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Requests for Information NP 2008 GRA

Volume 3, Section 1 — McShane, Cost of Capital

Q. Please provide copies of the following publications and/or documents referred to in
Ms. McShane’s Direct Testimony:

a.

b.

(page 10, line 275) Moody’s Credit Opinion, Newfoundland Power Inc., July
2005.

(page 11, footnote 4) Conference Board of Canada, Provincial Outlook 2006,
Long-Term Economic Forecast, March 2006 - only the Executive Summary and
the chapter covering Newfoundland and Labrador are required.

(page 11, footnote 6) Consensus Economics, Consensus Forecasts, February 12,
2007.

(page 17, footnote 10) Marlene K. Puffer, “Back to Basics,” Canadian Investment
Review, Fall 2006.

(page 18, footnote 13) DBRS, Credit Rating Report: Newfoundland Power,
January 6, 2006.

(page 19, footnote 16) The DBRS publication where its “broad guidelines for
A/BBB ratings” are published.

(page 19, footnote 17) Moody’s Investor Services, Rating Methodology: Global
Regulated Electric Utilities, March 2005.

(page 20, lines 550-552) The S&P publication that Ms. McShane is referring to in
the referenced passage.

(page 21, lines 570-572) Standard and Poor’s, Key Credit Factors: Assessing U.S.
Vertically Integrated Utilities” Business Risk Drivers, September 2006.

(page 21, footnote 19) Standard and Poor’s, Research: Key Ratings Factors for US
Electric Transmission Companies, November 10, 2005.

(page 21, footnote 20) Standard & Poor’s, Corporate Criteria, October 2004.
(page 21, footnote 21) Standard & Poor’s, Research: Newfoundland Power Inc.,
April 23, 2004.

(page 25, footnote 23) S&P, Peer Comparison: Consolidated Edison Inc., Hydro
One Inc., and National Grid PLC - Same Rankings, Different Basis, October 11,
2005.

(page 25, footnote 23) S&P, Research: Peer Comparison: North American Stand-
Alone Transmission Companies Deliver Electricity and Profits, April 20, 2006.
(page 26, lines 678-681) DBRS, The Rating Process and the Cost of Capital for
Utilities: Five Reasons Why Canadian Utilities have Lower Ratios and Five
Changes to Regulation Which Should be Introduced in Canada, May 2003.

(page 26, lines 687-698) The three DBRS reports referred to in the referenced
lines dealing with ATCO Ltd., AltaLink, and FortisAlberta.

(page 27, lines 719-720) S&P, Research Update: ATCO Group of Companies ‘A’
Ratings Affirmed; Outlook Stable, November 9, 2004.

(page 27, lines 726-727) S&P, Research Summary: AltaLink, June 5, 2006.

(page 27, line 732) S&P, Research: Union Gas, August 24, 2006.

Newfoundland Power Inc. — 2008 General Rate Application Page 1 of 4



O©CoOoO~NO UL WN PP

CA-NP-263

Requests for Information NP 2008 GRA

aa.

A. @)

(b)

(©)

(d)

(e)

(f)

(9)

(page 27, footnote 24) Standard & Poor’s, Industry Report Card: Regulatory
Rulings, M&A, and Fuel Cost Recovery Dominate Global Utilities Credit
Environment, November 21, 2006.

(page 33, line 891 and page 37, lines 1020-1021) Consensus Economics,
Consensus Forecasts, October 2006.

(page 37, footnote 34) Blue Chip Financial Forecasts (December 2006).

(page 62, footnote 65) Taylor, Karen, BMO “Pipelines/Gas & Electric Utilities:
2007 ROEs Decline to Unprecedented Levels; Ontario Gets Reprieve,” December
7, 2006.

(page 63, footnote 67) The Conference Board of Canada, Electricity
Restructuring: Opening Power Markets, May 2004.

(Appendix B, page 15) For the two sources for the Table B-3 figures, provide
copies of the pages containing the raw underlying annual data series for each of
the 6 columns.

(Appendix B, page 19, footnote 86) Blue Chip Financial Forecasts, March 1,
2007.

(Appendix B, page 23, footnote 89) Dr. Stephen A. Ross, “Is Beta Useful?” The
CAPM Controversy: Policy and Strategy Implications for Investment
Management, AIMR, 1993.

Moody’s Credit Opinion, Newfoundland Power Inc., July 2005 is Attachment A;
See e-file CA-NP-263, Attachment A.pdf.

Conference Board of Canada, Provincial Outlook 2006, Long-Term Economic
Forecast, March 2006 is Attachment B;
See e-file CA-NP 263, Attachment B.pdf.

Consensus Economics, Consensus Forecasts, February 12, 2007 is Attachment C;
See e-file CA-NP 263, Attachment C.pdf.

Marlene K. Puffer, “Back to Basics,” Canadian Investment Review, Fall 2006 is
Attachment D;
See e-file CA-NP-263, Attachment D.pdf.

DBRS, Credit Rating Report: Newfoundland Power, January 6, 2006 is
Attachment E.
See e-file CA-NP-263, Attachment E.pdf.

The DBRS publication where its “broad guidelines for A/BBB ratings” are
published is Attachment F;
See e-file CA-NP-263, Attachment F.pdf.

Moody’s Investor Services, Rating Methodology: Global Regulated Electric
Utilities, March 2005 is Attachment G;
See e-file CA-NP-263, Attachment G.pdf.
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(n)  The S&P publication that Ms. McShane is referring to in the referenced passage is
Attachment H.

See e-file CA-NP-263 Attachment H I.pdf.

0] See response to CA-NP-263 (h).

()] Standard and Poor’s, Research: Key Ratings Factors for US Electric Transmission
Companies, November 10, 2005 is Attachment J;

See e-file CA-NP-263, Attachment J.pdf.

(k)  Standard & Poor’s, Corporate Criteria, October 2004 is Attachment K.
See e-file CA-NP-263, Attachment K.pdf.

() Standard & Poor’s, Research: Newfoundland Power Inc., April 23, 2004 is
Attachment L.

See e-file CA-NP-263, Attachment L.pdf.

(m) S&P, Peer Comparison: Consolidated Edison Inc., Hydro One Inc., and National
Grid PLC - Same Ratings, Different Basis, October 11, 2005 is Attachment M;
See e-file CA-NP-263 Attachment M.pdf.

(n)  S&P, Research: Peer Comparison: North American Stand-Alone Transmission
Companies Deliver Electricity and Profits, April 20, 2006 is Attachment N.

See e-file CA-NP-263, Attachment N.pdf.

(0) DBRS, The Rating Process and the Cost of Capital for Utilities: Five Reasons
Why Canadian Utilities have Lower Ratios and Five Changes to Regulation
Which Should be Introduced in Canada, May 2003 is Attachment O.

See e-file CA-NP-263, Attachment O.pdf.

(p)  The three DBRS reports referred to in the referenced lines dealing with ATCO Ltd.,
AltaLink, and FortisAlberta is Attachment P.

See e-files CA-NP-263, Attachment P - DBRS AltaLink November 2004.pdf;
CA-NP-263, Attachment P - DBRS ATCO Dec 2004.pdf; and CA-NP-263,
Attachment P - DBRS FortisAlberta September 2004.pdf.

(0 S&P, Research Update: ATCO Group of Companies ‘A’ Ratings Affirmed,;

Outlook Stable, November 9, 2004 is Attachment Q.
See e-file CA-NP-263, Attachment Q.pdf.
()  S&P, Research Summary: AltaLink, June 5, 2006 is Attachment R.

See e-file CA-NP-263, Attachment R.pdf.
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(s) S&P, Research: Union Gas, August 24, 2006 is Attachment S.
See e-file CA-NP-263, Attachment S.pdf.

® Standard & Poor’s, Industry Report Card: Regulatory Rulings, M&A, and Fuel
Cost Recovery Dominate Global Utilities Credit Environment, November 21,
2006 is Attachment T.
See e-file CA-NP-263, Attachment T.pdf.

(u)  Consensus Economics, Consensus Forecasts, October 2006 is Attachment U.
See e-file CA-NP-263, Attachment U.pdf.

(v)  Blue Chip Financial Forecasts, December 2006 is Attachment V.
See e-file CA-NP-263, Attachment V.pdf.

(w)  Taylor, Karen, BMO “Pipelines/Gas & Electric Utilities: 2007 ROEs Decline to
Unprecedented Levels; Ontario Gets Reprieve,” December 7, 2006 is Attachment W.
See e-file CA-NP-263, Attachment W.pdf.

(xX)  The Conference Board of Canada, Electricity Restructuring: Opening Power
Markets, May 2004 is Attachment X.
See e-file CA-NP-263, Attachment X.pdf.

(y)  The raw underlying annual data series for each of the 6 columns for the two
sources for the Table B-3 figures is Attachment Y.
See e-files CA-NP-263, Attachment Y - CIA Cdn Economic Stats 1924-2005.pdf;
and CA-NP 263, Attachment Y - Ibbotson 2007 Yearbook.pdf.
The Ibbotson Associates, Stocks, Bonds, Bills & Inflation, 2007 Yearbook has
been provided as this is the latest update. The columns entitled Risk Premiums
are calculated from the Stock Returns and Bond Returns columns and thus have
no underlying data.

(z)  Blue Chip Financial Forecasts, March 1, 2007 is Attachment Z.
See e-file CA-NP-263, Attachment Z.pdf,

(aa) Dr. Stephen A. Ross, “Is Beta Useful?” The CAPM Controversy: Policy and

Strategy Implications for Investment Management, AIMR, 1993 is Appendix AA.
See e-file CA-NP-263, Appendix AA.pdf.
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Moody’s Credit Opinion
Newfoundland Power Inc., July 2005
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Newfoundland Power Inc.

Newfoundland Power Inc.'s (NPI) Baal rating (senior secured) and stable outlool: reflect the following key credit
strengths and challenges:

Credit Strengths

*  First mortgage security over NPI's property, plant and equipment

*  Low risk, cost of service regunlared manopoly, predominantly T&D utility

*  Lack of competitive pressure due to dominant position in a small, isolated and relatively low growth market
*  Stable & supportive regulatory regime

*  Moderate leverage - constrained by 65% debt/capitalization bank covenant

*  Sufficienc liquidity under NPI's $100 million syndicated committed revolving credit facility

*  Manapeable debt maturity profile

*  Operational and financial independence from parent, Fortis Inc., and affiliates

* Expectation of low restructuring risk

Credit Challenges

*  Declining trend in FIFO/Debt in recent years

*  Slightly free cash flow negatve

*  Relatively small company serving a historically weak economy

* Rising electricity rates due to flow through of rising purchased power costs

Moody’s Investors Service
Global Credit Research




Credit Strengths

FIRST MORTGAGE SECURITY OVER NPE'S PROPERTY, PLANT AND EQUIPMENT

NPI's first mortgage bonds (FMBs) are secured by a first fixed and specific charpe on property, plant and equipment
owned or to be acquired by the company as well as a floating charge on all other assets. The FMBs also benefic from a
general sinking fund which is to be funded annually in an amount equal to 1% of the original principal balance of the
FMBs. The FMBs represent virtually all of NPI's debt with the exception of its unsecured bank lines which are com-
prised of a $100 million syndicated committed revolving term facility and a $20 million demand facility.

LOW RISK, COST OF SERVICE REGULATED MONOQPOLY, PREDOMINANTLY T&D UTILITY

Moody's considers NPI's business risk to be relatively low, reflecting the fact that it is predominantly 2 transmission
and distribution utility that is regulated on a cost-of-service basis by the Board of Commissioners of Public Utilities of
Newfoundland and Labrador (PUB). The 144 MW of generation owned by NPI, two thirds of which is small hydro,
represents approximately 10% of NPI's total assets and generaves roughly 10% of the electricity that NP1 delivers to
its customers. NPI purchases the balance of the electricity consumed by its customers from provincially-owned New-
foundland & Labrador Hydro (Iydro). The cost of power purchased from Hydro is a flow through to end use con-

SUmers.

LACK OF COMPETITIVE PRESSURE DUE TO DOMINANT POSITION IN A SMALL, ISOLATED AND
RELATIVELY LOW GROWTH MARKET

NPI has a dominant market position on the island of Newfoundland serving 225,000 or approximately 85% of the on-
island customers (the balance of on-island customers are directly served by Hydro). The island of Newfoundland is an
isolated and relatively low-growth market which acts as an effective barrier to competitive entry, In addition, as noted
below, Moody's believes that market restructuring and the introduction of competition are unlikely to occur in the
foreseeable future.

STABLE & SUPPORTIVE REGULATORY REGIME

NPI operates under a cost of service return on rate base regime that is overseen by the PUB. NPI benefits from the
existence of a Rate Stabilization Account (RSA) which captures volatility in the price of power purchased from Hydro
that reflects fluctuations in the cost and quantity of fuel oil burned by Hydro. The PUB reviews the RSA and adjusts
NPI's rates annually in July to permit NPI to recover or refund RSA balances from ratepayers. In addition, the PUB
has approved the use of a Weather Normalization Reserve (WNR) to adjust for the financial impact of weather on
demand parterns and of hydrology on purchased power requirements, While NPI's short-term cash flows can be
impacted by variations in weather, hydrology and purchased power costs, the existence of the RSA and WNR provide
INPI with the ability to uldmately recover these costs from ratepayers.

