of short-term financing. The Company’s dealer-issued
commercial paper carries the highest ratings of Duff and
Phelps, Inc., Moody’s Investors Service, Inc., and Standard &
Poor’s Corporation.

The Company believes that trust indenture restrictions will
not prevent the issuance of additional long-term debt in the
foreseeable future. The Company’s bonds continue to be rated
D&P-3 by Duff and Phelps, Aa2 by Moody’s, and AA by
Standard & Poor’s.

Capitalization ratios are shown at the bottom of the Summary
of Selected Financial Data on page 27. The Company’s long-
term goal is to achieve and maintain a common equity level of
50 to 55 percent. The Automatic Dividend Reinvestment and
Stock Purchase Plan was modified to help achieve this goal. The
Plan now permits employees and customers of the Company to
participate by purchasing shares, including first-time purchases.
In addition, shareholders may place any portion of their shares
into the Plan, and shares are being issued monthly for optional
cash payments. Finally, the Company has the option to issue
new shares of stock or purchase the shares on the open market,
Also, see Note 2.a.




Management’s Discussion and Analysis
of Financial Cendition and Dperatiens (cont. )

Results of Dperations
Electric Results

Electric retail sales increased over 6 percent in 1988 versus
1987 to nearly 2.2 billion kilowatt-hours, while total electric rev-
enues increased just over 2 percent for the same period. In 1987,
retail sales were 5 percent higher than in 1986, while total electric
revenues were virtually unchanged. Lower electric rates, as
ordered by the Public Service Commission of Wisconsin (PSCW),
are the primary reason that the increase in electric revenues was
less than the sales increase in 1988. In June, 1987, the PSCW
ordered a 6.9 percent overall decrease in electric rates. This
decrease in rates was slightly offset by a 0.9 percent overall
increase in electric rates ordered by the PSCW in June, 1988.
However, retail revenues per kilowatt-hour were still nearly
4 percent lower in 1988 versus 1987.

The 1988 increase in retail sales can be attributed to an increase
in customers, along with the warmer-than-normal weather during
the summer months. Cooling degree-days (as measured by the
number of degrees the mean daily temperature is above 65 degrees
Fahrenheit) in 1988 were 93 percent higher than normal and 18 per
cent higher than in 1987. Cooling degree-days in 1987, were 64
percent above normal. Thus, electric retail sales were higher
than expected due to the weather conditions during 1988 and 1987.

Gas Results
Changes in gas sold, transported, and delivered, as compared
to the previous year, were as follows:

Retail Gas Total Gas
Gas Sales Transported Delivered

Increase (Decrease)

1988

Million therms . ........ 32.6 (15.1) 17.5
Percentage ............ 25 % (79)% 12 %
1987

Million therms.......... (16.0) 11.0 (5.0)
Percentage ...........-- 11)% 135 % 3%
1986

Milliontherms. ......... (20.7) 8.1 (12.6)
Percentage ...........-. (12)% * N%

*The Company did not start transporting gas until 1986.

Total gas delivered to the system, as noted above, was up
12 percent for 1988. Factors affecting this increase include an
increase in heating degree-days and customer growth. Heating
degree-days (as measured by the number of degrees the mean

daily temperature is below 65 degrees Fahrenheit) in 1988 in-
creased 15 percent over 1987, but were slightly less than normal.
Total gas revenues were 12 percent higher in 1988 as com-
pared to 1987. This was due to the foregoing factors and a major
shift of large customers from end-user transportation to a
“‘Best Efforts’’ purchasing option (see Note 5). In 1986 and
1987, many large customers began purchasing gas directly
from gas suppliers. These customers paid the Company a fee
for transporting the gas to them. During 1988, most of these
customers returned to purchasing gas from the Company
because of the favorable prices the Company was able to get
through open-market purchases.

Natural gas costs increased 14 percent in 1988 compared to
1987. The cost increase was substantially less than the 25 per-
cent increase in therm sales because of the Company’s success
in buying gas on the open market at lower prices which are
passed along to customers. In 1987, total gas revenues decreased
at about the same rate as retail sales, while the costs of natural gas
declined 16 percent as compared to 1986. These 1987 decreases
were affected by milder-than-normal weather during the 1987
heating season, open-market purchasing, and transporting natural
gas during all of 1987 versus only one-half of 1986.

Operating Expenses

Electric fuel and purchased power expenses were up 5 percent
in 1988 compared to 1987. This was mainly due to the 6 per-
cent increase in electric sales volume during 1988. Costs per
unit of fuel generated (nuclear, coal, oil, and gas) were not
significantly different in 1988 versus 1987, while the unit cost
of power purchased from other sources was down in 1988.

The increases in other operations and maintenance expense
reflect, in part, increases in material and labor costs, customer
growth, and to a lesser extent, inflation.

The decreases in federal income tax items for the years 1988
and 1987 are a result of the lowering of the federal corporate
tax rate under the Tax Reform Act of 1986. Also, see Note 1.g.
regarding future accounting and reporting standards for the
effects of income taxes.

Other items

Other interest expense increased substantially due to the
higher levels of commercial paper outstanding in 1988, which
resulted, in part, from the higher construction program during
the year.




Consolidatod Statoments ef Inceme

For the years ended December 31 1988 1987 1986
(Thousands of Dollars)
Operating Revenues (Notes le and 4)

Electric. ... $128,079 $125,328 $125,383
Gas (NOte 5) ..o 86,244 76,805 84,964
Total Operating Revenues . ..................................... 214,323 202,133 210,347
Operating Expenses
Fuel used for electric generation (Note 1f) . ..................... .. ... ... . 30,175 28,789 27,348
Purchased power ............ ... . ... . 4,437 4,070 5,862
Natural gas purchased for resale (Note 5). ..o 56,465 49,496 58,761
Other operations .......................... oo 45,666 43,633 38,367
Maintenance. ................... o 10,954 9,943 10,164
Depreciation and amortization (Note 1d) .
Straight-line depreciation and amortization .................. ... ... .. 18,231 17,018 16,454
Additional depreciation ............................ ... ... 3,629 3,989 4,263
Taxes (Note 1g)
Current federal income . ............................ .. ... ... 5,424 7,159 11,596
Amortization of investment tax credits, net (credit) ........................ (1,019 1,152) (946)
Current state income . ....................... . 1,755 1,906 2,484
Other general ..................ooo i i 7,275 7,025 6,987
Total Operating EXPEnses . .......................o oo 182,992 171,876 181,340
Net Operating Income .. ........... ... ... ... ... . . . .. ... . ... 31,331 30,257 29,007
Allowance for funds used during construction—equity funds (Note b).......... 1,218 1,267 939
Other income (expense), Nt ....................................... . 446 (148) (168)
Income Bofore Interost Expense . ........................ .. ... ... ... 32,995 31,376 29,778
Interest Expense
Interest on long-termdebt ....................... ... .. ... ... . . ... 12,312 12,262 10,276
Otherinterest.............. . ... ... ... . 934 255 199
Allowance for funds used during construction—borrowed funds (Note 1b) ....... (789) (768) (493)
Net Interest Expense ..................oooooiiiooo 12,457 11,749 9,982
Netincome. ... .. ... .. ... .. . . . 20,538 19,627 19,796
Preferrod Stock Cash Oividend Requirements ......... ... ... ... 576 593 1,100
Earnings en Common Stock . . ................. ... ... . ... ... ... . $ 19,962 $ 19,034 $ 18,696

