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MGE Electric Services
Generation and Distribution
Customers: 137,000
Papulation: 292,000

Area: 316 square miles

Communities served: Cross Plains, Fitchburg,
Madison, Maple Bluff, Middleton, Monona
and Shorewood Hills

Generating facilities:

Blount Station, West Campus Cogeneration
Facility, combustion turbines and solar units at
Matdison, Columbia Energy Center at Portage,
natural gas combustion turbine at Marinette,
MGE wind farm in Kewaunee County, Top of
lowa Wind Farm in north-central lowa and
Efm Road Power Plant expansion at Oak
Creek, scheduled for service in 2010.

MGE Natural Gas Services
Purchase and Distribution
Customers: 141,000
~ . Paopufation: 408,000

R MGE Gas/Elactric Service .
B MGE Gas Service Area: 1,631 Square miles

Counties served: Columbia, Crawford,
Dane, lowa, Juneau, Monroe and Vernon

MGE Energy, Inc.

Learn more at mge.com

MGE Energy is the parent company of Madison Gas and Electric
Co. (MGE| and its divisions, which serve natural gas and
electric customers in south-central and western Wisconsin.

MGE Powver owns assets in the Waest
Campus Cogeneration Facility in Madison,
Wis., and the Elm Road coal pfant under
construction at Oak Creek, Wis.

MGE Transco Investment owns interest in
the American Transmission Co. through its
members, MGE and MGE Energy.

MGE Construct provides construction
services for building new generation
facilities.

Central Wisconsin Development Corp.
promotes business growth in MGE's
service area.

MABAEL holds title to properties acquired
for future utility plant expansion.

Learn more at mgeenergy.com
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PART L

Item 1. Business.

MGE Energy operates in the following business segments:

+  Electric utility operations — generating, purchasing, and distributing electricity through MGE.,
*  Gas utility operations — purchasing and distributing natural gas through MGE.

*+  Nonregulated energy operations — constructing, owning, and leasing new electric generating capacity that will assist
MGE through MGE Energy's wholly owned subsidiaries MGE Power, MGE Power Elm Road and MGE Power
West Campus,

¢ Transmission Investments — investing in companies engaged in the business of providing electric transmission
services, such as ATC.

¢ All Other — investing in companies and property which relate to the regulated operations, financing the regulated
operations, or providing construction services to the other subsidiaries through its wholly owned subsidiaries MGE
Consiruct, MAGAEL and CWDC, and Corporate functions,

MGE's utility operations represent a majority of the assets, liabilities, revenues, expenses, and operations of

MGE Energy. MGE Tinergy's nontegulated encrgy operations currently include an undivided interest in the assets of the
West Campus Cogeneration Facility. MGE Power West Campus owns 55% of the facility, which represents its interest
in the eleciric generating assets, and the UW owns 45% of the facility, which represents their inferest in the steam and
chilled waler assets. The UW's share of the plant and portion of the earnings from the WCCF are not reflected in the
consolidaled financial statements of MGE and MGE Energy. Nonregulated energy operations also include an undivided
8.33% ownership interest in each of two 615 MW generating units being constructed in Qak Creek, Wisconsin,

As a public utility, MGE is subject to regulation by the PSCW and the FERC. The PSCW has authority to regulate most
aspects of MGE's business including rates, accounts, issuance of securities, and plant and transmission line siting. The
PSCW also has authority over certain aspects of MGE Energy as a holding company of a public utility, FERC has
jurisdiction, under the Federal Power Act, over certain accounting practices and certain other aspects of MGE's
busincss.

MGE Energy's subsidiaries are also subject to regulation under local, state, and federal laws regarding air and water
quality and solid waste disposal. See "Environmental" below.

MGE Energy was organized as a Wisconsin corporation in 2001. MGE was organized as a Wisconsin corporation in
1896. Their principal offices are located at 133 South Blair Street, Madison, Wisconsin 53703, and their felephone
number is (608} 252-7000.