MODERATE LEVERAGE - CONSTRAINED BY 65% DEBT/CAPITALIZATION BANK COVENANT

NPI has moderate leverage with FFQ/Adjusted Debt of approximately 14% and Adjusted Debt/Adjusted Capitaliza-
tion of about 56% according to Moody's calculations. NPI's leverage is constrained by the covenant in its bank credic
agreement which limits its debt to capitalization to 65%. At Q1 2005, NPI's debt to capitalization ratio calculated in
accordance with the covenant was 54%, leaving adequate headroom under the covenant. Also, Moody's expects that
NPI will continue to pursue a dividend policy that will ensure that it remains at or near the maximum 45% equity
allowed by its regulator.

SUFFICIENT LIQUIDITY UNDER NPI'S $100 MILLION SYNDICATED COMMITTED REVOLVING CREDIT
FACILITY

In January 2005, NPI established a $100 million 364-day syndicated committed revolving credit facility. The facility is
extendible for additional 364 day periods with the consent of the lenders. However, if the lenders do not extend the
maturity date, NPI has the option to draw down the full amount of the facility and convert it to a one year term loan.
Moody's expects that, together with retained cash flow, this facility will be adequate to support the company's ongoing
capital expenditure requirements of approximately $50 million annually. NPT expects to periodically issue additional
FMB debt to reduce the amount outstanding under the revolving credit facility. Moody's notes that the availability of
funds under NPI's revolving eredit line could be constrained in adverse circumstances due to the existence of a Mate-
rial Adverse Change (MAC) clause. However, Moody's believes that the potential impact of the MAC clause is some-
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what muted by the fact that there is a specific carve-out for adverse weather condidons, which is one of the most likely
events that could negatively impact the company's performance.

MANAGEABLE DEBT MATURITY PROFILE

NPTI's sinking fund payment and maturity schedule is manageable. Sinking fund payments over the next five years are
scheduled to be less than $4 million annually. First Mortgage Bond Series AC matures in 2007 (§32.7 million cur-
rently outstanding) following which the next maturity occurs in 2014,

OPERATIONAL AND FINANCIAL INDEPENDENCE FROM PARENT, FORTIS INC., AND AFFILIATES

Consistent with Fords' philosophy of operating its utility subsidiaries on a stand-alone basis, NPI is operationally and
financially independent of Fortis and the level of dividends paid to Fortis has not historically been stressful for NPI.
The company's financial agreements illustrate this financial strategy. NPI's bank credit agreement contains covenants
which prohibit affiliate loans and guarantees and place meaningful restrictions on other affiliate transactions. These
provisions place prohibidons on loans and guarantees to affiliates and meaningful restrictions on all affiliate transac-
tions.

EXPECTATION OF LOW RESTRUCTURING RISK

Moody's expects the risk of electricity market restructuring in Newfoundland to be relatively low. While there was
discussion in the past about the possibility of provincially-owned Hydro acquiring NPI, after studying the situation,
the government announced in February of 2004 that it was not the government's intent to pursue the ownership of
NPI by Hydro.

Credit Challenges

DECLINING TREND IN FFO/DEBT IN RECENT YEARS

Recent declines in the ratio of funds from operations to total debt (FFO/Debt) reflect the impact of lower regulated
depreciation on revenues. Following a depreciation study conducted in 2002, the company was required to reduce the
amortization of its assets by $5.8 million annually during each of 2003, 2004 and 2005, All else being equal, Moody's
expects amortization for rate making purposes to increase by approximately $5.8 million commencing 2006, which
should have a positive impact an FFOQ/Debt and other cash flow metrics. The recent declines in FFO/Debt also
reflect the increase in the amount of outstanding debt, which has tracked the steady growth in NPI's property plant
and equipment.

SEIGHTLY FREE CASH FLOW NEGATIVE

Consistent with most electric utilities, it is expected that NPIwill continue to be modestly free cash flow negative after
capital spending and dividends for the foreseeable future. This reflects NPI's moderate but steady cash flow, its signif-
icant ongoing capital expenditure program, and its expected dividend pay-out. As previously noted, Moody's expects
that NPI will continue to pursue a dividend policy that will ensure that it remains at or near the maximum 45% equity
allowed by its regulator. As a result, Moody's expects an increase in NPI's dividend payout in the near term.

RELATIVELY SMALL COMPANY SERVING A HISTORICALLY WEAK ECONOMY

NPI is a relatively small company with total assets of less than $1 billion serving a customer base of approximately
225,000. It operates in a jurisdiction whose economy has been relatively weak and which continues to be more depen-
dent upon the cyclical natural resource sector than the country as a whole, While the province's population continues
to decline, NPI has benefited to some degree from the relocation of a portion of the population from small remote
communities to larger urban centres such as St. John's.

RISING ELECTRICITY RATES DUE TO FLOW THROUGH OF RISING PURCHASED POWER COSTS

NPI has experienced material increases in the cost of power purchased from Hydro, largely due to the escalating price
of fuel oil which fires Flydro's largest thermal generating station. While the cost of purchased power is a flow through
to the ratepayer, rising electricity rates could negatively impact electricity demand.
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Provincial Outlook Executive Summary

Long-term Forecast
Protound Demographic Changes
Weigh On Potential Growth

NATIONAL OVERVIEW

anada seems poised to enjoy the good times

ahead. High commodity prices, a relatively

good fiscal stance, low inflation and the lift
to purchasing power resulting from a strong currency
have benefited many sectors in the economy. In particu-
lar, consumer spending and business investment have
surged over the past three years allowing real gross
domestic product (GDP) to advance at a healthy clip
despite the significant drag caused by a deteriorating
trade balance. Total government spending has posted
steady and strong gains recently, as federal transfers
to the provinces have seen generous increases, helping
cover the quickly expanding costs of health care.
Residential investment too has added fuel to the fire,
although this boom is expected to be snuffed out
quickly as home construction realigns with demo-
graphic demand. Over the next five years (2006-10),
the Canadian economy is expected to advance by an
average growth pace of 3 per cent, slower than the

HIGHLIGHTS

Ontario and Alberta will occupy the two top spots over the long
term, Ontario from a favourable demographic outlook due to sturdy
international migration and Alberta from the development of the oil
sands, where an amazing $100 billion in investment is expected to
expand the industry.

Over the long term, real GDP growth will average 2.3 per cent in
British Columbia and 2 per cent in Prince Edward Island, as the
provinces become preferred retirement havens for baby boomers.

Declining population and depletion of oil reserves will weigh
heavily on Newfoundland and Labrador over 2005-25.

Population will shrink in every year of the forecast in New
Brunswick and Nova Scotia, impeding real economic growth
significantly over the long term.

(Quebec can expect average annual growth of 2 per cent over the
forecast, as major capital outlays in electricity-generating capacity
and sound export activity compensate for tepid population growth.

Population growth will hold steady over the forecast period in
Manitoba due to more favourable immigration. Saskatchewan
will experience very weak population gains over 2005-25.

ECONOMIC PERFORMANCE AND TRENDS




3.3 per cent growth attained between 1995 and 2005
but nonetheless at a pace above the underlying potential
of the economy. Demographic factors suggest that eco-
nomic growth will advance more and more slowly over
the long term, with economic growth averaging 2.3 per
cent over 2011 to 2020. The economy is expected to
manage growth of 2.1 per cent per year over the last
five years of the forecast, still not a bad result consider-
ing the weak population growth and the effects of a
much older society.

Demographic factors suggest that economic
growth will advance more and more slowly over
the long term.

Although the forecast is promising, we need to be
aware of a number of potential snags that could signifi-
cantly alter the near-term growth path. Of most concern
is the question of whether the United States will manage
to smoothly navigate the large imbalances that plague
its economy. The presence of a hefty federal government
deficit is overshadowed by the global imbalance evi-
denced by a huge current account deficit. Moreover,
American consumers, who represent roughly 20 per
cent of the world economy, are highly leveraged on
real estate prices that some consider arbitrarily high.

Oil prices have also continued their ascent recently, this
time propelled by a heating geopolitical situation. While

the U.S. and world economies seem to have adjusted

to higher energy prices, price softening would be a wel-
come relief to help dissolve some of the structural diffi-
culties faced by the U.S. economy.

Assuming that the U.S. and world economies do
steer their way through the troubles ahead, Canada’s
outlook is positive. The Canadian economy has survived
numerous structural adjustments on the domestic and
international stage, including fiscal reform, the high-tech
wreck, the development of multinational trading blocs,
corporate malfeasance and globalization. More recently,
Canadian manufacturers have been scrambling to adjust
to what amounted to a reduction in sales prices of more
than 30 per cent, the result of the rapid acceleration in
the value of our currency. While adjustments are not
complete, the manufacturing sector has done surprisingly

well over the transition, undergoing heavy retooling and
layoffs that finally, over 2004 and 2005, produced excel-
lent growth in labour productivity.

And while there has been poor growth in manufactur-
ing employment recently, Canada has not been lacking in
new jobs. This is especially true in Alberta, where high
energy prices have led to frenzied investment and con-
struction activity in the oil patch. Elevated commodity
prices have resulted in increased economic activity for
many resource sectors, while British Columbia is under-
going a construction boom, in part due to preparation for
the 2010 Olympics. The situation has resulted in low
unemployment, higher wages and changing migration
flows as central and eastern Canadians migrate west,
especially to Alberta, looking for better job opportunities.

While energy and commodity prices are assumed
to have peaked, they are forecast to remain strong over
the forecast, partly because of the steady growth in
demand coming from China and other developing
nations. Elevated oil prices will support ongoing devel-
opment of Canada’s massive oil sands reserves; other
resource sectors, with some notable exceptions, will
also benefit from the profitable situation brought about
by high world prices. Central Canada too will face better
prospects as the Canadian dollar stabilizes and eases
modestly in the near term. This will provide a break for
the manufacturing sector, which must remain lean and
innovative to compete in the global environment. More
balanced regional performances will help lift real GDP
growth by 3.1 per cent in 2006, while growth will
remain strong at about 3 per cent over the near term
as the economy reaches its full potential.

Beyond 2010 the Canadian economy will experience
a deceleration in growth that is expected to continue
through the remainder of the forecast horizon. Slower
population growth and the effects of an aging population
will restrain labour force growth and heavily influence
income and spending patterns. With the first members
of the large baby-boom cohort about to celebrate sixty,
the labour market is on the verge of a massive wave
of retirement that will only accelerate over the next
20 years. Even with optimistic immigration assumptions,
this will result in sharp slowing in the labour force that
will weaken growth in GDP. However, economic growth

The Conference Board of Canada



can be rescued by heavy investment in machinery and
equipment and technology, and by utilizing more highly
skilled workers and using more innovative production
processes. To some extent, all of these things are already
happening and the pace of productivity growth has been
improving. Over the long term, strong labour productiv-
ity—getting more output per worker—is a key assump-
tion behind our long-term forecast.

The most striking development over the long term
will be the aging of the Canadian population. The
postwar baby boom came to an end in the mid 1960s,
and the fertility rate has been much lower since then.
Consequently, the age distribution of the population
will change considerably as the baby-boom generation
progresses up the population pyramid. This will be
particularly noticeable beyond 2010, when the share of
the population over 65 climbs steeply. The assumption
is made that a strong and growing level of immigration
will shore up overall population growth. International
immigration is expected to rise from about 230,000 in
recent years to 300,000 by 2025. Thanks to strong net
immigration, Canadian population growth will be sus-
tained over the long term, with growth easing modestly
from its current pace of 0.9 per cent to an average just
above 0.7 per cent over 2021-25.

International immigration is expected to rise from
about 230,000 in recent years to 300,000 by 2025.

Higher immigration will not suffice to offset the
dominant aging of the baby boom, with the most
important implication arising as a growing constraint
on labour force growth. The pressure is not immediate,
as a strong economic performance in recent years has
enticed people to re-enter the job market. In particular,
relief came as the result of an extraordinary jump in
the participation of women in the 55-59 age cohort.
This change was brought about by the aging of women
who through their working lives have exhibited higher
labour force participation than have earlier generations.
These developments provide temporary relief to the
effects of the aging population on the labour force,
but the overall participation rate will start to ease in
the next decade as baby boomers begin to leave the
labour force. This will lead to a dramatic slowing in
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overall labour force growth and will result in a shortage
of workers, in particular skilled workers, to replace the
increasing number of retirees.