Earnings Per Share of Cemmon Stock (6,687,741,
6,559,250, and 6,505,211 average shares outstanding) ................... .. $2.98 $2.90 $2.87

The accompanying notes are an integral part of the above statements.
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Consolidated Balance Sheets
At December 31 1988 1987
(Thousands of Dollars)
Assels
Utility Plant, at original cost (Note 1b)
In service—Electric (NOE 1C) « ..t v v vttt e et e $399,685 $375,261
Lo T R R R 138,159 130,541
Gross PIant i SEIVICE . . .ot v v et et vt e e 537,844 505,802
Less—Accumulated provision for depreciation (Note Id) oo (261,315) (244,818)
Net PLANE I SEIVICE < « « o vt e et et e e e st - 276,529 260,984
CONSrUCHON WOTK [N PIOZIESS .« .o v vv e rs et e ee s e et 15,745 15,836
Nuclear decommissioning fund (Note 1d) .......ovviiiniiniin e 15,092 13,515
Nuclear fuel, net (NOLE 15) ..o vovrtt e 9,655 10,107
Total UHEY PLANE .. o0 ooev et ee et ee e e et 317,021 300,442
Othor Property and INVESIMENIS . .. ... ..............oooiiniiminet i 5,685 5,667
Curront Assots
S+ o o 866 1,131
Deposits for jointly owned electric power production facilities . ... 2,207 2,433
Accounts receivable, less reserves of $708 and $707, respectively .. ... ...t 21,119 20,968
Unbilled revenue (NOE 18) . ..« vvvv v vnenee e et 10,231 9,638
Materials and supplies, at @VETAZE COSE . ... ... v vnvveesecn e 8,202 7,206
Fossil fUel, At AVETAZE COSL « . . .. v v e v s vn et et e r e s ettt 3,533 4,253
PrEPAIA TAXES . oo e 6,076 5,653
OhET PIEPAYININLS - . . . .. oo evvve s oo eees e s s s e s s sttt 1,334 1,416
Total CUITENE ASSELS « « « « v v e e e et e n e e e e s et a e 53,568 52,698
0eforred CRArges (NOE 1) ... . ..o oo v e et e et e st 12,175 5,908
TElal ASSEIS . .. . . oo oottt $388,449 $364,715
Capitalization and Liabilities
Capitalization (see statement) (NOE 2) ... ovvvvnrneieie e e $301,168 $283,591
Current Liahilitles
Preferred stock sinking fund requirements (Note 2D) e s 100 100
Maturity of 4% % First Mortgage Bonds, 1988 series (NOtE 2C) .. ..ovvnvninene e, - 6,503
Interim loans—commercial paper outstanding (Note 2d) . ... ... oo 21,750 11,000
Accounts payable .......... KR 19,294 18,080
ACCIUEA TAKES .« + o v e v e e e e e e e e et e e e e e e e 5,304 4,868
T T T R 9,116 7,823
Total Current LIabilities . . . . oo v v v nvent e et 55,564 48,374
Other Credits
Contributions in aid Of CONSITUCTION . . ...\t vvvvne et et 10,417 10,452
Investment tax credit deferred (NOte 18) ..o iniini e 18,339 19,348
B T S R 2,961 2,950
Total Other CIEAILS . . . .« o v e v e e e et e e e et 31,717 32,750
Cemmitments and Contingoncies (Note 6)
Totai Capitaiization and Liabilitios . ... .................cooooiioiiminii e $388,449 $364,715

The accompanying notes are an integral part of the above balance sheets.




Conselidated Statements of Capitalization

At December 31

Commen Sharehoidors’ Equity (Note 2a)
Common stock—Par value $8 per share
Authorized 14,000,000 shares
Outstanding 6,792,095 and 6,628,877 shares, respectively
Amount received in excess of par value
Retained income

Redoemahie Proferred Stock, cumulative, $25 par value, authorized
1,239,000 and 1,247,000 shares, respectively (Note 2b)

Series E, 8.70%, 260,000 and 268,000 shares outstanding, respectively,
less current sinking fund requirements of $100

First Mertgage Bonds (Note 2¢)
456 %, 1988 series
43, %, 1991 series

5.45%, 1996 series
8%, 1999 series

9% %, 2004 series
9% %, 2005 series
64 %, 2006 series, Pollution Control Revenue Bonds, principal amount
$8,780, less construction fund of $1,167 and $1,093, respectively
10.60%, 2012 series, Industrial Development Revenue Bonds
9'4%, 2016 series
First Mortgage Bonds Outstanding
Maturity of 4%%, 1988 series
Unamortized discount and premjum on bonds, net
Total First Mortgage Bonds

Total Capitailzation

Conselidated Statements ef Rotainod Inceme

1988 1987
(Thousands of Dollars)

6,600

6,503
4,087

8,000
10,298
12,429
17,929
22,675

7,687

25,000

25,000

142,156 139,608
— (6,503)
(350) (367)
141,806 132,738

$301,168 $283,591

For the years ended December 31

Balance'BeginnIng of Year
Add—Net income

The accompanying notes are an integral part of the above statements.