Electric Utility Operations

MGE generates and distributes electricity in a service area covering a 316 square-mile area of Dane County, Wisconsin.
The service area includes the city of Madison, Wisconsin,

At December 31, 2008, MGE supplied electric service to approximately 137,000 customers, with approximately 89%
located in the cities of Fitchburg, Madison, Middleton, and Monona and 11% in adjacent areas, Of the total number of
customers, approximately 869 were residential and 14% were commercial or industrial. Electtic revenues for 2008,
2007, and 2006 were comprised of the following:




Twelve Months Ended December 31,

2008 2007 2006
Residential ........coeiivnvnennivcnsrrecsninsinn 33.9% 33.8% 342%
Commercial.......c.ceoomnmncencnreniceece s 54.0% 51.9% 51.8%
Industrial ..o, 5.6% 54% 55%
Public authorities (including the UW) ...... 9.2% 8.0% 8.4%
Other utilities and other* ........covveveeeenne., (2.71Y% 0.9% 0.1%
Total. i 100.0% 100.0% 100.0%

*See ltem 7. Management's Discussion and Analysis of Financial Condition and Results of Operations,
Results of Operations, Electric Utility Operations, Electric sales and revenues, Other revenues section
for additional information.

Electric operations accounted for approximately 58.8%, 62.8%, and 63.3% of MGE's total 2008, 2007, and 2006
regulated revenues, respectively.

See ltem 2. Properties, for a description of MGE's electric utility plant.

MGE is registered with two Regional Entities (RE), The Midwest Reliability Organization (MRQ) and ReHabilily First
Corporation (RFC). The essential purposes of the RE are: (1) the development and implementation of regional and
NERC reliability standards, and (2) determining compliance with those standards, including enforcement mechanisms.

Transmission

Reliability 2000 legislation enacted in Wisconsin mandated, among other things, the creation of a statewide
transmission company to own the investor-owned utilities’ transmission assets. Pursuant fo these provisions, effective
January 1, 2001, MGE transferred all of its electric utility transmission assets lo ATC in exchange for an ownership
interest in ATC. At December 31, 2008, MGE Transco held a 3.6% ownership interest in ATC as a result of the
aforementioned assets transferred and subsequent additional capital contributions made.

ATC is owned by the utilities that contributed facilities or capital in accordance with Wisconsin law. ATC's purpose is
to provide reliable, economic transmission service to all customers in a fair and equitable manner. ATC plans,
constructs, operates, maintains, and expands transmission facilities that it owns to provide adequate and reliable
transmission of power. ATC is regulated by FERC for all rate terms and conditions of service and is a transmission-
owning member of the MISO.

Regional Transmission Organizations

MGE is a nontransmission owning member of the MISO. On February 1, 2002, MGE started Laking network
transmission service from the MISO. MISO is a nonprofit RTO approved by FERC. The MISO is responsible for
monitoring the electric transmission system that delivers power from generating plants to wholesale power transmitters,
MISO’s role is to ensure equal access to the transmission system and to maintain or improve electric system reliability
in the Midwest,

As a FERC approved RTO, MISO is required to provide a real-time market-based mechanism for congestion
management. On April 1, 2005, MISO implemented its bid-based energy markel. At that time, MGE began offering
substantially all of its generation on the MISO market and purchasing much of its load requirement from the MISO
market in accordance with the MISO Tariff. In January 2009, MISO implemented and MGE began participating in the
ancillary services market (ASM). The ASM is an extension of the existing energy market in which MISO assumes the
tesponsibility of maintaining sufficient generation reserves. Previously, MGE was responsible for providing its own
reserves, however in the ASM, MISO will provide the reserves for MGE's load, and MGE may offer to sell reserves
from its generating units, In addition to this market change, MISO took on various Balance Authority functions.

Additionally, on May 1, 2004, MGE became a member of PTM, PIM is also an RTO. PTM is a neutral and independent
party that coordinates and directs the operation of the region’s transmission grid, administers a competitive wholesale
electricity market, and plans regional transmission expansion improvements to maintain grid reliability and relieve
congestion. MGE has two purchase power agreements, for a total of 65 MW, that are impacted by this market.




Fuel supply and generation

MGE satisfies its customers' electric demand with internal generation and purchased power. During the years ended
December 31, 2008, 2007, and 2006, MGE's electric energy delivery requirements were satisfied by (he following
SOUICES:

Twelve Months Ended December 31,

2008 2007 2006
Lo | P 51.9% 51.3% 48.7%
Natural gas...cccceovvvevrvnenreresnarens 6.1% 8.2% 6.8%
Fuel 0l 0.1% 0.1% 0.1%
Renewable sources ..o, 2.7% 0.8% 0.7%
Purchased power........cccovvcevenene 39.2% 39.6% 43.7%
TOtalcu e eersceste s e renens 100.0% 100.0% 100.0%

Sources used depend on market prices, generating unil availability, weather, and customer demand.