Several changes will occur in the marketplace to
address the rising pressures. The tightening labour mar-
ket is assumed to produce high real wage growth, which
in turn will lead firms to substitute capital for labour
wherever feasible. Therefore, although growth in invest-
ment will slow as the technology sector matures, it will
still remain robust over the next 20 years, and labour
productivity will improve dramatically. Moreover, some
workers eligible to retire will remain in the workforce to
take advantage of higher real wages. The net result will
be an unemployment rate that shrinks steadily, averaging
just below 5.5 per cent over the last five years of the
forecast, and labour productivity that reaches growth
of close to 2 per cent annually beyond 2010.

The aging population will bring many more challenges
and changes to the long-term outlook. One of the more
significant challenges will be the additional burden on the
health-care system and thus on public finances. Particular
pressure will be added in the latter years of the forecast as
costs rise significantly for the 75+ age group. In addition,
the changing age structure will shrink the market for
single-detached family dwellings through the entire
forecast period. Conditions will change somewhat with
a recovery in the number of people aged 0—14 beginning
around 2012, as the grandchildren of the baby boom arrive
in heavy numbers. Provincial governments will once again
feel the pressure of a surge in elementary school enrol-
ment in the later years of the long-term forecast.

Chart 1
Long-term Growth Rankings
(GDP, annual average growth)
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Other important structural changes over the long
term include an ever-shrinking role for producers of raw
materials but a real increase in the prices of certain raw
materials, including crude oil and forest products, as they
become scarce. Financial markets will come under pres-
sure as baby boomers move from the high-saving pre-
retirement years to become low-saving senior citizens.
Consumption of durable items such as autos and house-
hold furnishings will slow, while consumption of serv-
ices will continue to expand, especially after 2020. For
further details on the challenges that the Canadian econ-
omy will face over the next 20 years, see the full edition
of Canadian Outlook: Long-term Forecast, 2006 Edition.

PROVINCIAL OVERVIEW

Ontario, Alberta, Manitoba and British Columbia
will post the strongest economic growth over the long
term, while real GDP in the remainder of the country
will average just 1.8 per cent, compounded annually,
from 2005 to 2025. (See Chart 1.) In the top two spots,
Alberta and Ontario are expected to do particularly
well. Economic growth in Alberta in 2006 is expected
to comfortably surpass 4 per cent for the third consecu-
tive year. The energy sector will remain one of the
main driving forces in Alberta over the forecast as the
province benefits from rising oil prices, several multi-
billion-dollar investment projects, an immense non-con-
ventional oil supply and better extraction technology.
Alberta’s oil sands are expected to generate close to
$100 billion in investment by 2025. Over the longer
term, with a significant number of Canada’s aging citi-
zens expected to move to British Columbia and Prince
Edward Island, population and service sector output
will grow in these provinces. Thanks to oil projects and
development at Voisey’s Bay, Newfoundland and
Labrador will post the strongest real GDP growth in
2006. Nonetheless, continued population decline and
the depletion of oil reserves will severely slow growth
in the province’s overall economy in the last 15 years
of the forecast, enough to leave the average growth rate
much weaker than in any other province over the entire
forecast. At first glance, the wedge of 2.3 percentage
points separating the fastest and slowest growing
provinces may not seem significant, but it becomes
quite large when compounded over more than 20 years.

The key factors influencing the long-term perform-
ance of an economy are population growth, labour force
productivity and investment patterns. Population growth

will vary considerably from province to province, though
all provinces will be dealing with a declining natural rate
of increase. Moreover, although significant advances in
communication technology have lessened the importance
of location for many industries, the movement of popula-
tion within and between provinces is expected to con-
tinue to be from smaller to larger centres, and net inter-
national migration will favour the larger provinces.
These trends will lead to declining population in three
provinces—Newfoundland and Labrador, Nova Scotia,
and New Brunswick—over the entire forecast period.
The sluggish population prospects will lead to a faster
aging of the population in these Atlantic provinces.

This profound demographic change will result in fewer
people of working age and therefore to weaker economic
growth. But even if productivity gains mitigate the demo-
graphic effects on real GDP growth, real economic
growth will average less than 1 per cent over 2011-25

in all Atlantic provinces except Prince Edward Island.
However, with productivity gains, real GDP per capita
will continue to make advances, albeit at a slower pace,
over the next 20 years.

The movement of population within and between
provinces is expected to continue to be from smaller
to larger centres.

Estimates of potential output have been generated
for all provinces by taking into account growth in poten-
tial employment, the capital stock and total factor pro-
ductivity. Detailed demographic analysis, an essential
determinant of potential output, has been conducted for
each province, taking into account the unique popula-
tion characteristics of each over the long term. One clear
result emerges from these estimates of potential output:
potential output growth will decelerate in every province
over the next 20 years. This general finding is attributa-
ble mainly to an aging population, which will dampen
growth in the labour force considerably in the last
decade of the forecast.

AGRICULTURE

Canada’s agriculture industry has been adapting to
ongoing structural changes. Lower transportation subsi-
dies have changed the cost structure for grain farmers
in the Prairies since the mid 1990s, resulting in greater
concentration of ownership, changes to the crop mix
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and higher value-added products at home. As livestock
producers take advantage of economies of scale, pro-
duction in this industry too has become increasingly
concentrated. At the same time, the international agri-
culture subsidy war is forcing lower subsidy jurisdic-
tions to be more efficient. A gradual global movement
away from protectionism in agriculture markets is
expected to further enhance Canada’s export potential.
As a relatively low cost producer, Canada is generally
on a sound footing heading into the future.

Agricultural output will be shaped over the long
term by developments in global demand and supply.
The key factor determining demand will be population
growth. The United Nations expects world population
to grow from 6.5 billion in 2005 to 7.9 billion by 2025;
over that span, Canadian exports are expected to shift
to non-traditional, high population-growth markets.
Moreover, upward pressure on agricultural commodity
prices is expected to come from constraints on food
supply and, by extension, on the supply of global
arable land. This in turn is expected to spur productivity-
enhancing research and development, including a greater
reliance on genetically modified food. In addition, a
growing Mexican middle class, combined with greater
Canadian access to the Mexican market under the
North American Free Trade Agreement, will result in
increased pork exports. China represents another poten-
tially strong export market for Canadian producers,
especially in light of China’s recent acceptance into
the World Trade Organization and its emerging status
as an economic superpower. Consequently, growth in
Canadian agricultural output is expected to exceed
global population growth, with average annual com-
pound growth of 2 per cent over 2005-25.

FISHING

Fisheries on the east and west coasts are expected
to face supply constraints over the long term. Mollusks
and crustaceans have dominated the east coast industry
in recent years; but, while these species are more prof-
itable than groundfish, on balance they generate fewer
jobs. The east coast groundfish industry has shown few
signs of improvement and appears to be far from a
measurable recovery. Recent studies by the federal
government indicate that cod stocks have not recovered
since the moratorium on cod fishing was imposed in 1992
and that the fish are scrawnier than before, likely due to
adaptations in breeding. The drop in sea temperature in
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the Scotian Shelf has increased the population of pelag-
ics such as herring, which eat cod eggs, making the
recovery difficult. The recovery of groundfish species
like haddock and cod is also related to environmental
factors and difficult to predict. Though the cod morato-
rium has been lifted, it is unlikely that cod stocks will
be returning to their levels of the late 1980s.

The slump in the groundfish industry forced fisher-
men to turn to crustaceans, such as crab, lobster and
shrimp. The stocks of these species are also dwindling.
Total allowable catch for crab was reduced in recent
years by the Department of Fisheries. Lobster landings
also declined, continuing to follow a downward trend
over time. An expected drop in the sea temperature
will limit growth in east coast fishery over the forecast
period. Meanwhile, the traditional west coast fishery is
battling lower stocks, although it is unclear whether this
phenomenon is temporary or permanent. As well, the
Canadian fishing industry is combating public stigma
towards new technological developments in aquaculture
(fish farms), especially with respect to farmed salmon.

The medium-term outlook for fishing shows modest
opportunities, with average growth of less than 1 per
cent per year.

Continued growth of the aquaculture industry
(which is classified under agriculture) is expected to
buttress long-term job creation, but Canadian producers
will face stiff competition from warm-water aquacul-
ture producers, particularly in South America. In the
near term, the aquaculture industry must contend with
studies that criticize the way it operates and which
adversely compare the quality of its products to those
of wild fish. A recent U.S. study concluded that farm-
raised Atlantic salmon contain pollutants and toxins
and that their consumption should be limited.

The medium-term outlook for fishing shows modest
opportunities, with average growth of less than 1 per
cent per year expected between 2005 and 2015. Over
the remainder of the forecast, growth will be quite lim-
ited. Years of struggle have caused young Canadians
to shy away from the profession, and newer technology
requires fewer human resources. Although the restraint
shown by the federal government in applying catch
restrictions is expected to bear fruit over the long term,



there is too much uncertainty surrounding the industry
to predict a dramatic recovery. All told, average annual
compound growth of 0.1 per cent per year is expected

over the last decade of the forecast.

FORESTRY

In the long term, both demand and supply-side con-
straints will make the forestry sector one of Canada’s
weakest industries. The sector will continue to make
gains over the medium term, growing at an average
annual compound rate of 1.2 per cent from 2005 to
2010. However, the sector is expected to contract at
an average rate of 0.5 per cent over 2011 to 2025.

In the long term, both demand and supply-side
constraints will make forestry one of Canada’s
weakest industries.

Sustainable development, once believed to be an
issue for the next decade, has already begun to affect
the sector. Effective in April 2005, Quebec announced
sweeping changes in its forest management policies,
which reduced the annual allowable cut (AAC) by up
to 20 per cent in some regions.

On the west coast, the industry is buzzing about the
mountain pine beetle infestation, trying to determine the
long-term implications of this disaster. There is definitely
some ambiguity around this issue, given that the duration
and level of destruction are influenced by many different
factors, including weather and soil conditions. However,
some things are clear. The province has been responding
to the infestation by increasing the AAC in regions where
the destruction has been rampant. Because trees remain
commercially viable for only a few years after they are
killed by the beetle, the British Columbia Ministry of
Forests has allowed higher cut levels to harvest these dead
trees and to attempt to isolate infestation areas. With sup-
ply limited, near-term increases will need to be offset with
decreases in the long term. Further, with approximately 30
per cent of British Columbia’s timber supply coming from
the lodgepole pine and the current infestation expected to
kill about 80 per cent of this supply, the sector will face
serious restructuring issues in the years to come.

Not particular to any region in the country are the
demand issues that will affect the sector in the long term.
The aging of the population will cause a deceleration in
household formation rates, which, when coupled with
decelerating population growth, will dampen the outlook
for housing in Canada and the United States. Declining
housing starts will in turn lead to weak lumber demand.

MINING

The mining sector will grow at an average annual
compound rate of 2.2 per cent over 2005 to 2025. The
mining sector is divided into four industry sub-groupings:
metals, non-metallic minerals, mineral fuels, and services
to the mining sector. Growth will vary somewhat for the
four categories over the long term.

Over the first part of the forecast, the metal mining
sector will continue to benefit from elevated metal
prices, driven in part by seemingly insatiable demand
from China. High prices are driving a flurry of explo-
ration activity across the country and resulting in the
reopening of operations once mothballed. Uranium
has been faring particularly well, with the depletion
of worldwide stocks leading to new projects and explo-
ration ventures. Over 2005 to 2014, metal mining is
expected to post average annual compound gains of
1.9 per cent. However, tighter global environmental
restrictions on new mine development and the discov-
ery of more cost-effective mines in other parts of the
world will limit metal mining to just 1 per cent growth,
compounded annually, over 2015 to 2025.

Thanks mainly to the continued development of dia-
mond mines in the Northwest Territories and Nunavut,
non-metal mining will grow by 2.9 per cent from 2005
to 2025. Canada is expected to become the third largest
diamond producer in the world. Snap Lake is scheduled
to begin production in 2007, and the Victor project in
northern Ontario is slated to open in 2008. Further, De
Beers Canada recently filed an application to construct
and operate a mine at Gahcho Kue, which is assumed
to begin production in 2010.

Long-term prospects for potash demand are also

good, as the gradual erosion of soil nutrients will result
in more intensive use of fertilizers. Potash Corporation
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of Saskatchewan holds a large proportion of the world’s
potash supply, so increased demand for fertilizer in an
industry already operating at close to capacity is a boon
for that province’s non-metal mining industry.

On the energy front, events during the past couple
of years have shown how a tight supply—demand situa-
tion for key commodities can quickly send prices sky-
ward and governments scrambling to secure reliable
sources. Global spare capacity for crude oil continues
to be worryingly tight, and this is reflected in energy
prices. The billions of dollars of investment slated to
increase capacity in Canada’s oil sands will be but a
drop in the bucket in light of the rate at which develop-
ing economies, such as China and India, are expected
to consume oil. Even for industrialized economies like
the United States, oil and natural gas demand are set to
continue at an unwavering pace unless significant steps
are put in place to curb demand. Just to satisfy expected
global demand, billions of dollars will need to be poured
into oil exploration and development by member states
of the Organization of the Petroleum Exporting Countries
(OPEC) and in the Caspian region.