1988 1987 ’ 1986
(Thousands of Dollars)

$ 48,865 $ 45,495 $ 41,891
20,538 19,627 19,796

(16,376) (15,664) (15,092)
(576) (393) (1,100)
$ 52,451 $ 48,865 $ 45,495




Consolidated Statements ef Cash Flows

For the years ended December 31 1988 1987 1986

(Thousands of Dollars)
Oporating Activitles

NEE INCOME .+ v v v e e v e e e et e e e e et e e e e e $20,538 $19,627 $19,796
Income items not affecting working capital
Depreciation and amOrtization . ... ...........eenoerrnir e 21,860 21,007 20,717
Amortization of nuclear fuel. . ... ..o e 2,652 2,337 2,416
Amortization of investment tax credits, DEt. . ... ... 1,019) (1,152) (946)
Allowance for funds used during construction — equity funds .................. 1,218) (1,267) (939)
10 TS ST L R R R R (62) 768 (69)
Net Funds Provided from Operations . ... ...........ooeeiinn oo 42,751 41,320 40,975
Changes in working capital, exclusive of cash
Special dePOSIES .. . ..o v et 226 76 (165)
ACCOUNES TECEIVADIE .+« o oottt ettt e e asu (156) 4,433
UnBIlled FEVEIMUE . .« o o ettt ettt e s e e s e e e (593) 417 2,300
Materials and SUPPLIES . . .. ..o v tie (996) (1,101) 48
FOSSIL FUEL .+ v vt ettt e ettt e et ettt e 720 1,777 (1,086)
Prepaid tAXES . ... .. ovverrn oo 423) (1,062) @7
OhEr PrEPAYIMENLS . . . - . v o cevenawn e e s et s 82 (404) (342)
Accounts Payable . . ... ...t 1,214 (864) (3,183)
ACCIUCA LAKES .+« « v e s e e e e e e et e e 436 (4,422) 1,024
Other current HabilitIes . . . .ot vvece e e 1,293 o7 902
Other NON-CUTTENt HEIMS, NEL . oo oo vv vt s e e s et (6,743) 1,051 (228)
Cash Provided by Operating ACtivities . ...........oovvenin e 37,816 36,535 44,651
Financing Activitios
Issuance of COMMON StOCK . .. v v ettt e 5,123 4,104 —
Preferred stock redemptions and sinking fund TEQUIrements . . .....oonvveennnnns © (200) (200) (6,091)
Cash dividends on common and preferred stock ... (16,952) (16,257) (16,192)
Sale of first MOrtgage boONAS .. ........oviririioiin e 10,000 — 25,000
Maturity of 4%% First Mortgage Bonds, 1988 Series ..............ooooveennenn (6,503) — —
Bond sinking fund retirements . .. ........oovuouenen et (875) (944) (936)
Decrease (increase) in bond construction funds, net ... 749 (62) (65)
Increase (decrease) in interim l0ans . . ..........ooveneiinnn e 10,750 11,000 (2,000)
Cash Provided by (Used for) Financing Activities ................coovnees 1,269 (2,359) (284)
invosting Activities
Additions to utility plant and nuclear fuel .. ...........co i (36,984) (32,644) "(31,409)
Allowance for funds used during construction — borrowed funds .. ..o eii (789) (768) (493)
Increase in nuclear decommissioning funds .......... ..o a,577 2,172) (11,343)
Cash Used for Investing Activities ... 39,350) (35,584) (43,245)
Change in Cash (NOLE 7) .. .. ...oouorre i $ (265 $(1,408) $ 1,122

The accompanying notes are an integral part of the above statements.
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Notos to Consolidated Financial Statoments

December 31, 1988, 1987, and 1986

1. Summary of Significant Accounting Poiicles
The consolidated financial statements reflect the application
of certain accounting policies described in this note.

a. Basis of censelidatien

The financjal statements include the accounts of the Company
and its subsidiaries. All significant intercompany accounts and
transactions have been eliminated in consolidation.

b. Utllity plant

Utility plant is stated at the original cost of construction,
which includes indirect costs consisting of payroll taxes, pen-
sions and other fringe benefits, administrative and general costs,
and an allowance for funds used during construction (AFUDC).

AFUDC represents the approximate cost of debt and equity
capital devoted to plant under construction. The Company pres-
ently capitalizes AFUDC at a rate of 11.28 percent. The portion
of the allowance applicable to borrowed funds is presented in
the Consolidated Statements of Income as a reduction of interest
charges, while the portion of the allowance applicable to equity
funds is presented as other income. Although the allowance does
not represent current cash income, it is recovered under the
ratemaking process over the service lives of the related properties.

Substantially all of the Company’s utility plant is subject to
a first mortgage lien.

¢. Joint plant ownership

The Company and two other Wisconsin investor-owned util-
ities jointly own two electric generating facilities, which account
for 54 percent (325 mw) of the Company’s net generating cap-
ability. Power from the facilities is shared in proportion to the
companies” ownership interests. The Company’s interests are
22 percent (232 mw) of the Columbia Energy Center (Columbia)
and 17.8 percent (93 mw) of the Kewaunee Nuclear Plant
(Kewaunee). Each owner provides its own financing and reflects
its respective portion of facilities and operating costs in its
financial statements. The Company’s portions of these facilities,
included in its gross utility plant in service, and the related
accumulated depreciation reserves at December 31, were as
follows (in thousands of dollars):

Columbia Kewaunee
1988 1987 1988 1987
Utility Plant. . . .. $84,967 $80,955  $52,452 $51,696
Accumulated
Depreciation .. _(44,560) (41,785) (32,137) (30,694)
NetPlant ....... $40,407 $39,170  $20,315 $21,002

d. Depreciation

Depreciation expense includes, in addition to provisions at
composite straight-line rates, amounts equivalent to estimated
net reductions in income taxes. Such reductions are due to the
use of liberalized depreciation allowances permitted for income
tax purposes. They are also due to differences between amorti-
zation of nuclear fuel for book purposes and depreciation for
income tax purposes. At December 31, such accumulated
additional depreciation is classified as follows (in thousands
of dollars):

1988 1987

Accumulated provision for
additional depreciation............. $61,884 $59,314
Nuclear fuel, net ................. .. 183 (886)

Total ......................... $62,067 $58,428

Cumulative income tax timing differences, on which the
Company has not provided an amount equivalent to the estimated
reduction in income taxes, approximate $14. 1 million at December
31, 1988. Because of past ratemaking treatment by the Public
Service Commission of Wisconsin (PSCW), the Company
believes that the income taxes payable in the future due to the
reversal of such timing differences will be recovered in rates.

Provisions at composite straight-line depreciation rates, exclud-
ing the additional depreciation and decommissioning costs, approx-
imate the following percentages of the cost of depreciable property:
electric, 3.2 percent in 1988, 3.1 percent in 1987, and 3.1 percent
in1986; gas, 3.5 percent in 1988, 3.5 percent in 1987, and 3.4 per-
cent in 1986. Depreciation rates are approved by the PSCW and
are generally based on the estimated economic lives of property.