Coal

MGE and two other utilities jointly own Columbia, a coal-fired generating facility, which accounts for 29% (225 MW)
of MGE's net summer rated capacity. Power from this facility is shared in proportion to ¢ach owner’s ownership interest.
MGE has a 22% ownership interest in Columbia. The other owners are WPL (a subsidiary of Alliant), which operates
Columbia, and WPSC. The Columbia units burn low-sulfur coal obtained (pursuant to long-term contracts) from the
Powder River Basin coal fields located in Wyoming and Montana.

MGHE's share of the coal inventoty supply for the units decreased from approximately 33 days on December 31, 2007, to
approximatcly 13 days on December 31, 2008, primarily due to rail transportation issues caused by weather conditions.
The co-owners' current goal is to maintain approximately a 35 day inventory and the inventory is expecied to return to
that level over the next several months, primarily as a result of increases in the coal inventory during scheduled annual
maintenance outages.

MGE also owns the Blount Generating Facility located in Madison, Wisconsin, which is fueled by coal, gas, and other
alternative renewable sources. On January 19, 2006, MGE announced a plan, subject to cerlain conditions, that includes
discontinuing coal use at the end of 2011 at Blount. The plant will continue to run on natural gas but will be reduced
from its curtent approximate 190 MW capacity lo 100 MW when coal burning is discontinued.

Natural gas and oil
MGE owns gas fired combustion turbines. These turbines are primarily located in Madison and Marinette, Wisconsin
and have a total of 174 MW of net summer rated capacity.

See discussion above regarding gas-fired generation at Blount Generating Facility and see below discussion under
Nonregulated Operations for MGE's interest in a natural gas-fired cogeneration facility on the UW campus.

Renewable generation sources
MGE owns 30 MW or 18 turbines in 2 wind-powered electric generating facility in Worth County, lowa. The turbines
were placed into service in February 2008. MGE began recovering the cost of this project in rates in 2008.

Purchased power

As mentioned under the discussion on "Regional Transmission Organizations" above, at the time MISO implemented iis
bid-based energy market, MGE began offering substantially all of its generation on the MISO market and purchasing
much of its load requirement from the MISO market in accordance with the MISO Tariff. Accordingly, the MISO
market is the source of the vast majority of MGE's purchased power needs.

MGE also has purchase power contracts with two companies located in the PIM market. These agreements allow MGE
to request certain transmission rights in the PJM market, Under these agreements MGE has the contractual right to
65 MW of power,

On October 8, 2008, MGE entered into a ten-year purchase power agreement to help meet future electric supply
requirements. Under this agreement, MGE has agreed to purchase 50 MW of wind power from Osceola Windpower II,
LLC which is located in Towa. This facility became operational in Qctober 2008. MGE does not have any capacity
payment commitments under this agreement. However, MGE is obligated to purchase its ratable share of the energy
produced by the project.




We jace risk for the recovery of fuel and purchased power costs when they exceed the base rate established in MGE's
current rafe structure.

MGE burns natural gas in several of its peak electric generation facilities, and in many cases, the cost of purchased
power is tied to the cost of natural gas. MGE bears significant regulatory risk for the recovery from cusiomers of such
fuel and purchased power costs when they are higher than the base rate established in its curtent rate structure.

We are subject to environmental laws and regulations that affect our costs and business plans.

Our subsidiaries are subject lo environmental laws and regulations that affect the manner in which they conducl
business, including capital expenditures, operating costs and potential liabilities. Changes and developments in these
laws and regulations may change or limit our business plans, make them more costly to implement, or expose us to
liabilities for past or current operations.

Numerous environmental regulations govern many aspects of our present and future operations, including air emissions,
water qualily, wastewater discharges, solid waste, and hazardous waste; and continue to evolve in response to real or
perceived concerns, regulatory initiatives, nongovernmental organizational initiatives and privale parties and legal
process. The development of these regulations can introduce uncerlainty into the planning and implementation process
for long-lead time projects, such as generating stations, and can introduce costly delays if previous decisions need to be
revisited as a result of judicial mandate or regulatory change. These regulations generally require us to obtain and
comply with a wide variety of environmental licenses, petmits, inspections, and other approvals, and can resull in
increased capital, operating, and other costs, particularly with regard to enforcement efforts focused on power plant
emissions obligations. These effects can be secn not only with respect to new construction, such as our participation in
the Elm Road generating units, but could also require the installation of additional control equipment or the
implementation of other compliance measures such as altered operating conditions.