The West Texas Intermediate (WTI) price of crude
oil will lose some steam over the medium term.

The small cushion of spare production capacity, cur-
rently estimated at 1 to 2 million barrels per day, will
remain over the medium term, as will the risk to oil
exports from geopolitically sensitive regions such
as the Middle East. The Conference Board expects world
oil prices to reflect the tight global supply and demand
situation and associated geopolitical risks in the near
and medium term, but these should dissipate in the long
term. Crude oil demand growth is forecast to be espe-
cially strong in developing countries, whose share of
world oil consumption will increase from the current
38 per cent to 49 per cent by 2030. The West Texas
Intermediate (WTI) price of crude oil will lose some
steam over the medium term to reach US$43 by 2010
and will then resume climbing as new sources become
more difficult to discover and exploit. By 2025, the WTI
will reach an equilibrium price of US$62 per barrel.
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Energy investment will forge ahead as many oil
sands mining and development projects start producing
oil over the medium and long term. As such, Alberta
remains a hotbed of energy investment. The decline in
the conventional oil supply will continue but will be
offset by oil sands development in the west and some
offshore production in Newfoundland. Bad luck encoun-
tered by some energy companies in offshore Nova Scotia
over the past couple of years will dampen the investment
outlook in that province. Quebec will lead the nation in
hydroelectric development, with some major projects
already under construction or about to begin, and some
longer term projects planned after 2010.

Natural gas spot prices are affected more signifi-
cantly than oil by supply and demand fundamentals
in North America. The tight natural gas situation will
not reverse itself in the short or medium term. On an
energy-content basis, oil and natural gas prices are
assumed to converge as a significant portion of indus-
trial users in the United States can switch between the
fuels. In Canada, conventional production is forecast
to continue declining over the medium and long terms,
especially in Alberta, with the maturing of the Western
Canadian Sedimentary Basin. Gas extracted through
unconventional methods is not expected to make up
the loss from conventional production in the near or
medium term.

While a record number of natural gas wells were
once again drilled in Canada in 2005, production is fore-
cast to remain stable in the very near term but to decline
over the medium and long term, especially in Alberta.
Most new wells are shallow and are being depleted faster
than new reserves can be found, and Alberta’s natural
gas fields, the source of 75 per cent of Canada’s natural
gas supply, no longer have the huge reserves needed to
meet growing North American demand.

Canadian energy investment will be dominated over
the medium and long term by commitments to develop
Alberta’s vast oil sands. Technical improvements to the
extraction process have made this development profitable
at projected world oil prices. The outlook is somewhat
at risk as both skilled labour and building materials are
in high demand and low supply. Significant funds will



also be committed to exploration and development of
offshore resources on Canada’s east coast, especially
offshore Newfoundland. An upside risk to the forecast

is presented by the prospect—currently remote and spec-
ulative—of west coast exploration projects.

Pipeline projects will also form a significant part
of the energy investment outlook as new production
capacity coming out of the oil sands will need to be
transported to new and existing markets. Billions will
be spent on expansions to existing systems in Western
Canada. This includes the $7-billion pipeline in the
Mackenzie Valley that will transport Mackenzie and
Beaufort gas south to Alberta and the U.S. market.

MANUFACTURING

Canadian manufacturers are facing the perfect storm.
Higher energy and raw material prices have raised costs
while the stronger Canadian dollar has lowered the prices
many manufacturers receive. Furthermore, intensified
competition from low-wage countries such as China and
India has put downward pressure on product prices glob-
ally. In an effort to increase cash flow and invest strategi-
cally in this new industrial era, manufacturers will focus
on reducing operating costs over the forecast period.

Over the longer term, manufacturing will post the
highest average growth rate among Canada’s major
industry groupings.

These recent developments have combined to restrain
growth in manufacturing activity to a modest 2.3 per cent
in 2005. Manufacturing output is expected to accelerate
gradually over the medium term as manufacturers adapt
and become more efficient. As such, manufacturing output
is forecast to increase by an average compound growth
rate of 3.9 per cent from 2005 to 2010. Over the longer
term, the manufacturing sector will post the highest aver-
age growth rate among Canada’s major industry group-
ings, growing by an annual average compound rate of
3.4 per cent from 2005 to 2025. The strongest performers
will be manufacturers of transportation equipment (aero-
space and motor vehicles), furniture, primary metals, elec-
trical, machinery, petroleum and coal, and chemicals.

CONSTRUCTION

Canada’s non-residential real estate market entered
the recent slowdown in a relatively balanced state.
Burned by past excesses, non-residential developers
have taken a much more cautious approach than they
took over most of the 1990s. The recent revival in eco-
nomic activity has helped lower vacancy rates for com-
mercial, industrial and office space, especially in key
urban centers. Consequently, growth in non-residential
investment outside the energy sector is recovering, with
growth expected to average 3.7 per cent over 2006—10.
A decline in the pace of overall GDP growth will also
ease the pace at which capital outlays are made over
the long term. Growth in non-energy, non-residential
construction will average 2.4 per cent annually from
2011 to 2025.

Growing energy needs have prompted Canadian utili-
ties to consider medium-term investment projects. There
will be numerous power projects in Quebec over the
forecast period. On top of the ongoing capital initiatives,
Hydro-Québec may move ahead with the $2-billion
Eastmain 1-A and Prince Rupert River diversion
capital development. Hydro-Québec will also purchase
3000 megawatts (MW) of wind power from companies
throughout the province between 2005 and 2012. This
$3-billion investment in new wind-power capacity will
be made by individual companies. On a more speculative
note, a liquid natural gas terminal in the eastern part
of the province may also be constructed before the end
of the decade at a cost of over $700 million. Over the
longer term, additional hydroelectric projects may go
ahead in Quebec. Between 2011 and 2015, a $5-billion,
1500 MW hydroelectric development could get under
way on the Romaine River in the Mingan region. Over
the following five years, another $5-billion, 1500 MW
project is anticipated on the Petit Mécatina River in the
Mingan region. Finally, a huge $10-billion development
on the a la Baleine River could become a reality some-
time in the decade after 2020. As a result, the outlook
includes additional spending of between $10 billion
and $15 billion by Hydro-Québec on three new genera-
tion projects, in addition to a $4-billion facility on the
Churchill River in Labrador. Ontario will also heavily
invest in the electricity sector over the next several years
to refurbish idle nuclear reactors, develop new natural
gas-fired generating plants and generate power from wind.
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Pipeline projects will also form a major part of the
energy investment outlook. Multiple billions will be spent
on expansions to existing systems in Western and Atlantic
Canada. The outlook also includes a multibillion-dollar
pipeline in the Mackenzie Valley to ferry Mackenzie and
Beaufort gas south to Alberta and the U.S. market. The
utility projects, plus significant oil sands and offshore oil
and gas investment over the forecast period, play a notice-
able part in the long-term investment profile.

Housing starts have exceeded the 200,000 mark
for years running, at levels significantly above
demographic requirements.

When structural changes in the economy suppressed
employment and income growth during the 1990s, hous-
ing markets experienced paltry growth. Building activity
was well below household formation levels as would-
be market entrants doubled-up, remained in family
homes longer or sought cheaper rent in subdivided
existing housing units. A combination of pent-up
demand, strong employment growth and low borrowing
costs has sparked a housing boom over recent years that
far exceeded the most optimistic expectations. Housing
starts have exceeded the 200,000 mark for years run-
ning, at levels significantly above demographic require-
ments. While the frenzied activity is continuing, there
are growing signs that the market is getting saturated.
Still-low financing rates are expected to allow new
home construction to ease to levels more in line with
demographic requirements. From a peak of close to
220,000 units expected in 2005, starts are forecast to
slide to about 143,000 units in 2025. As a result of
stronger immigration assumptions, new housing require-
ments are higher than in last year’s long-term outlook.

SERVICE SECTOR

The shift in the age structure of the population is
expected to boost domestic demand for services over the
long term. With continued improvement in global com-
munication technology, a significant portion of these
services will be imported. Consequently, total imports of
services are expected to outpace service exports,
increasing the services trade deficit substantially.
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However, domestic service industries will also benefit
from increased demand in the long term. Manufacturing
is expected to drive growth in the transportation, whole-
sale trade and business services industries. The trend
toward outsourcing of key business processes will con-
tinue, ensuring steady growth in consulting services.
The financial services industry is expected to post strong
growth over the forecast, as more senior citizens will
require wealth management services. At the same time,
demand for housing will wane, so the real estate sector
is expected to suffer lower demand for services. Overall,
service sector output is forecast to increase by 2.3 per
cent over 2005-25, compounded annually.

Output of government-provided services is not
expected to rise strongly over the next five years as
many provinces face significant budgetary deficits. The
latest round of provincial government budgets set forth
plans to adjust spending to the fiscal realities faced by
the various jurisdictions in Canada. Governments at the
provincial level have put the squeeze on spending pro-
jections in order to achieve surpluses over the next two
to five years. There are exceptions: British Columbia
and Alberta will use elevated resource royalty revenues
to generate strong surpluses in the near term. Growth in
public output is expected to rise by an annual average
of 2.6 per cent from 2005 to 2010. After 2010, public
sector output will continue to expand at a slow pace,
averaging 2.1 per cent at compound annual rates from
2011 to 2025.

NEWFOUNDLAND AND LABRADOR

Newfoundland and Labrador is expected to lag
behind all other provinces in real GDP growth over
the long term, advancing at an average annual com-
pound growth rate of 0.5 per cent from 2005 to 2025.
A declining population is the key driver underlying this
weak outlook. Steady net out-migration, combined with
a low and declining natural rate of population increase,
will perpetuate the population decline that began in
1994. Further, the national trend of an aging population
will be amplified in Newfoundland and Labrador, con-
straining labour force growth and putting pressure on
provincial government spending.



During the last 10 years, the province’s economy
has by turns been stimulated and shielded by several
factors. These include major natural-resource-driven
business investment and construction, production start-
ups, public spending and tax cuts, high commodity
prices and strong global demand. However, some of
these factors will soon cease and others will ease,
resulting in a possible slowdown in economic growth
beyond 2006. Furthermore, high energy prices and a
strong Canadian dollar will continue to challenge the
province’s struggling manufacturing sector. At the same
time, the provincial government will face significant
pressure to refrain from running fiscal deficits, with
much greater effort needed to reduce its massive debt-
to-GDP ratio—the largest in the country.

PRINCE EDWARD ISLAND

Prince Edward Island will experience respectable
long-term growth, thanks to a positive demographic
outlook. The Island will lead the Atlantic Provinces in
GDP growth, averaging 2 per cent compounded annu-
ally over 2005 to 2025. Solid gains in the food process-
ing and aerospace industries will help propel manufac-
turing, which is expected to outperform the other
goods-producing sectors.

Prince Edward Island will lead the Atlantic Provinces
in GDP growth, averaging 2 per cent compounded
annually.

Population growth will benefit from positive net
interprovincial migration, reinforcing the province’s
image as a retirement haven for Atlantic Canadians.
Prince Edward Island will post the highest average
population growth rate in the Atlantic region, a demo-
graphic trend that will help sustain consumption growth
in the long term. Growth in the consumption of serv-
ices will be particularly strong, as an aging population
tends to purchase relatively more services, such as
health care and travel.

Overall, compounded real economic growth will
advance by an average of 2.4 per cent per year in the
medium term (2005 to 2010) but weakening demo-
graphic fundamentals will help limit growth to 1.8 per
cent over the long term (2011 to 2025).

10

NOVA SCOTIA

The Nova Scotia economy is anticipated to advance
by an average of 1.3 per cent annually from 2005 to
2025, ranking it eighth among the ten provinces.
Manufacturing activities are expected to expand by an
average of 2.4 per cent over 2005-25, but growth in
most of the domestic industries is expected to soften
during the forecast. In particular, the production of min-
eral fuels will drop by an average of 5.6 per cent annu-
ally over the forecast period as exploration activities
lose momentum, with miners shifting their attention
from the Scotian shelf to the west coast and the territo-
ries. The reduction of exploration activities will slow
growth in mining services to an average of 0.4 per cent
over the forecast, compared with 17.6 per cent between
1995 and 2004. ExxonMobil, one of the biggest petro-
leum players in Nova Scotia, abandoned half of its
exploration licenses in 2004 as more holes turned up
dry. This has created anxiety among other offshore
explorers and led to a loss of over $422 million in
exploration commitments. The uninspiring finding
rate could lead to further evaporation of the $1.15 bil-
lion in exploratory licenses the province is counting on
between now and 2012. This could kill prospects on the
Scotian Shelf just when energy prices are at their best.

Nova Scotia will face a number of fundamental
demographic challenges over the forecast period. First,
the average age of the population will gradually increase
as the baby boomers inch closer to retirement. The
aging of the baby boomers will put enormous strain
on the province’s fiscal prospects. While more spending
on facilities and services will be required for health and
long-term care for the baby boomers, the aging of the
population will slow economic growth and thus the gov-
ernment’s revenue-generating capacity. A compositional
shift in consumer spending will also result as people
buy fewer durable goods and consume more services,
especially in the last five years of the forecast. Second,
low fertility rates and negative interprovincial migration
will slow population growth in the province.