External trust funds were established in Jamiary, 1988, for
costs associated with the future decommissioning of Kewaunee.
The Company’s share of decommissioning costs is estimated
to be $88.1 million at the time of future decommissioning. As
of December 31, 1988, approximately $13.9 million of these
costs have been recovered through depreciation rates. Decom-
missioning costs are $1.3 million annually.

e. Revenue recegnition
In accordance with a PSCW directive, the Company
records unbilled revenue on the basis of service rendered.

1. Nuclear fuel

The cost of nuclear fuel used for electric generation is being
amortized to fuel expense and recovered in rates based on the
quantity of heat produced for the generation of electric energy
by Kewaunee. Such cost includes a provision for estimated

mcOe
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Netes te Conselidated Financial Statements

future disposal costs of spent nuclear fuel. The Company cur-
rently pays disposal fees to the Department of Energy based
on nuclear generation. The Company has recovered through
rates and satisfied its entire fuel disposal liability for past
nuclear generation for all applicable years.

g. Incomo taxes .
(1) The eligible investment tax credit is amortized over the
service lives of the related property.

(2) The Company’s effective income tax rates, computed
by dividing the total of current federal and state income tax expense,
net investment tax credit, additional depreciation, and taxes
included in other income by the sum of such expenses and net
income, reconcile to the statutory federal income tax rates
as follows for the years ended December 31:

1988 1987 1986

Effective income tax

rate as computed . ... 32.9% 38.6% 46.7%
Restoration of investment

taxcredit . ... 34 3.7 34
State income taxes and

state additional

depreciation, net .............. 34 (G2 (33
Other differences, net . ........... 11 9 _(®
Statutory federal

income tax rate. .. .....oovvves- 34.0% 40.0% 46.0%

After 1989, the Company will be required to adopt the account-
ing and reporting standards set forth in the Statement of Financial
Accounting Standards (SFAS) No. 96 relating to the effects of
income taxes. The Company believes that the effect of adopting
SFAS No. 96 will be primarily limited to certain balance sheet
reclassifications, including the presentation of the accumulated
provision for additional depreciation (see Note 1.d.).

(3) During 1988 the Company made a payment of $4.4 million
to the Internal Revenue Service to settle a dispute covering the
tax years 1974 through 1977. This amount has been recorded
as a deferred debit pending the anticipated decision by the PSCW
allowing it to be recovered in future rates.

h. Ponsion plans
The Company has maintained a contributory defined benefit
plan and a noncontributory defined benefit plan for substantially
all nonsalaried and salaried employees, respectively. The pen-
sion benefit formula used in the determination of pension costs
is based upon the average compensation earned during the last
five years of employment for the salaried plan and career earn-
ings for the nonsalaried plan subject to a monthly maximum.
The Company’s funding policy is to make such contributions
as are necessary to finance the benefits provided under the plans.
The Company’s contributions meet the funding standards set
forth in the Employee Retirement Income Security Act of 1974
(ERISA). Ratemaking practice has historically allowed the
accrued pension funding amount in rates. The Company has
recorded 1988 pension costs equal to the funding amount. The
funding amounts were $785,000 in 1988, $649,000 in 1987,
and $580,000 in 1986. Of these amounts, $689,000, $565,000,
and $488,000 were charged to operating expenses for the years
1988 through 1986, respectively. The plans’ assets consist pri-
marily of pooled funds invested with the Prudential Asset
Management Group.
The funded status of the plans under the SFAS No. 87 is as
follows (in thousands of dollars):
December 31
1988 1987

$25,034 $22,316

Fair value of plan assets

Actuarial present value of benefits
rendered to date—Accumulated
benefits based on compensation to
date, including vested benefits of

$18,819 and $16,461, respectively. . .. 19,223 16,820
Additional benefits based on

estimated future salary levels ....... 6,383 5,717
Projected benefit obligation .......... 25,606 22,537
Plan assets less than projected

benefit obligation . ............o.... (572) (221)
Unrecognized net asset at date of

initial application ................. 27) (310)
Unrecognized net gain. .............. (399) (673)
Unrecognized prior service cost ....... 1,377 1,469
Net prepayment . .. ........ooeeescs $ 135 § 265




Components of net pension costs for the years ended
December 31, were as follows (in thousands of dollars):

1988 1987

Service costs (benefits earned
during the period) .

Interest costs on projected benefit
obligation 1,899

Actual return on plan assets 2,341) (843)

Net amortization and deferral 358 (1,085)

Regulatory effect based on funding . ... 202 265

Net pension cost $ 785 3§ 649

$ 670 $ 672

1,640

At December 31, 1988 and 1987: the assumed rate of return
was 9.0 percent; the weighted average discount rate of projected
benefit obligation was 8.25 percent in 1988 and 7.5 percent in
1987; and the assumed rate of increase in future compensation
levels was 6.0 percent in 1988 and 5.5 percent in 1987.

In addition to the noted plans, the Company also maintains a
defined contribution 401(k) benefit plan for salaried employees.
The Company’s costs of the 401(k) plan for the years 1988, 1987,
and 1986 were $144,000, $135,000, and $128,000, respectively.

2. Capitalization Mattors
a. Cemmon stock

Pursuant to the Company’s Automatic Dividend Reinvestment
and Stock Purchase Plan, 163,218 shares of common stock were
issued in 1988 and 123,666 shares were issued in 1987. Alloca-
tions of proceeds were: $1,306,000 in 1988 and $989,000 in
1987 to common stock par value and $3,817,000 in 1988 and
$3,115,000 in 1987 to amounts received in excess of par value.

b. Redeemablo praforred stock

The Company has an obligation to retire 4,000 Series E shares
for $100,000 during each 12-month period ending August 1
through 1993. Additional Series E shares equal to the annual
retirement obligations may be retired during any 12-month
period ending August 1.

c. First mortgage bonds

The Company issued $10 million of first mortgage bonds
privately in October, 1988. The bonds carry an interest rate of
9.65% and mature in October, 1992. The proceeds were used
to pay for the 4%% First Mortgage Bonds, 1988 Series, which
matured October 1 and to reduce a portion of short-term debt.