In addition, we may be a responsible party for environmental clean-up at sites identified as containing hazardous
materials. It is difficult to predicl the costs potentially associated with a site clean-up due to the potential joint and
several liability for all potentially responsible parlies, the nature of the clean-up required and the availability of recovery
from other potentially responsible parties.

We may incur material costs of compliance if federal andjor state legislation is adopted to address climate change.

Various persons, including legislators, regulators, litigants, and private parties, have increasingly expressed concern
about the effects of global warming and the effects of greenhouse gases (GHG). These concerns have prompted active
discussion on federal and state legislation, as well as regional initiatives, that would regulate or cap such emissions.
There have been several proposed versions of legislation pending in the U.S. Congress and in the Wisconsin legislature
to address global climate changes, including efforts to reduce and control and/or tax the emission of GHG, such as
carbon dioxide, created in the combustion of fossil fuels, including coal, natoral gas, and oil. Bills are also considering
releases associated with natural gas pipelines and company fleets. These initiatives are sometime paired with efforts to
mandate increasing percentages of electricity from renewable forms of encrgy, such as wind, or to reduce the demand
for electricity. Such legislative and regulalory initiatives could have the potential for a significant financial impact on
MGE, including the cost to install new emission control equipment, purchase allowances, or do fuel switching,
However, the financial consequences of this compliance cannot be determined until final legislation is passed.

Operating Risk
We are affected by weather, which affects customer demand and can affect the operation of our facilities.

The demand for electricity and gas is affected by weather. Very warm and very cold temperatures, especially for
prolonged periods, can dramatically increase the demand for electricity for cooling and heating, respectively, as
opposed to the softening effect of more moderate temperatures. Our electric revenues are sensitive fo the summer
cooling season and, to a lesser extent, the winter heating season. Similarly, very cold temperatures can dramatically
increase the demand for gas for heating, A significant portion of our gas system demand is driven by heating. Extreme
summer conditions or storms may stress electric transmission and distribution systems, resulting in increased
mainienance costs and limiting the ability to meet peak customer demand.

We are affected by economic activity within our service area.
Higher levels of development and business activity generally increase the numbers of customers and their use of

electricity and gas. Likewise, periods of recessionary economic conditions generally adversely affect our resulis of
operations.
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As a result of the 2005 Wisconsin Act 141, each Wisconsin utility is required to pay 1.2% of its annual operating
revenues [o the statewide energy efficiency and renewable resource programs. MGE is allowed to recover these costs in
rates through its conservation escrow. For the year ended December 31, 2008, costs associated with funding these
programs increased customer service expense by $5.1 miltion. Transmission costs increased primarily due to network
service fees pertaining to ATC.

Electric depreciation expense

Depreciation expensc at the electric segment increased by $6.4 million for the year ended December 31, 2008, when
compared lo the same period in the prior year. This increase is related to higher levels of electric assets, including the
Top of Towa III wind-powercd electric generating facility which was placed in service in the first quarter of 2008. Also

contributing to the increase is the accelerated depreciation of certain Blount assets, For additional information on the
Blount accelerated depreciation, see Footnote 19.

Gas tility Operations - MGE Energy and MGE
Gas deliveries and revenues

The following table compares MGE's gas revenues and gas therms delivered by customer class during each of the
periods indicated:

Revenues Therms Delivered
(Tn thousands, except HDD and average
rate per therm) 2008 2007 % Change 2008 2007 % Change
Residential .........covevceeerrccncnncnonnnnen,. $130,012 $110,046 18.1% 100,014 92,218 8.5%
Commercial/industrial .. 106,582, 83,799 27.2% 107,329 88,330 21.5%
Tatal retail.......ocrverecrmrssecsnrenerereeesssnnss 236,594 193,845 22.1% 207,343 180,548 14.8%
Gas transportation... 2,903 2,623 10.7% 37,053 34,645 7.0%
Oher TEVERUES ....vivee et sesee s eeeens 3,101 1,457 112.8% - - -
TORAL et e $242,598 $197,925 22.6% 244396 215,193 13.6%
Heating degres days (normal 7,119).......ceeee. 7,716 6,935 11.3%
Average rate per therm of rerail customer...... $1141 $1.074 6.2%

Gas revenues increased $44.7 million or 22.6% for the year ended December 31, 2008, These changes are related to the
following factors:

(Tn millions)
2008
Gas COSISTALES. .c.covrernrneccers v, $12.2
Gas deliveries..........covvnmcesceniseenrinen 30,0
Transportation and other effects............. 1.9
Total.ceceesirireie e, 9447

Gas costs/rates. The average retail rate per therm for the year ended December 31, 2008, increased 6.2% compared to
the same period in 2007. The PSCW authorized a 2.8% increase in MGE's gas distribution rates effective J anuary 1,
2008, to cover increased system demands and funding statewide energy programs. Also coniributing to this increase is
higher natural gas costs.