Weak demographic fundamentals are expected to
dominate the population outlook, exerting a profound
impact on the province’s labour market and the econ-
omy. Overall, economic growth is projected to reach an
average of 2 per cent over 200510 and to decelerate to
1.4 per cent over the next five years. The consequences

The Conference Board of Canada



of the demographic change will add to the slowing of
the economy in the last decade of the forecast. Growth
in real GDP is expected to average 0.9 per cent between
2016 and 2020 and 0.8 per cent during the last five years
of the forecast.

NEW BRUNSWICK

Real GDP is projected to grow at a relatively slow
average rate of 1.3 per cent from 2005 to 2025 in New
Brunswick, for ninth rank among the ten provinces.
Weaknesses in construction and metal mining will limit
overall economic growth as the province grapples with
the completion of megaprojects and the closing of the
Brunswick mine in 2008. Forestry will also add to the
slow pace of economic growth as inadequate silvicul-
ture spending stalls increases in total annual allowable
cut, and structural changes in market conditions stifle
demand for pulp and paper.

The New Brunswick government is going ahead
with the multi-million dollar refurbishment of the
Point Lepreau nuclear plant.

In the medium term, however, the construction indus-
try will be propped up by capital spending on health-care
facilities, municipal infrastructure and border crossings.
Work is under way between Grand Falls and Woodstock
to complete the twinning of the Trans-Canada Highway
(TCH) in the province. Brun-Way Group, the consortium
working on this section of the highway, will also operate,
maintain and rehabilitate the TCH between the Quebec
border and Longs Creek, and between Woodstock and the
U.S. border. Work on these projects, worth $400 million,
intensified in early 2005. Site preparation has also begun
on Irving Oil’s much-anticipated $750-million liquefied
natural gas project at the Canaport terminal near St. John,
a project expected to engage more than 500 construction
workers for nearly three years. The provincial govern-
ment is also going ahead with the multi-million dollar
refurbishment of the Point Lepreau nuclear plant. Site
preparation and engineering work began in mid 2005 and
full-scale construction of storage facilities for the nuclear
waste should begin early in 2006. In the long term, sturdy
growth in manufacturing should offset weak construction
and mining activities, allowing the overall economy to
expand during the entire forecast period.

The Conference Board of Canada

Weak demographic dynamics will dominate the out-
look over the long term. One notable factor will be a
rise in the average age of the population. As the propor-
tion of those older than 65 increases, consumption pat-
terns will change for both government and consumers.
Spending on health care will have to rise significantly
to meet the changing needs of the aging population. In
addition, rising net international immigration will be
largely offset by a net outflow of people to other parts
of Canada. Finally, New Brunswick’s fertility rate, one
of the lowest in the country, will be a drag on popula-
tion growth. Total population is projected to shrink
every year over the forecast.

The weakening population outlook will have signifi-
cant consequences for the province’s labour market and
overall economic growth. The Conference Board expects
growth in real GDP to decelerate from an annual average
of 2 per cent in the first six years of the forecast to 1.1 per
cent over 2011-20 and still further to 0.8 per cent from
2021 to 2025.

QUEBEC

With favourable financing conditions whipping up
consumer appetites for new homes and big-ticket items
over the last two years, the Quebec economy has been
relatively successful in overcoming the dampening
effects of an appreciating Canadian dollar. Even as the
export-sensitive manufacturing sector shed jobs, reor-
ganized production plans and made very little gains,
overall provincial real GDP growth at market prices
averaged close to 2.5 per cent over 2004-05. Quebec’s
real GDP at market prices is expected to progress by
an average of 2.7 per cent from 2006 to 2010 and by
a moderate 1.8 per cent compound annual rate over
the last 15 years of the outlook, in line with potential
growth, as demographic changes weigh on economic
prospects.

Economic growth will slow over the long term as
aging baby boomers and a low fertility rate weaken
population growth to a compound annual rate of only
0.3 per cent between 2011 and 2025, reducing consumer
expenditures and housing demand. The proportion of
people aged 65 and older will increase substantially
over the entire forecast period, by nearly 10 percentage
points to 22.2 per cent, while the number of young
people under the age of 20 will shrink from 1,718,966
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in 2005 to 1,582,696 in 2025. Housing starts will fall
steadily from 50,767 units in 2005 to about 12,345 units
in 2025 as demographic factors weaken the number of
new households and the need for new housing. Real
export growth, the pillar of robust economic activity in
the late 1990s, will gradually decelerate over the long
term because of slowing U.S. growth and a Canadian
currency averaging around US$0.82. The telecommuni-
cations, transportation equipment, biotechnology, and
metal and alloy sectors are expected to be some of the
positive contributors to the trade outlook over the next
20 years.

ONTARIO

Ontario’s economic performance softened in 2005.
Weaker residential investment dampened overall invest-
ment growth despite a slight rebound in non-residential
investment and ongoing strength in machinery and equip-
ment. While the domestic economy performed well again
in 2005, bolstered by strong consumer spending and gov-
ernment spending, the trade sector continued to be a
cause of drag on the overall performance of the economy.
Softening net exports subtracted 0.8 percentage points
from the bottom line, resulting in growth of real GDP
at market prices of 2.4 per cent.

Although the strong Canadian dollar and high
energy prices will continue to challenge the heart of
Ontario’s manufacturing sector, the provincial economy
is expected to put together a better performance this
year, with real GDP climbing by 2.9 per cent. Led by
ongoing strength in consumer spending and business
investment, the domestic economy is expected to post
solid growth once again in 2006. The export sector
will continue to adjust to the high Canadian dollar,
but strong global demand led by the U.S. economy
will strengthen export performance in 2006.

The Ontario economy is forecast to grow strongly
over the medium term thanks to sustained U.S. eco-
nomic growth and solid domestic demand. The major
downside risks to the medium-term outlook are the
volatility of the high-flying Canadian dollar, energy
prices, and Ontario’s public finances. The Ontario
economy will be among the strongest in Canada over
the long term, expanding by a compound annual rate
of 2.8 per cent over 2005-25.
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The Ontario government’s plan to eliminate the
structural deficit as outlined in the 2005 budget appears
difficult to achieve. The government’s plan depends on
the freezing of non-health, non-education spending and
a significant reduction in health-care spending growth.
Historical spending patterns, record financial investments
by the federal government, and pressures to reduce wait
times make it highly unlikely that the government will
be able to meet its financial targets. As such, real gov-
ernment spending on goods and services is expected to
grow by a compound annual rate of 2.8 per cent over
2005 to 2010.

The Ontario economy will be among the strongest
in Canada over the long term.

Potential output growth is estimated to grow by 2.8 per
cent per year on average from 2005 to 2014 and 2.6 per
cent over 2015 to 2025. Two key factors will reduce the
economy’s capacity to expand. First, the proportion of
retirees in the population will rise considerably, constrain-
ing long-term potential labour force growth. Second, the
growth of total factor productivity (TFP) is expected to
slow as the forecast wears on, as it is assumed that the
current pace of technological change will ease toward
the end of the current decade.

MANITOBA

Manitoba is expected to enjoy a relatively healthy
economy over the next 20 years, in good part due to a
diversifying and expanding manufacturing sector, solid
employment growth, and strong government spending.
The economy is expected to grow by an average annual
compound growth rate of 2.4 per cent over 2005-25.

Manitoba’s long-term economic health will slow
interprovincial out-migration and strengthen immigra-
tion. Both of these factors will help offset a declining
natural rate of increase. As a result, the population
growth rate will hold steady over the forecast period.
However, the low fertility rate of baby boomers will
result in an aging population plus a sharp deceleration
in labour force growth. The aging of the population
will further strain an already overburdened health-care
sector, forcing the government to devote a greater share
of its spending to this area.

The Conference Board of Canada



Manufacturing will remain the strongest component
of output over 2005-25, with growth of 3.7 per cent, com-
pounded annually. Despite short-term challenges in the
cattle industry, Manitoba’s agriculture outlook remains
healthy over the period, with an annual compound growth
rate of 2 per cent.

SASKATCHEWAN

Saskatchewan’s economic growth is expected to be
strong for the remainder of this decade, but it will cool
off in the long term as demographic changes take hold.
The province’s real GDP is forecast to grow at 2 per
cent annually between 2005 and 2015, and by 1.5 per
cent per year between 2016 and 2025. Taken together,
this yields an average of 1.9 per cent growth per year
over the entire forecast period of 2005-25, ranking
Saskatchewan seventh among Canada’s provinces and
well below the national average of 2.4 per cent.

Saskatchewan will face a number of fundamental
changes over the next 20 years. First, the average age of
the population will gradually increase. This will put an
enormous strain on the province’s health-care sector and
force the government to increase spending to rebuild and
maintain its health-care resources. Second, the aging of
the population will result in a structural change in con-
sumption, as an older population is expected to spend
less on durable goods and more on services, especially in
the last five years of the outlook. Third, a relatively high
fertility rate will be more than offset by steady inter-
provincial out-migration, resulting in slower total popu-
lation growth.

Mining promises to post solid growth for the
remainder of this decade.

Manufacturing will remain the strongest component
of output over 2005-25, with growth of 3.4 per cent,
compounded annually. Saskatchewan’s agricultural out-
look remains relatively healthy, with an annual com-
pound growth rate of 1.6 per cent expected over the
entire forecast period. Finally, mining promises to post
solid growth for the remainder of this decade, led by
uranium and potash extraction, with average annual
growth of 2.1 per cent between 2005 and 2015 and a
slowdown to 1.6 per cent over 2016-25.

The Conference Board of Canada

ALBERTA

The Alberta economy will advance solidly over
2005 to 2025, expanding by a compound average
annual rate of 2.7 per cent, with the energy sector
remaining a driving force. Sustained high oil prices,
an immense non-conventional oil supply and continu-
ally improving extraction technology have shifted
the focus of the energy market to oil sands production.
Long-term prospects for the non-conventional oil indus-
try in Alberta are very favourable. About $53 billion in
activities related to the oil sands have already been pro-
posed by several major energy players for 2005-15,
while an additional $7 billion in oil-sands-related devel-
opment is slated for the remainder of the outlook. About
$24 billion has been spent in the sector since 1995.

Long-term prospects for the non-conventional
oil industry in Alberta are very favourable.

Natural gas spot prices are affected by supply and
demand fundamentals in North America. Weather-
related events in the United States were priced in early
in 2005 and were further exacerbated by the severe sup-
ply shock following hurricanes Katrina and Rita. The
tight natural gas situation will not reverse itself in the
short or medium term. Although the number of wells
being drilled for natural gas is being kept elevated by
drilling for coal bed methane, production of natural gas
is expected to decline over the forecast, especially in
Alberta, with the maturing of the Western Canadian
Sedimentary Basin. Most wells being drilled are shal-
low and are depleted faster than new reserves can be
found. Gas extracted through unconventional methods
is not expected to make up the loss from conventional
production in the near or medium term.

While the long-term forecast for the province is
favourable, an aging population will take its toll on out-
put. Total population growth is projected to weaken over
the forecast, dampening demand for consumer goods and
housing. However, record resource revenues and the pos-
itive job market will continue to attract businesses and
job seekers, boosting Alberta’s population growth out-
look relative to that of other provinces. Overall, eco-
nomic growth is expected to reach an average annual
compound rate of 3.4 per cent during the first decade of
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this century (2000-09), before weaker demographic con-
ditions slow the economy to average annual growth of
2.5 per cent over 2010 to 2025, in line with underlying
potential output growth.

BRITISH COLUMBIA

Real GDP in British Columbia is forecast to grow
at a compound annual rate of 2.3 per cent over 2005-25.
After rebounding strongly in both 2004 and 2005, the
economy is expected to maintain a healthy pace over the
medium term. The export sector will be stimulated by
stronger global demand, especially from the United States
and Asia, and the domestic sector will continue to build
momentum with increased interprovincial migration.
Large-scale infrastructure investment and a host of proj-
ects in preparation for the 2010 Olympics will keep activ-
ity healthy in the province’s construction sector over the
medium term. Government coffers are benefiting from
the strong economic performance, and the government
expects a budget surplus of around $1.6 billion in the
2005-06 fiscal year. The provincial government is fore-
casting further budget surpluses over the medium term
and should therefore become a positive force in the econ-
omy after a few years of tepid growth.

Demographic changes will moderate economic growth

in British Columbia over the long term. Population growth
will slow over the forecast period, even with a return to
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positive net interprovincial migration, as the aging of

the baby boomers dramatically changes the province’s
age profile. This shift will also slow growth in domestic
demand, with consumer spending patterns and housing
activity undergoing the most pronounced changes. While
sluggish, population growth will nevertheless be higher
than in most other provinces, with a compound annual
rate of 0.9 per cent from 2005 to 2025.