The annual sinking fund requirements of the outstanding
first mortgage bonds are $870,000 for 1989 and 1990, and
$800,000 in 1991-1993. In addition, $4 million and $10 million
will be required to retire at maturity the 1991 and 1992 Series
First Mortgage Bonds, respectively. As of December 31, 1988,

the Company had satisfied its 1989 bond sinking fund requirements.

d. Notos payable te banks, commorcial paper, and lines of crodit

For short term borrowings, the Company generally issues
commercial paper (issued at the prevailing discount rate at the
time of issuance) which is supported by unused bank lines of
credit. Included in the lines of credit is a Revolving Credit
Agreement with five banks. Under this Agreement, the Company
is entitled to borrow and reborrow until August 31, 1989, up
to $15 million from the banks in the form of 90-day notes that bear
interest at the prime rate in effect at the time of issuance. The
Agreement also sets a maximum outstanding limit of $25 mil-
lion of commercial paper. Information concerning short-term
borrowings is set forth below (in thousands of dollars):

1988 1987 1986

At December 31:
Unused lines of credit
Commercial paper
outstanding
Weighted average
interest rate

$27,000 $21,500 $15,000

$21,750 $11,000

9.37%  7.90%

During the year:
Maximum commercial
paper outstanding
Average commercial

paper outstanding
Weighted average
interest rate

$24,250 $15,000 $12,000

$10,868  $2,958 $ 1,965

7.92% 7.03% 7.28%
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3. Segments of Businoss
The table below presents information pertaining to the
Company’s segments of business for 1988, 1987, and 1986.

For the years ended December 31

Electric Operatiens

TotaAl FEVEIMUES . o v v ettt ettt e it et an

Operation and maintenance expenses

Straight-line depreciation and amortization . ..................
Other general taXes . .......c..veiurierareenne e,
Pre-tax Operating Income ...........voieneeiniennnns
Income tax items, including additional depreciation ............
Net Operating Income .. ....c.oviiniie i

Constructien and Nuclear Fuel Expenditures (Electric) . . .. .......

Gas Operatlons

OpErating reVeNUES . ... ...vveinererrenreeeesrnnerennn.
Revenues from sales to electric utility . . . ......... ... ..ot
TOtal REVENUES . .. oo i ettt e et

Operation and maintenance expenses

Straight-line depreciation and amortization . ..................
Other general taxes ..........ooinvennereneerneraiaeann.
Pre-tax Operating Income .. ..ot
Income tax items, including additional depreciation . ...........
Net Operating INCOME .. ..o vvvvn e,

Constructien Expenditures (Gas) . . ... .......................

Information regarding the distribution of net assets between
electric and gas, as well as those assets not allocable, is set
forth on page 27, Summary of Selected Financial Data.

_ 1988 1987 1986
(Thousands of Dollars)

............... $128,079 $125,328 $125,383
............... 76,888 72,600 68,925
............... 13,697 12,753 12,347
............... 5,798 5,589 5,447
............... 31,696 34,386 38,664
............... 7,789 10,125 14,857
............... $ 23,907 $ 24,261 $ 23,807
--------------- § 28,602 324,785 3 23,155
............... $ 86,244 $ 76,805 $ 84,964
............... 1,327 2,362 3,608
............... 87,571 79,167 88,572
............... 72,136 65,693 75,185
............... 4,534 4,265 4,107
............... 1,477 1,436 1,540
............... 9,424 7,773 7,740
............... 2,000 1,777 2,540
............... $ 7424 $ 5,99 $ 5,200
............... M $ 7,859 $ 8254

4. Rate Matters

Effective June 15, 1988, the PSCW authorized a rate in-
crease of $1.2 million annually for electric service rates and
$0.9 million annually for natural gas service rates. The new
rates are designed to raise retail electric and retail gas service
revenues by approximately 1 percent each. The changes were
based on estimated electric and gas operations for the test year
ending April 30, 1989, and an authorized return on common
stock equity of 13.5 percent.

In September, 1988, the Company filed its annual application
with the PSCW proposing a $7.5 million increase in retail elec-
tric revenues and a $2.1 million increase in retail gas revenues.
The proposed increases represent 5.9 percent and 2.2 percent
increases in retail electric and retail gas rates, respectively. The
proposed rates are based on a test year beginning June 1, 1989,
and a return on common stock equity of 13.75 percent. Hearings
on the application are scheduled for March, and a decision is
expected in the second quarter of 1989.




5. Gas Transpertation and Purchasing

Beginning in November, 1987, and continuing through 1988
the Company obtained a portion of its system gas requirements
on the spot market rather than through traditional purchases
from ANR Pipeline Company (ANR). This was the result of
Federal Energy Regulatory Commission (FERC) rulings. The
Company purchased approximately 60 percent of its system’s
natural gas needs on the spot market in 1988 at a savings of
over $10 million.

The Company continued to offer a full range of purchasing
options to its interruptible customer classes during 1988. These
options are designed to allow customers to choose the level of
service desired, enabling the Company to be competitive with
alternative fuel choices available to the larger-volume gas cus-

tomers. As an example, a majority of interruptible customers
now purchase open-market supplies directly from the Company
under a ‘‘Best Efforts’’ option. The Company purchases the
gas along with its own open-market requirements and resells
it to the customer. End-user transportation of natural gas

for customers has declined significantly due to this change,
although the Company continues to offer transportation rates
to certain firm and interruptible customers. These additional
gas sales result in the Company reporting higher revenues and
costs of gas. However, these sales have the same margins as
end-user transportation and, therefore, have no impact on the
Company’s operating income.

6. Cemmitments and Contingencles

Utility plant construction expenditures for 1989, including
the Company’s proportional share of jointly owned electric
power production facilities, are estimated to be $35 million
and substantial commitments have been incurred in.connection
with such expenditures. Significant commitments have also
been made for fuel for Kewaunee and Columbia.

The Company has appealed a portion of the rate order dated
June 1, 1987, that would have resulted in a loss of about $1.3
million in revenues during 1987. The provision appealed relates
to the appropriate federal income tax rate to be used for the
1987 portion of the test year. In December, 1987, the Circuit
Court for Dane County ruled in favor of the Company and
allowed the surcharge, which had been in effect since June, 1987,
as a result of a preliminary injunction, to continue through
December 31, 1987, In J anuary, 1988, the PSCW appealed this

decision to the Court of Appeals of Wisconsin. Oral arguments
were heard in November, 1988, and a ruling from the Court of
Appeals is anticipated in 1989. In the event the Company does
not ultimately prevail in this appeal, appropriate refunds with
interest will be made to customers. '

ANR is entering into settlements with its gas suppliers con-
cerning provisions of take-or-pay contracts that are not being
met or where the contracts are being cancelled. In December,
1988, ANR made its initial take-or-pay filing with the FERC
which will result in charges of about $1.2 million to be billed
to the Company over five years. Contingent upon FERC rulings
and further take-or-pay filings by ANR, the Company anticipates
a total take-or-pay liability of about $5-6 million. The PSCW
has approved procedures whereby the Company will be allowed
the opportunity to recover the take-or-pay charges in rates.