Retail gas deliveries. The 14.8% increase in retail gas deliveries for the year ended December 31, 2008, was attributable
to cooler than normal weather, reflected in an 11.3% increase in the heating degree days between the periods, and
increased use by a large commercial/industrial customer.

Transportation and other revenues. Transportation and other revenues increased a total of $1.9 million primarily due to
an increase in income realized under the GCIM.

Under MGE's GCIM, if actual gas commodity savings and capacity release revenues are above or below a benchmark
set by the PSCW, then MGE's gas sales service customers and shareholders share in any increased costs or savings per
percentages set by the PSCW. For the years ended December 31, 2008 and 2007, shareholders received the benefit of
$2.4 million and $0.9 million, respectively, from capacity release revenues and commodity savings under the GCIM.




Equity Price Risk - Pension-Related Assets

MGE currently funds its liabilities related to ecmployee benefits through trust funds, These funds, which include
investments in debt and equily securities, are managed by various investment managers. Changes in market value of
these investments can have an impact on the future expenses related to these liabilities, Holding other assumptions
constant, for every 1% reduction in the expected rate of return on plan assets, annual pension and other postretirement
cost would increase by approximately $1.5 million, before taxes. MGE's risk of expense and annuity payments, as a
result of changes in the market value of the trust funds, is mitigated in part through future rate aclions by the PSCW.

Regulatory Recovery Risk

MGE's electric operations burn natural gas in several of its peak power planis or as a supplemental fuel at several coal-
fired plants and, in many cascs, the cost of purchased power is tied to the cost of natural gas, MGE bears significant
regulatory risk for the recovery of such fuel and purchased power costs when costs are higher than the base rate
established in its current rate structure.

As noted above in Commodily Price Risk, the electric operations of MGE operate under a "fuel rules" adjustment clause
for fuel and purchased power costs associated with the generation and delivery of electricity. This clausc establishes a
base rate for fuel and purchased power. MGE is subject to a fuel rules bandwidth of -2% to +2%. MGE may be required
to refund to customers if the fuel rules costs fall outside the lower end of the range (-2%), and would be allowed to
request a surcharge if the fuel rules costs exceeded the upper end of the range (+2%). MGE assumes the risks and
bencfits of variances that are within the 2% bandwidth. For 2009, fuel and purchased power cosls included in MGE's
base fuel rates are $123.2 million.

Credit Risk - Counterparty

Credit risk is the loss that may result from counterparty nonperformance. MGE is exposed to credit risk primarily
through its merchant energy business, MGE uses credit policies to manage its credit risk, which includes utilizin g an
established credit approval process, monitoring counterparty limits, employing credit mitigation measures such as
collateral or prepayment arrangements, and using netting agreements,

Due to the possibility of extreme volatility in the prices of energy commodities and derivatives, the market value of
contractual positions with individual counterpartics could exceed established credit limits or collateral provided by
those counterparties. If such a counterparty were then to fail to perform its obligations under its contract (for example,
fail to deliver the clectricity MGE originally contracted for), MGE could sustain a loss that could have a material impact
on its financial resulis.

Additionally, if a counterparty were to default and MGE were to lquidate all contracts with that entity, MGE's credit
loss would include the loss in value of matk-to-market contracts; the amount owed for settled transactions; and
additional payments, if any, to seltle unrealized losses on accrual contracts.

MGE is obligated to provide service to all electric and gas customers within its respective franchised territories. MGE's
franchised electric territory includes a 316 square-mile area in Dane County, Wisconsin, and MGE's franchised gas
territory includes a service area covering 1,631 square miles in Wisconsin. For the year ended December 31, 2008, no
one cusiomer constituted more than 9% of total operating revenues for MGE and MGE Energy. Credit risk for eleciric
and gas is managed by MGE's credit and collection policies, which are consistent with state regulatory requirements,

Cash, cash equivalents, and customer accounts receivable are the financial instruments that potentially subject

MGE Energy and MGE to concentrations of credit risk. MGE Energy and MGE place their cash and cash equivalents
with high credit-quality financial institutions. MGE has limited concentrations of credit risk from customer accounts
receivable because of the large number of customers and strong economy in its service territory,
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