While sluggish, population growth will nevertheless
be higher than in most other provinces.

Over the near term, the outlook is quite positive for
forestry, the province’s key resource sector, as the sector
is benefiting from expedited lumber harvests to combat
the mountain pine beetle infestation and reductions in
Quebec’s annual allowable cut. However, the long-term
outlook is not quite as upbeat, as the forecast incorpo-
rates the fallout expected once the pine beetle epidemic
peaks, which will lead to a decline in real forestry output.
Further, the reduction in housing demand likely to result
from an aging North American population will lead
to a corresponding drop in demand for wood products.
Although worldwide demand for wood is expected to
pick up gradually over the forecast period, the challenge
for British Columbia will be to respond to the increased
demand while facing a shrinking timber supply.

The Conference Board of Canada
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Provincial Outlook: Long-term Forecast 2006

by Marie-Christine Bernard
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E-mail Edition: -

Allrightsreserved. Under our agreement this publication may not be repro-

duced (complete or partial}, redistributed, stored in a public retrieval system or
broadeastto persons other than the email subseriber without the priorwritten
permission of Consensus Economics Inc.

Survey Date
February 12, 2007

Every month, Consensus Economics surveys over 240 prominent financial and economic
forecasters for their estimates of a range of variables including future growth, inflation, interest
rates and exchange rates. More than 20 countries are covered and the reference data, together
with analysis and polls on topical issues, is rushed to subscribers by express mail and e-mail.

Contents _ :

' Page ++ Astronger-than-expectedfourth quaﬁerEODG p?_[fq_lfr_pance
T by the US economy has led to 2007 farecasts for GDP and
Significant Changes in the personal consumption growth being upgraded this month.
CONSENSUS 1uimeesnsansssssansusasanmsvassarsnsnans 2 The threat of a significant downtum in activity now appears
o less likely, although a modest slowdown Is expected this
Trends in Productivity and Wages year. Meanwhile, projections for the federal budget deficit
(continued on page 28) ... eieenin 3 have been reduced following robust tax receipts and a less
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o I ' * evidence of further robust gains in early 2007. However, -

b EUID ZODE oo, 18 interest rate rises over the past six months may eventuail'y_r _
- - ST "lead to more subdued activity (see pages 12 and 13).
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In the United States (page 4), forecasts for 2007 GDP
‘rowth have jumped markedly this month. This follows the
release of the advance national accounts forthefourth quarter
of 2006 which showed an acceleration in GDP growth from
2.0% inthe third quarterto 3,5% (in g-o-g annualized ierms), .
hoosted by a 4.4% surge in personal consumption. Our
panel’s expectations for consumption have alse risen this
month. Spending has been supported by stock market gains
and firmer hiring; moreover, concermsthatthe housingdownium
would smother consumer activity appear o have receded.

Headline inflation remains benign, despite the economy

picking up steam. Core persenal consumption expenditures
(PCE) price inflation stood at an annualized 2.1% during the
fourth quarter, but the Fed chairman’s recent congressional
testimony laid out the expectation that core price increases
would fall o 2% or below next year. '

Consensus Ferecasts from Survey of:
2007
Jul Avg Sep Oat Moy Dec Jam Feb

Feb Mar Apr May Junm

23

Historigal Datg—— " Consensus Forecasts-for-2007-from-Survey-of — -
* 9% changs on previous year 2003 2004 2005 2006 | Sep'D6  Oct  Nov Dec - Jan'07 Feb
Gross Domestic Product* - 25 3.9 ‘82 34 2.6 26 25 23 .24 27
Personal Consumption* 2.8 3.9 85 832 2.7 28 28 27 29 34
Consumer Prices* 2.3 27 34 32 27 25 23 20 1.8 17

In Germany (page B), as evidence ofthe economy's robust
‘performance continues to accumulate, forecasts for GDP
“growth have moved higher. With the economy havingexpanded

it its fastest pace since 2000 last year (together with data
‘revealing steep drops inthe unemployment rate and surging

industrial production) our panel has been steadily revising its
projections for 2007 upward, It was initially expected that an
" increaseinvalue-addedtax (VAT}from 16%to 19% (introduced
. on January 1) would severely constrict activity. However,
- ‘business confidence surveys have shown only a slight -
* decline in sentimentfrom the high levels seen averthe course
of 2008, buoying hopes that-underlying improvements in
- gconomic conditions can withstand the negative effects of
“the tax hike. indeed, with unemployment falling fast and the
~ likelihood of higher wage grawth, consumer spending may

. Consensus Forecasts from Survey of:

angs A - 2007
% - Jan Feh CMat  Apr May 2un Jul Aup Sep Ot Mov Doz Jan Fsb
11.0 T T T T T T T T T -

10.2

1.0

2007 Unemployment |

. (%)

-8B

M T T T T T T T T T T T Taposl UrTnglo}mEnt‘\_ '

Rate (%) _

8.2~

begin to pick-up in spite of the rise in VAT.

Historical Data Consensus Forecasts for 2007 from Survey' of

¥ % change on previous year 2003 5004 2005 2006 Sep ‘06 Oct Nov Dec  Jan'07 Feb
Gross Domestic Product* 0.2 1.2 09 27 12 12 13 15 15 17
Industrial Production* 0.1 25 28 56 24 28 28 3.0 3.0 3.2
Unemployment Rate (%, year ave.) | 10.5 10.5 11.7 10.8 10.5 105 104 10.1 9.9 8.6

- NOTES ANDABEREVIAT
O GDP- Gross Domestic Product
na - not available

OECD - Organisation for Economic Co-operation and Development
g-0-q - guarter-on-

y-0-y - year-on-year

IMF
Emu -

International Monetary Fund

Eurcpean economic and monetary union
ECB - European Central Bank
m-o-m - month-on-month

quarter

Measures of GDP, Consumption, Business Investment and Industrial Production are expressed in real (i.e'.b

inflation-adjusted) terms. These variables, and certain others as indicated, are expressed as percentage

changes over the previous year.

r

- ok LT I Ly My Y Yot e N lnlal



In addition to their regular forecasts, this month we asked for our panellists’ projections for growth in numbears of employees
_ andwage aremployment costs between now and 2019, along with real and nominal GDP growth forecasts cverthe same period.

“Usingindices derived from these projections, we have calculated forecasts for broad measures of productivity growth (real
and nominal GDP per employee) and an indicator of unit wage costs (calculated by dividing the employment cost indices by
the indices of real GDP per employee). Although some of the wage definitions used are imperfect measures for total
compensation peremployee, our calculated indices do provide a general indication of future trends in unit wage costs. Figures
in normal type are official data, with consensus forecasts—based on the averages of our panels' forecasts— shown intalics.

_ United States
- Ann. Avge - . - Annual Averages -
% change over previous year 1997-01 2002 2003 2004 2005 2006 |2007 2008 2009 2010-14 2015-19
Real GDP 35 16 25 38 32 34 {27 30 30 30 30
Total Employment 16 €03 09 11 18 19 |13 12 13 . 12 1.1
Real Output (GDP) per Employee 1.9 1.9 1.6 2.8 1.4 1.4 1.3 1.7 1.7 1.8 1.9
Empldymént Costs 3.7 3.6 38 3.7 3.3 3.1 3.4 3.3 33 33 3.2
Unit Wage Costs 18 17 21 08 18 16 |28 16 16 1.5 1.3
Nominal GDP 53 B34 47 68 63 64 |48 50 53 51 5.1
Nominal Output per Employee 3.7 3.7 3.7 5.7 4.5 4.4 3.4 3.7 4.0 3.9 4.0
Japan
' _ = - Ann. Avge - _ L - Annual Averages -
% change over previous year 1897-01- 2002 2003 2004 2005 2006 | 2007 2008 2009 2010-14 2045-19
Real GDP 05 03 15 ‘27 19 22 {19 23 18 18 16
Total Employment ‘92 13 D3 02 04 0.4 03 - o1 at 0.2 0.3
_____ ‘Real Output (GDFP) per E__mployee 0.7 1.5 1.7 2.5 1.4 1.7 | 1.6 21 1.7 1.8 1.9
Total Cash Earnings 03 23 04 27 06 02 |08 12 21 21 21
Unit Wage Costs .0 .38 21 -1 08 -6 |-06 -08 04 02 02
Nominal GDP 03 13 D2 16 06 .12 (18 26 82 28 . 27
Nominal Output per. Emplnyee 0.0 00 - 01 1.4 - 0.2 0.8 1.5 25 30 29 .30

Qur twice-yearly special survey on frends in productivity —
. measured asreal ouiput per employee—coincides with the
" release of the US productivity report for the final quarter of
~ 2006. The Bureau of Labor Statistics showed output per -

L "hour in the non-farm business sector soaring by 3.0% in g-

o-qannualizedterms. This compares witha 0.1% contraction
in the previous quarter, but the rebound also stems from a
‘relatively low base: outputper hourforthe yearasawhole was

up by just 2.1%, its lowest rate of increase since 1997. Our

- panel's own projections suggest that the pace of real output

per US worker will hover around 1.7-1.8%, with Japanese
productivity expected to surpass US rates for much of the
forecast horizon. However, when compared with the Euro
zone, for example, US GDP and productivity growth remain
on a relatively high gradient, thanks in part to the speed with

whichfirms have been able to incorporate new technology: In - -

-contrast, many Euro zone countries like Germany, France
‘and Htaly face structural impediments to faster productivity -

growth. For onething, over-regulation (including France's 35-

~ hour week law which limits working hours) is considered a

hindrance. Higherlabour costs and unemployment are also
hoiding back potential GDP growth and, therefore, productiv-
ity. In addition, the region faces an aging working population
and declining labourforce. Japan, too, suffers from a similar
demographic problem. However, ourpanel's forecasts farreal
output peremployee suggestthatyears oirestructuring inthe
corporate sector have contributed to a leaner and more
competitive industrial structure and financial system. Last
year's corporate profits windfall has also helped.

Tables continued on page 28

Germany

- Ann, Avge - - Annual Averages -

% change over previous year 1997-01 2002 2003 2004 2005 2006| 2007 2008 2009 2010-14 2015-19
-|Real GDP 21 0.0 -0.2 1.2 0.8 2.7 1.7 20 1.8 1.7 1.6
‘[Total Employment 1.0 0.6 -0.9 0.4  -0.1 a.7 0.2 0.6 0.5 0.3 0.2
Real Output (GDP) per Employee 1.1 0.6 0.8 0.8 1.1 2.0 0.8 1.4 1.3 1.4 1.4
Wages & Salaries per Employee 1.2 1.4 1.3 0.6 0.4 0.6 1.3 1.7 1.5 1.5 1.5
Unit Wage Costs 0.1 0.8 0.5 -0.3 -0.7 -1.3 0.5 0.3 0.2 0.1 o.0
Nominal GDP 2.4 1.4 0.9 2.1 1.5 3.0 3.1 31 30 30 30
Nominal Output per Employee 1.4 2.0 1.8 1.7 1.7 2.2 2.2 24 2.6 27 28