7. Supplemental Cash Flew Infermation

For purposes of the Statements of Cash Flows, the Company
considers cash equivalents to be cash on hand.

Cash payments for interest and income taxes were as follows
for the years ended December 31 (in thousands of dollars):

1988 1987 1986

Interest paid, net of
amounts capitalized ......
Income taxes paid .........

$12,430 $11,792 $ 9,733
$ 9,160 $14,550 $13,600

mcle
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Ouarterly Summary of Operations and Stock Prices

Quarters Ended (Unaudited) (1)
March 31 June 30 Sept. 30 Dec. 31

(Thousands of Dollars)

1988
Operating Revenues:
ELECUTIC « « + v v e et ettt e e et e $29,318 $29,989 $39,408 $29,364
GBS v et e 40,422 10,464 7,223 28,135
¥ (IR 69,740 40,453 46,631 57,499
Operating BXDEMSES . . . . . ..o vvvvrreeaeererastresesaaaeeaaaaee s 60,985 35,733 38,052 48,222
Net Operating INCOME . . .« ..o v vvvnvvnei e 8,755 4,720 8,579 9,277
Interest, Preferred Dividends, and Other ............oooveivinnennen 2,836 2,896 2,659 2,978
Earnings on Common StOCK . ...« vvvuiiir $ 5,919 $ 1,824 $ 5,920 $ 6,299
Earnings per Common Share (2) .. ......oovrereiriiiier e 89 ¢ 27 ¢ 88¢ 93¢
Dividends Paid per Common Share (3) ........coovvveiirin e 60':¢ 60':¢ 62¢ 62¢
Bid Price per Common Share (4)—High ............o.oovviiinenenn $32% $32 $32 $324
L OW e e oottt 30% 30 30% 30
1987
Operating Revenues:
ELECHTIC « + v o v e e e e e e et e e $29,069 $31,558 $36,347 $28,354
e R R 31,722 10,392 8,058 26,633
TOtAl © oottt 60,791 41,950 44,405 54,987
Operating EXPENSES . . . .. vvvvneunare e 53,104 35,816 36,319 46,637
Net Operating INCOME . .. ..o vvvviiiii e 7,687 6,134 8,086 8,350
Interest, Preferred Dividends, and Other ............ovvevinninieens 2,795 2,862 2,482 3,084
Earnings on Common StOCK .. ..o vvvivruirniriei e $ 4,892 $ 3,272 $ 5,604 $ 5,266
Earnings per Common Share (2) .. .......ovrveneeriniinmn e s 75¢ 50¢ 8 ¢ 80 ¢
Dividends Paid per Common Share (3) . .........coovvhvvriieenenes 59¢ 59¢ 60'4¢ 60'/:¢
Bid Price per Common Share @—High ...... ... i $37 $34'% $34%, $33%
LOW e ettt 34, 293 31 29%,
Notes:
(1) The quarterly results of operations within a year are not to pay dividends and none are expected in the foreseeable
comparable because of seasonal and other factors. future. The Company has regularly paid dividends to its
(2) The sum of earnings per share of common stock for any shareholders and expects that it will continue to do so in
four quarterly periods may vary slightly from the earnings the future.
per share of common stock for the equivalent 12-month period (4) The common stock of the Company is traded in the over-
due to the effect of rounding each quarterly period separately. the-counter market and is included in the National Association
(3) There were 15,733 shareholders as of February 1, 1989. of Securities Dealers, Inc. (NASD), National Market System.
There currently are no restrictions on the Company’s ability The range of bid prices is as quoted by the NASD Automated

Quotation System.
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Summary of Soloctod Financial Data

(Thousands of Dollars Except Per-Share Amounts) 1988 1987 1986 1985 1984
Electric Operating Revenues
Residential . ........... ... ... ... . 0., $ 45,338 $ 42,987 $ 41,460 $ 40,640 $ 39,689
Commercial power and lighting. . . ................... 66,028 65,934 65,736 63,336 61,252
Industrial power and lighting ........................ 6,116 5,627 5,818 5,663 5,768
Street and highway lighting and public authorities . ... ... 8,644 8,992 9,537 9,718 9,494
Otherutilities ..., 1,574 1,299 2,284 4,046 8,662
Miscellaneous . . ..., 379 489 548 337 475
Total Electric Revenues .......................... $128,079 $125,328 $125,383 $123,740 $125,340
Gas Operating Revenues
Residential . .. ...... ... ... .. . $ 46,248 $ 41,788 $ 44,349 $ 49,320 $ 46,808
Commercial. ........ ... ..o 31,374 29,942 33,700 39,518 37,090
Interruptible boiler fuel (includes ‘‘Best Efforts”’) .. ..... 6,163 883 2,665 7,026 6,627
Industrial . ......... ... 0 2,125 2,623 3,481 3,966 3,695
Gas transport, net . . .......oo it 290 1,286 470 — —
Miscellaneous . ..o, 44 283 299 294 302
Total Gas Revenues. . ..............covvniinn..n. $ 86,244 $ 76,805 $ 84,964 $100,124 $ 94,522
Inceme, Earnings, and Oividends
NEtINCOME ..\ttt et e $ 20,538 $ 19,627 $ 19,796 $ 21,321 $ 20,382
Earnings on common stock ......................... $ 19,962 $ 19,034 $ 18,696 $ 19,515 $ 17,914
Earnings per average common share . ................. $2.98 $2.90 $2.87 $3.04 $2.86
Cash dividends paid per common share ............... $2.45 $2.39 $2.32 $2.24 $2.14
Assets (year end)
Electric . ... $268,216 $249,878 $240,809 $221,577 $217,501
GaS .o 88,898 84,096 81,858 80,950 75,893
Assetsnotallocated ................... ... ... ..., 31,335 30,741 30,462 33,846 35,752
Total. . ... $388,449 $364,715 $353,129 $336,373 $329,146
Internal Generation of Cash
Total cash used for construction
expenditures and nuclear fuel . . .................... $ 36,984 $ 32,644 $ 31,409 $ 29,670 $ 30,975
Percent generated internally . ........................ 64.7% 70.9% 71.9% 93.2% 85.5%
Long-term Oebt and Redeemahle
Preferred Stock, Net (yearend) ...................... $148,206 $139,338 $147,032 $129,116 $131,762
Capitalization Raties (year end)
Common shareholders’ equity ....................... 47.4% 47.9% 48.2% 50.3% 48.3%
Redeemable preferred stock*........................ 2.0 2.2 2.4 4.9 10.1
Long-termdebt* ....................... ... .. ..., 43.9 46.2 49.4 44.0 41.6
Short-term debt (interimloans) ...................... 6.7 3.7 — .8 -

*Includes current maturities and current sinking fund requirements.




Future Financial Outlook

Electric Operations

The stable economic environment in Madison, due mainly
to the concentration of governmental, educational, and medical
activities, has provided years of steady growth in sales of elec-
tricity for Madison Gas and Electric Company. This is a trend we
expect to continue into the future. The Company has sufficient
electric capacity to meet its demand into the 1990s and is explor-
ing new opportunities for meeting future demands. A record
peak electricity demand of 517,000 kw was set this past summer.
This is the third consecutive year that the Company has estab-
lished a new peak. This new peak load served, which is over 8
percent higher than the previous peak of 477,000 kw established
in 1987, is primarily due to the warmer-than-normal weather at
the time the peak occurred.

We expect the rate of new electric customer additions to be
about 1.6 percent per year during the next three years. Retail
electricity sales are expected to increase at an annual rate of
about 2.6 percent through 1991.

Our electricity generation mix should continue much the
same as in the past few years. Production at the highly effi-
cient Kewaunee Nuclear Plant will provide about one-third of
our electric needs, with slightly more than 60 percent of our
requirements coming from our coal-fired plants. This will allow
us to limit use of oil and natural gas, which are our most expen-
sive sources of energy.

Gas Operations

Since 1984, the Company’s service territory has grown from
750 to 962 square miles. A variety of customer growth oppor-
tunities exist in our expanded natural gas service territory. We
will continue to capitalize on these new opportunities.

The addition of customers throughout the service area has
resulted in the Company’s customer base growing at an annual
rate of 3.4 percent since 1984. We forecast that annual increases
in customers over the next three years will moderate to around
2.7 percent.

In November, 1987, the Company began offering a full range
of purchasing options to its interruptible classes, such as the
‘‘Best Efforts’’ option (see Note 5). Under this option, a majority
of the customers the Company was transporting gas for during
most of 1987 are now buying the gas directly from the Company.
Thus, during 1988, increased sales were recorded as compared
to 1987, resulting in higher reported revenues and costs of gas.

Another significant change that will come into effect dur-
ing 1989 is take-or-pay contract settlements by ANR Pipeline
Company being charged to the Company (see Note 6). The
Public Service Commission of Wisconsin (PSCW) has ruled
that the Company will be allowed the opportunity to recover
in its rates the take-or-pay costs, which are expected to total
$5-6 million.

By purchasing a portion of gas system needs on the open
market, the Company saved over $10 million of gas costs in
1988. We expect to continue these purchasing practices, there-
by offsetting the take-or-pay costs. The net savings will be
passed on to our customers through lower rates as they were
in 1988. All gas purchases will continue to be monitored closely
to assure that adequate supplies of natural gas will be available
to meet the long-term needs of our customers.

We anticipate that growth in our gas sales and revenues will
moderate during the next few years, with growth at or slightly
higher than our forecasted growth in customers.

Earnings

Earnings in 1988 increased to $2.98 per share from the $2.90
reported in 1987. We anticipate that earnings should continue
to remain stable at current levels over the next few years for a
number of reasons. Our continuing efforts to minimize costs,
consistent with providing quality service, will make us more
efficient. The expected growth in customers, sales, and revenues,
as set forth above, will strengthen our base. We also anticipate
that future PSCW rate orders will meet the Company’s needs.

The Company intends to continue the practice, adopted by
the PSCW a number of years ago, of filing for annual rate
reviews which reflect current costs of operation.

Oividends

The trend of increasing dividends paid per share has continued.
On average, during the years 1986 through 1988, common div-
idends paid were 82 percent of earnings. This level is slightly
higher than what the Company hopes to achieve over the long
term. We will continue to maintain a dividend policy which pro-
vides a return to shareholders while maintaining the value of
their investment, consistent with the Company’s capitalization
and financing needs.




Capltalization

The Company’s current capital structure continues to remain
strong. During 1988, our Automatic Dividend Reinvestment and
Stock Purchase Plan added over $5 million to common equity,
In September, 1988, the Plan was amended to include customers
and employees, and to make it more flexible for all participants.
The Plan will continue into the future. In October, 1988, $6.5

million of our 4% % First Mortgage Bonds, 1988 Series, matured.

To finance this, the Company privately issued $10 million of
9.65% bonds due in 1992. The remaining proceeds were used
to reduce commercial paper outstanding, which has increased,
as expected, due mainly to a higher construction program. The
Company’s goal is to achieve and maintain a capital structure
of about 50 to 55 percent common equity, up to 5 percent pre-
ferred stock, and 40 to 50 percent debt.

Reguiation

Regulation in Wisconsin by the PSCW has historically been
progressive in nature and has balanced the needs of both the
consumer and investor. We believe that the PSCW will pursue
policies in the future which will maintain the financial health
of the Company.

Oiversification

The Company currently has no plans to significantly diversify
its operations. However, in keeping with a corporate objective
established a number of years ago, we will continue to explore
growth opportunities related to energy services which will
profitably enhance the Company’s ability to improve service
to its customers.

Construction Program
Total construction expenditures over the next several years

are expected to average about $35 million annually, only slightly
higher than the average expenditures for the years 1986 through
1988. The annual construction expenditures should continuye to
be less than 10 percent of our gross plant in service and our total
assets. The Company expects that on average, over 75 percent
of these future expenditures will be financed using internally

For the years ended December 31

Electric Oepartment

Distribution plant
Nuclear fuel

generated cash. Through these expenditures the Company

will have efficient, up-to-date facilities for providing reliable

service to customers and for meeting their future energy needs.
Expenditures for construction and nuclear fuel estimated

for 1989, actual for 1988, and the average for the three-year

period 1985 to 1987, are shown below.