Average % Change cn Previous Calendar Year Annual Total
Gross | Personal |Business| pre - Tax lndustr[aI|Consumer Producer| Employ- | Autoand | Housing
Domestic [Consump-| Invest- [Corporate| Product-| Prices Prices ment |[Light Truck| Starts
Product tion ment Profits fon Costs | Sales (mn | (mn units)
units)
Economic Forecasters 2007 2008| 2007 2006(2007 2008/ 2007 20082007 2008|2007 20082007 2008|2007 2008 | 2007 2008 2007 2008
Bear Stearns 31 na| 33 na|59 nal 62 nal 25 na| 20 ng na nal na na{i70 -na{175 na
Wells Capital 31 3033 28|49 49| 61 6.6 3.2 36| 1.8 25| 25 3.6 3.6 356|164 166 1.85 1.71
The Canference Board 29 25| 34 30|85 -1.0| 60 -1.3/ 36 42| 21 33| 25 23] 38 38}165 162| 1.52 1.61
Univ of Michigan - RSQE 29 27|36 34|51 53| 50 3.0 28 40 14 2.0 10 20| na nali166 16.7| 1.61 1.68
JP Morgan 29 26|33 24|60 60| 69 24 21 28| 1.7 25 03 18| 35 36;164 161|157 165
Eaton Corporation 28 36|30 26|47 7.8 7.6 8.9 3.0 42 22 2o/-06 11| 33 33[162 16.6|1.53 1.67
Macroeconomic Advisers 28 32{34 30|64 51| 14 37| 29 33| 1.7 25 22 1.7/ na nra(163 16.3)1.49 154
Morgan Stanley 28 30) 32 27|52 53 30 44 29 46/1.6 18/ 08 12| na na|16.3 16.2{1.47 1.50
Bank America Corp 28 3533 81145 53| na nal 21 a7 14 23 08 16| na na|i64 16.8|1.60 1.66
General Motors 28 30|33 30|57 41| 14 40| 27 33| 20 25/ 1.9 20| 33 3.2| na na| 1.48 148
Mat Assn of Home Builders} 28 3.1| 3.2 3.0| 50 4.5/ 50 60 26 35( 1.8 23] 1.0 19| 3.1 31164 16515 171
Swiss Re . 27 ai1| 32 25(48 5A na nal 28 34|13 19 0B 1.0{ na na|i16.0 16.0| 1.56 1.62
Leliman Brothers 27 28( 30 20867 76 64 69 23 23|19 25 na pal 3.6 3B|16% 16.0| 159 171
Moody's Economy.com_____ 27 .33/ 31..24(58_ 5553 6821 2618 _ 21| 11_14{_36_35(16.2_159| 1.53_1.65
Fannie Mae 27 30|32 27}63 49 25 5B/ 28 37|17 24 03 14} npa na| na nal1.567 158
Globai Insight 27 30|33 30|57 45| 64 32|22 21|15 23} 12 28| 31 3.1|164 16.6(1.54 158
Standard & Poor's 26 29|32 28|56 43| na nal 29 20|15 23 12 28| 31 31164 166|152 156
Daimler Chrysler 26 32( 33 33|51 44| 62 62/ 30 38/ 18 22 19 17| na na| na najf1.43 140
Inforum - Unlv of Maryland | 26 2.8 28 22| 4.4 46| -38 28| 24 33|15 26 03 2.0 na ha|163 164 1.61 167
Wachovia Corp . 26 30(81 26|38 48] 76 89 1.8 28| 2.0 2.0 1.4 14| .33 28164 166| 1.52 155
Georgia State University 26 28|25 2761 44 49 39| 26 55| 14 1.8 1.8 1.8 33 32|158 16.1| 148 1.54
_{Northern Trust ' 25 na/ 30 naf{55 na| na.nal 11 nal| 18 opa na na| naz nafi61 na|143 na
DuPont 24 3428 28|56 7.0 46 60j 21 32| 1.8 24 1.0 15| 32 33(164 169|160 165
Econ Intelligence Unit. 23 26(27 23| na na| na naj 1.3 25 21 26/ 23 20/ na na(162 16| na. na
Goldman Sachs 23 2530 2443 40| 15 -38| 22 26| 1.8 2.0} 1.0 1.3| 36 3.4|16.0 164|143 1.59
Merrlli Lynch 23 26|/ 31 24|64 47 na npal-01 19|16 1B pa na| na pa|i16.0 163[122 122
‘United States Trust .23 nmal 295 na|{51 nal 47 nal 0.7 nal 1.7 nal na nal na nali5.1 na| 1.31 nal
Ford Motor Corp 23 nal27 naj61 pal na nal 23 nal 20 nal 1.2 nal na na| na na|l143 na
Consensus (Mean} 27.°30(31 27(55 49 45 48[ 23 33| 1.7 23 1.2 1.8{ 34 333|162 164|151 1568
Last Month's Mean P4 30295 2761 52| 48 6.0( 25 32| 1.8 2.3 08 1.7} 34 34162 16.3| 1.52 1.58
|3 Months Ade 25 2.8 69 .| 44 2.9 2.3 17 |34 {183 - |18 - |
High - 31 36|36 34|85 76| 76 89 36 55| 22 33 25 36| 3B 3.8{17.0 169|175 171
|Low - R ) 23 2527 20|38 -i0|-38 -1.3]-01 18| 1.1 1.8 -0.6: 1.0/ 3.1 28}151 158|122 122
Standard Deviation - |02 03|02 04|09 -16 27 25 .08 09|03 03 0806/ 02 03} 03 03{010 011 °
.|Comparison Forecasts. L R
CBO (Jan.'07) - ‘23" 3.0 118 23
OMB (Feb.'07) =~ 87 30 21, 2.8
IMF {Sep. '06) _ 2.9 2.6 C 29 -
OECD (Nov. '06) 24 27|30 28| 23 2.3

Government and Background Data

President - Mr. George W. Bush (Republican). Congress -The
Democrats have majorities in both the House of Represantatives {lowar
house) and the Senale {upper house). Next Elections - November 4,
2008 (Presidential and Congressional). Nominal GDP - $12,456bn
(2005), Population - 298.2mn {mid-yaar, 2005).

Quarterly Consensus Forecasts
Historical Daia and Forecasts {hold italics) From Survey of
December 71, 2006

2006 2007 2008

: Qi QG2 Q3 Q4 Q1 Q2 Q3 G4 Q1 Q2
Gross Domestic

Product 47 35 30 ag 22 22 23 27 29 3.0
Personal

Consumption 34 30 27 33 28 28 27 26 27 27
Consumer

Prices 37 40 33 20 22 1.6 1.5 26 25 24
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Historical Data

* % change on previous year
Gross Domestic Product®
Personal Consumption*
Business Investment*

Pre - Tax Corporate Profits*

Industrial Production*
Consumer Prices*
Producer Prices*
Employment Costs”

Auto & Light Truck Sales, mn

Housing Starts, mn
Unemployment Rate, %
Current Account, US$ bn
Federal Budget Balance,
fiscal years, US$ bn

"2003 2004 2005 2006

2.5
2.8
1.0
12.1
1.4
2.3
3.2
3.8
16.6
1.85
6.0
-528

-378

3 mth Treasury Bill, % (endyr) 0.9
10 Year Trsy Bond, % (end yr) 4.4

e Anneaaeiin antieantn hoaad fe fndaed nmsase

3.8 3.2
3.0 3.5
59 6.8
198.1 12.5
2.5 3.2
27 3.4
3.6 4.9
3.7 3.4
16.9 16.8
1.85 2.07
5.8 5.1
-665 -792
-413 -318
2.2 4.0
4.2 4.4

34
a.z
7.4
211 e
4.1
3.2
2.9
3.
16.5
1.82
4.7
-860 e

-248
4.8
4.7




Year | pnnual Tota) [FiSCa! Years] _ Rates on Survey Date Consumer Spending Behind Improvement in Outlock
Average (Oct-Sep) 5.0% 4.8% Following a slowdown in the second and third quarters, the
_ |unemploy-| Current Federal Amenth | 10 Year advance GDP release for ’Eht? fina! t.hree months of 2006
T ment Account Budget Treasury | Treasury showed a marked turnaround in activity. The strength of the
| Rate{%) | (US$bn) Balance | BillRate (%)| Bond outturn countered previous fears that the sharp correction in

{US$ bn) Yield (%}
FY FY | End End End End

the housing market, coupled with lacklustre job creationand
06-07 07-08|May'07 Feb08|May'07 Febros|  SO@rING ofl prices, would reinin cansumer spending through-
24 na| na na |75 na| 51 nal 50 na | Outtherestof2006. GDP growth jumped from 3.0% in the
45 44-|-845 -g58 |-178 -200) 52 55 | 50 5.1 previous quarter to 3.4% y-o-y, powered by a 3.7% surge in
47 48 |-877 -g75 |-172 -225| 55 65 | 50 5O personal consumption and leading toa significant upgrade in
45 44 1-781 798 |71 167 1 50 60 | 48 83 | he 5007 consensus forecasts for GDP and consumption
45 45 |-850 -896 |-225 -260 na na na na . - - g :
44 42| na na{-175 -145| 4.9 46 | 48 47 growth this month. Furthermore, the news has underscored
47 4B |-831 -896 |-204 -240| 52 52 | 50 52 the ongoing resilience in household spending, fostered by
48 50 |-748 -704 |-210 -285 | 51 50 | 50 4.8 improving labour and income fundamentals. In addition, last
j:; i:g :ggg :ggg :zgg :ggg g; g? g:g gg year's buoyant stock market and upbeat profits announce-
48 49 |-B15 -880 |-210 pa0| 50 48| 48 40 ments by many listed companies oifset some of the adverse
45 42 |-765 -754 |-1B0 -1B0| 5.0 -48 | 49 50 impactfrornthe property retrenchment on consumers' equity-
3-; Z-B '55‘1‘ 'ggg’ ‘ggg '2‘33 g; 5.2 i-g ‘5‘-3 based assets. December did see a 1.6% (m-0-m) decline in
77777777777 45 5:37 f;a,, ha 7:2557”:237#? 7,_,5:07%,2:37”, 48 a5 | residentialconstructionwhile pendinghome salescontracted
: 47 47 |-so7 -8i2 |-225 -230| 50 48 | 48 40 by 7.6% y-o-y, underscoring the general slump in the
47 481803 -792 | na npa| npa na | na.  na homesellers market over the past year. However, in m-0-m
20 49| nma ma) na na) 50 50149 50 | jorme sales surged by massive 4.9%, suggesting that the
47 4.3 na na na na| 50 49| 48 50
47 47 |-882 -818 |-195 -197 | 50 52 | 47 4g | Slowdowninthehousingsector mayalready have troughed
48 48 |-783 -742 |-146 -180| 48 44 | 50 &2
48 ma| na " na| na maf 51 . naf47 na | Good newsonthe consumerspendlngfront though, has been
i:g' g:g a5 o4 :ggg :ggg roml e ™| temperedbya0.1% (g-0-q) fall in business investment over -
49 53 |-893 -g30 |-200 -175| 45 45 | 45 a7 the fourth quarter. 2007 and 2008 consensus forecasts for .
51 53 |-787 -707 |-300 .npa| 52 3B | 46 44 business spending have slipped this month although they
e g—? ' 2: .-B:g 2: :ggg :: :-g g: ig' 2: remain in fine with similar rates of growth seen over the past

: : three years. Elsewhere, the White House has submitted its
47 458 |-820 -820 |-228 -233 | 50 50 | 4B 50 draft FY2008 budgetfor congressional review. The prospect

e : : : ofnofurtheriax cuts, coupledwith non-discretionary expendi-
z-g 4.8 .:gig' -820 :ggg 277 | -ture(excluding defence spending) keptto a minimum repre-
5:1 53-|-725 -695 |-146 -145| 55 65 | 50 53 “sent partof an effort to bafancethebudgetby2012 Whether
44 42 |-B93 -050 |-337 397 | 45 3B | 45 44 the shorffallcan be wiped out given pressinguncertaintieslike
02 03| 47 76| 51 607 02 05]02 02| thewarin lrag remains to be seen, while an opposition- .

R | R ' controlled Congress could push for increased spendingon
47 49 e s ) : R soma[programs Ourpanelpredlctsamodestmdeningofthe '

2007 2008 | 2007 2008

48, 48§ (|24 -239 S | deficit next year, although forecasts have seen a sharp-
| f;’g 51 -858 1 = o downgrade from last month’s survey, due in part to recent

-robust tax receipt data.

: : T = > _ : )
Dlrectlon of Trade - First Half 2006 _ US Fed Funds Rate — February 12, 2007 = 5.25%
Major Export Markets . Major Import Suppliers : :
(% of Total) (% of Total) | FORECASTS End Mar. End June End Sep. End Dec.
Canada 23.0 Canada 16.9 : 2007 2007 2007 2007
Mexico 13.2 China 14.6 Consensus
Japan 5.7 Mexico 10.6 Mean Average: 5.26% 5.25% 516% 5.11%
Latin America 214 Asfa (ax. Japan) 27.2 Mode (most
Asia {ex. Japan) 187 Latin America 18.1 ode .
Middls East 4.1 Midalie East 42 frequent forecast): 5.25%  5.25%  5.25% 5.25%
Real Growth and Inflation , Short- and Long-Term Interest Rates
<Forecast> : <Forecast>
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Average % Change on Previous Calendar Year Annual Total
Gross Private | Business | Industtial | Consumer| Domestic | Total Cash| New Car | Housing

Domestic | Consump- jinvestment|Production} Prices | Corporate { Earnings | Registra- | Starls

Product tion Goads | (nominal} | tiens {mn) |  (mn)

Prices

Eftike | EREE | EHER | SIEEE | HRS Hretafi | REsE e HEEE

: BT {infiE ot BEAEY AT

' (&8 (BER8) (AR
Economic Forecasters 2007 2008|2007 2008 (2007 2008|2007 2008|2007 2008 2007 2608|2007 2008{ 2007 2008 {2007 2008
JP Morgan - Japan |25 2616 23]71 5782 34 (01 05(20 22| na na| na- na| na na
Nikko Citigroup 23 26|16 20|68 57(38 25| 01 04|27 21| mna pa| na nal na na
Goldman Sachs 22 28)14 20|78 B5|26 38|04 0B 16 22| na nma| na na| na na
Merrill Lynch - Japan 22 20}111 21|53 58|34 34|03 09| na pa| ma pa| na na| na na
Credit Suisse 21 2712 19}51 73133 na |00 04| 2 nafl na na| na na| ma na
UBsS 21 23|16 21|40 63|44 47|02 10|22 17| 10 22| 31 32 (132 130
Toyota Motor Corporation 20 20|16 15|40 30|20 20|02 02115 10| na na| 32 32 (120 1.20
- |Nomura. Securities. 20.-na | 18 na |56 __na (38 pa -0 nal 1l npal 04 pa| pa naj na na
Global Insight ' |18 21|24 27|46 25|08 06 |-04 12|03 05| nma na| na na |1.29 1.29