1989 Annual Average
Estimated 1988 1985-1987

(Thousands of Dollars)

13% §$8163 22%
18 3723 10
25 13,029 35
9 2,945 8
65 27,860 75
17 7,559 21
18 1,565 4
100%  $36,984 100%
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First row, seated (from left), Blaney, Manchester, Helfrecht.
Board of Directers

Richard E. Blansy

President and Manager,
Richard Blaney Seeds Inc.
Age 52, Director Since 1974

Robert M. Bolz

Retired Vice Chairman,
Oscar Mayer Foods Corp.
Age 66, Director Since 1972

Donald J. Helfrecht
Chairman and Chief Executive Officer
Age 67, Director Since 1972

Richard M. Lawrence
Vice President - Public Affairs
Age 62, Director Since 1988

Jean N. Manchester
Advisor to the Chairman,

Neesvig’s Inc.
Age 62, Director Since 1982

David C. Mebane

Senior Vice President and General Counsel

Age 55, Director Since 1984

Frederic E. Mohs

Partner,

Mohs, MacDonald & Widder,
Attorneys at Law

Age 51, Director Since 1975

Second row, (from left), Mebane, Bolz, Lawrence, Rennebohm, Stark, Vondrasek, Mohs, Swanson.

Robert B. Rennebohm
Consultant and Former President of the

University of Wisconsin Foundation
Age 66, Director Since 1983

Phillip C. Stark

President,

The Stark Company

Age 63, Director Since 1985

H. Lee Swanson

President,

State Bank of Cross Plains
Age 50, Director Since 1988

Frank C. Vondrasek
President and Chief Operating Officer
Age 60, Director Since 1982

Audit Committee
Directors Blaney, Bolz, Manchester,
Mohs, Rennebohm, Stark and Swanson

Compensation Cemmitteo

Directors Blaney, Bolz, Helfrecht, Mohs
and Vondrasek

Executive Committee
Directors Blaney, Helfrecht, Manchester,
Mebane, Mohs, Rennebohm and Vondrasek



First row, seated (from left), Barlow, Bethke.  Second row, (from left), Duncan, Thies, Schub, Phipps, St. John, Krzos.

Dfficers of the Company

Donald J. Helfrecht

Chairman and Chief Executive Officer
Age 67, Years of Service, 42 '

Frank C. Vondrasek
President and Chief Operating Officer
Age 60, Years of Service, 18

Kent M. Barlow
Senior Vice President - Electric Systems
Age 54, Years of Service, 27

David C. Mebane

Senior Vice President and
General Counsel

Age 55, Years of Service, 11

G. Howard Phipps

Senior Vice President - Finance
Age 45, Years of Service, 16

Terrence J. Schuh

Senior Vice President - Gas Systems
Age 46, Years of Service, 20

Richard M. Lawrence
Vice President - Public Affairs
Age 62, Years of Service, 38

Richard H. Thies
Vice President - Gas Systems Operation
Age 47, Years of Service, 25

Dale W. St. John
Secretary and

Director - Risk Management
Age 64, Years of Service, 24

Joseph T. Krzos

Treasurer
Age 45, Years of Service, 6

Carol A. Bethke

Assistant Secretary - Administration
and Investor Relations

Age 49, Years of Service, 22

Beverly R. Duncan

Assistant Secretary - Corporate Affairs
Age 57, Years of Service, 38
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M\L/ he Area We Serve

near Portage, Wis.; and the Blount Station and several combustion

. . turbines located in Madison.
Electric Service

MGE provides electric service in Madison Natural Gas Service
and surrounding communities in Dane County. MGE provides natural gas service in Dane, Columbia and Iowa
The population in the electric service area is counties. The population in the gas service area is about 290,000.
about 234,000. Electricity is supplied by the MGE purchases gas from ANR Pipeline Co. and from other
Kewaunee Nuclear Plant, northeast of Madison sources for distribution to customers. The company also contracts
— on Lake Michigan; the Columbia Energy Center, with some customers to purchase and transport gas for them.




7 hareholdor Information

Shareholder Services
MGE welcomes calls
for information from its shareholders.
Please use the toll-free telephone numbers
¥ below for questions about shareholder
accounts, dividend payments, dividend rein-
vestment, lost certificates and stock transfers:

Madison calling area ............ (608) 252-4744
Other Wisconsin locations . . .. .. .. 1-800-362-6423:
Outside Wisconsin . ............. 1-800-356-6423

(Continental U.S.)

Be sure to notify MGE immediately, in writing, when a stock
certificate is lost or stolen. Also notify MGE when a dividend
check is not received within 10 days of the scheduled payment
date and promptly when a name. or address change occurs.

If you prefer to write, address correspondence to:

MGE Shareholder Services
Post Office Box 1231
Madison, Wis. 53701-1231

Goneral Offices

133 S. Blair St.

Madison, Wis. 53701-1231

(Use this address for messenger services.)
Telephone— (608) 252-7000

Business hours—8a.m. to 4:30p.m.,
Central Time, Monday through Friday

Mailing Addross
Post Office Box 1231
Madison, Wis. 53701-1231

Transfor Agent & Registrar
Harris Trust and Savings Bank
111 W. Monroe St.

Chicago, 111. 60603

1989 Annual Meoting

The annual meeting of shareholders will be held Thursday,
April 27, 1989, at 2 p-m. in the Madison Civic Center,
211 State St., Madison, Wis..

Stock Listing

The common stock of MGEis traded over-the-counter (OTC),
is reported through the NASDAQ System (symbol: MDSN) and
is quoted in the NASD National Market System. It is listed in
newspaper stock tables as. MadGE.

Dividend Paymont Datos

Dividends on the:company’s common stock in 1989 are expected
to be paid quarterly on or about the 15th of March, June, September
and December.

The record date for dividend payments is usually the first day
of the payment month,

Dividond Reinvestmont and Stock Purchaso Plan

The MGE Automatic Dividend Reinvestment and Stock Purchase
Plan was revised and expanded Sept. 21, 1988. This plan is avail-
able to all shareholders; all employees and all customers of MGE.

Quarterly dividends are automatically reinvested in shares of
MGE common stock. Participants may make optional cash pay-
ments of $10 to $3,000 each quarter to purchase shares of MGE
common stock.,

For more information, contact MGE Shareholder Services .
to receive the plan prospectus. An offer to sell common stock
can only be made through the prospectus.

Reports Availahlo

Upon request, the company will furnish to any shareholder a
copy of its 1988 annual report on Form 10-K as filed with the
Securities and Exchange Commission.

A Statistical Supplement to this annual report to shareholders,
containing additional financial and operating data, also is available
to shareholders.
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