IMitsubishi Research Institute | 1.9 na (14 na |55 pa|22 pa| D3 npa/11 na! nma nal ng na[131 nma
Daiwa Institute of Research {18 na {11 na |44 na |09 na| na na| 04 pa| 07 pa| na pa| na na
Econ Intelligence Unit |18 18|41 12| ma .ma|16 11 | 08 10| na - na| na na| ma na| na na
Bank of Tokyo-Mitsubishi UFJ| 1.7 na [15 na {48 ma{21 na |01 na| 12 na| 05 na| na na (129 na
Mizuho Research Institute | 1.7 24 [15 17|38 55|27 32| 04 05|42 12| 1.0 12| na na {127 125

NLI Research Institute 17 na (21 na (46 nma{24 na|[G3 na(06 mna{ nma na{ ma na {187 na
NMitsubishi UF.J Research J16 23|07 22|77 85|00 46| 04 05| 21 22| 16 1.0 na na {1.26 1.34
HSBC |15 1B |12 14|48 46|17 20|03 04|09 01| na na| na naj na na
IT.OCHU Instifute |15 22|11 23|54 41|23 24|02 06|15 07| 17 16| 31 31 {129 120
; _Deutsche Securities 16 25|13 23 (19 38|05 31|05 04|07 00| 05 0B na naj| na na
Consensus (Mean) 19 23|14 20|52 55|23 28 | 02 06 13 12| 09 14| 31 32 (128 1.28
|LastMonttsMean |18 23 [14 20|51 53|23 28|08 07|14 12| 10 14| 32 33 |126 1.28
© [3MonthsAgo 20 |18 {51 23 . 04 [d1a1.- ] 18 33 |12 |
) ngh" : S 25 28|24 27 {78 B5| 44 47 | 0B 12127 22|17 22| 3232 1.32 1.34
Mow o oo A5 16|07 1218 25|00 06 -04 02| 03 05| 0408|3181 (120 1.20
|Standard Deviation - {03 - 04 |04 0415 19|12 12|03 03/07 10| 05 06|-01 0.1 003 0.05
:'Compaﬁsbnfdfééasts R SRR —_—
~|IMF (Sep.'0B) . 51 - |20 0.7
OECD (Nov.'06) . |20 20|14 18 0.3 08
Government and Background Data " Historical Data
Prime Minister - Mr. Shlﬁzo Abe (LDP). Partiament - The LDP-led * %6 change on previous year 2003 2004 2005 2006
coalitian, with the New Komeito party, has a malority in the lower House Gross Domestic Product* 15 27 19 22
of Representatives, or Shugifn (323 out of 480 seats). Next Elections Private Consumption* 04 16 15 08
- by 2610 {lower house). Nominal GDP - ¥502.6tn (2005). Papulation Business Investment* 47 54 &8 7.3
~128.1mn (mid-year, 2005). Yer/$ Exchange Rate - 110.2 (average, | |[ndustrial Production* 33 52 15 42
2005). Consumer Prices* D2 0.0 -0.3 02
Quarterly Consensus Forecasts Domestic Corporate Goods Prices*0.8 12 17 3.0
. Y Total Cash Earnings (nominal)* -04 -2 X .
Historical Data and Forecasts (bold ftalics} From Stirvey of N:w Car R istlr:tio(numm:) 04 27 08 012
December 11, 2006 - &g S, m 32 34 34 8
2006 2007 2008 Housing Starts, mn 116 149 124 129
01 G2 G2 Q4 Q1 02 Q3 Q4 Qi Q2 Unemployment Rate, % 53 47 44 44
Gross Domestic Current Account, ¥in 158 1B6 183 191 e

Product 27 22 17 20 19 19 21 21 27 23
° General Govi Budget Balance,

Private is, fi
Consumption 18 15 00 06 1.1 1.1 24 19 1.8 2.2 SNA basis, fisc. years, ¥n -36.0 -33.2 -286¢ -204 e
3 mth CD's, % (end yr) 01 01 01 05

Consumar o
Prices 04 02 06 02 03 03 0.2 03 04 os| |19YrGovtBond, % (endyr) 14 14 15 17

B = nnnransis astimate hasard nn lalest survev



T %@Yﬁ me%__j; L Tl 7
Fi sl r—%—:ﬂ —-Eg i
; fﬁa:néé%w‘f‘?f%‘ "Ta‘xx—geajm'“

Divergent Data Present Unicertain Outlook for 2007

The preliminary national accounts for the final quarter of
2006 were released after our survey deadline, but initial
estimates show GDP growth rebounding following a muted
outturn in the July-September pericd. Golng forward, how-
ever, it is hard to say whether the pick-up in momentum
evidenced at the end of last year will carry over into 2007,
especially given the ongoing divergence in data from the
household and corporate sectors, Department store sales,
forexample, sawasharp 2.7%y-0-ydrop in Decemberwhile
retail rade also suffered declines. Sales were affected by
the unseascnably warmweather which hitdemandforwinter
clothes and heating products. Consumers have not been
helped by the lack of support coming from income funda-
mentals; contracted wages fell by 0.6% y-o-y in December
while special payments (which usually reflect end-year
bonuses) declined by 0.5%. Given that job creation is
relatively firm and companies have benefited from strong

Year Annual Tota Fiscal Years | Rates on Survey Date
Average (Apr-Mar) 0.6% 1.7%
| Unemploy-| Current General 3 month 10 Year
i ment Account | Government | Yen Certof | Govt Bond
. Rate (%) (¥n) Budget | Deposit(%) | Yield (%)
Balance {¥tn)
s B —ASTT 3n B4h 1054
MR [l EffFIEyY
(SNA R—2R. | EE4TS
JkH)
End End
2007 2008 | 2007 2008 n'ﬂns og-{!g May'07 Feh'08 ;:;u? IE:;!DB
39 37 (181 163 .na na| 04 099 18 19
1392 38 j19.2 20.0 na na na na| 19 20
38 34 1212 189 |-151 141 | 07 11| 18 21
37 33 (218 225 na ra| 06 08| 18 20
na na |18.2 na na na na na na na-
40 39 |z28 229|-193 -183| 06 09| 19 24
38 34 (160 16.0 ma nal| 06 07| 17 17
| 40___na _|[25.7 na|. =95 __ | nal| 06 0B | 17 22
38 41 |16 14.9 na na| 07 12} 18 23
40 na (178 na na na na na| na na
40 nra’'|205 nafl ma na| na na|l npa na
38 35 na na na na na na na na

39 na

profit gains over the past year, the weakness in wages
indicates that firms have chosen to refnvast their samings
intechnological upgrading and R&D. Consequently, projec-
tions for 2007 cash eamnings are slightly down this month.
The outlockfor business investment, though, remains robust

Nipupwamo-

)
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87 88 B9 890 91 A2 93 84 95 96 97 ©8 99 00 01 02 03 D4 05 06 O7 03 08 0 11
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203 na mna na na na| t8 21 . :
38 36 |231 254| na ma| 08 12| 18 21 foilowmg.the JanuaryTankan's upbeaj[ assessmgpt of near-
139 na |88 na| na nal 08 09| 18 23 | tem Qrofits a}qd spending. Moreover, signs of positive manu-
39 39 |188 185| na na| 06 06 16 19 facturing activity gnd firm export demand also bode well.
43 43 (155 167 na na;] 06 08| 14 15 '
38 35 (220 246| na nal| 08 121 18 20 Soft consumption data may have played a partinthe Bank
41 42 |249 a00|-=28 -216| 08 08| 17 18 -of Japan's decision to leave interest rates unchanged at its
: ; : : January 18 meeting. The announcement, however, prompted
39 37 |204 207|-167 -183| 06 098] 1.7 20| speculationoverwhetherthe governmenthadpressuredthe
_ — bank to remain on hold. The bank's declsmn, though, is
39 38 [20:3 203|-17.9 -20.0 backed by data showing core consumer prices rising by a
39 . i84- . |-181 - ] mere 0.1% (y-0-y) in December. Given the weakness in
43 43 |257 300 -95 -141| 08 12| 1.9 24 consumer activity and wages, there are renewed concerns
|87 33 |155 149|228 -216| 04 06| 14 15| that prices could slip back into deflation. Headline inflation
(o108 | 30 46) 57 38| 01 02} 01 02 | forecastshaveconsequently been downgradedthis month,
- R — — ' -although our panel continues to expect a modest rise in
T -~ prices this year. However, observers have also suggested
4.0 _ thatan upbeat fourth quarter GDP showmg couldspurarate
39 36 hike at the BoJ's next meeting (see box, below).
Direction of Trade — First Half 2006 Japan Uncollateralized Overnight Call rate —
L _ o February 12, 2007 = 0.25%
Major Export Markets ‘Major Import Suppliers _
(% of Tatal) ' (% of Total) FORECASTS End Mar. End June End Sep. End Dec.
United States 22.9 China 201 2007 2007 2007 2007
China 13.9 United States 121 Consensus
South Korea 7.9 Saudi Arabla 6.5 Mean Average: 0,42% 0.50% 0.55% 0.74%
Asia (inc. the above) 47.4 Asia (inc. the above) 43.6
Latin America 4.2 Mididle East 19.3 Mode (most :
Middle East 30 Latin America 32 frequent forecast):0.50%  0.50%  0.50% 0.75%
Real Growth and Inflation Short- and Long-Term Interest Rates
¥ T <Forecast>
<Forecast>
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Average % Change on Previous Calendar Year

Gross Private Machinery & Industrial Consumer Producer Negotiated
Domestic Consumption Equipment Production Piices Prices Wages and
Product Investment Salaries
Brutloinlands- Privater Ausriistungs- | Produktion im | Preisindex Index fir | Tariflohn- und
produkt Verbratich investitionen |Produzierenden fiir die Erzaugerpreise|-gehallsniveau
Gewerbe  |Lebenshaltung
Economic Forecasters 2007 2008 2007 2008 | 2007 2008 2007 2008 2007 2008 2007 2008 2007 2008
Citigroup 2.4 2.7 13 1.5 100 3.4 4.5 5.0 2.0 15 2.0 2.0 1.8 2.0
MM Warburg 2.3 1.8 0.9 1.1 4.7 3.9 2.9 2.4 1.7 1.4 2.6 2.0 2.2 2.2
Goldman Sachs 2.1 2.3 0.4 0.5 34 2.9 36 3.7 1.7 1.3 1.7 1.9 na na
W - Kiel Institute 2.1 1.8 09 1.3 10.0 1.3 na na 2.2 1.7 na na 1.8 23
uUBsS 2.0 2.4 1.3 1.9 3.4 4.0 3.1 az 1.5 1.4 2.4 1.8 na na
DekaBank 1.9 1.9 0.2 0.7 4.6 2.1 ‘2.4 1.8 2.3 1.5 1.6 1.2 2.4 2.2
IFO - Munich Institute 1.8 2.3 0.5 1.5 6.8 8.0 na na 2.3 158 na na 25 25
RWI Essen 1.9 na 03. na 6.5 na na na 1.9 1.5 2.3 1.7 na na
Global Insight 1.8 2.0 1.0 1.7 5.2 3.3 4.5 2.3 2.0 1.3 2.3 1.4 3.0 3.3
Sal Oppenheim 1.8 241 0.4 22 7.5 4.7 na na 2.0 1.7 na na na na
SEB 1.8 22 o7 15 4.8 a.8 a.0 3.0 1.9 1.7 20 15 24 25
WestLEB 1.8 2.0 0.5 1.5 5.2 3.3 4.5 4.0 2.0 1.5 3.0 d0l 23 2.5
WGZBank _1.8___ 23 | 09 20_ .50 ___ 30} 35 25 | 20 15 | 20 _ 1.0]| 25 33
BHF-Bank : 1.7 1.7 0.8 1.0 3.8 3.6 3.0 2.5 1.7 1.6 2.0 1.8 2.8 2.5
DIW - Berlin 17 2.5 0.2 1.8 . 4.7 6.2 . na na 2.2 1.5 na na 23 23
HWWI 1.7 2.0 0.0 1.3 6.3 4.2 23 28 2.0 14 2.5 1.5 22 24
Egon Intelligence Unit 1.6 1.9 0.2 12 na ‘na 22 2.9 23 18 2.4 1.7 na na
Bank Julius Baer 1.6 2.0 0.5 1.1 3.5 2.8 3.0 2.2 2.0 1.7 2.0 2.3 1.8 1.8
BayernlLB 1.6 2.1 0.3 1.5 8.0 8.0 4.0 4.0 2.2 1.5 3.5 3.0 2.2 2.3
Helaba Franlkfurt 1.6 2.2 00 1.0 - 'B.D 4.0 2.5 2.0 1.9 1.5 . 2.0 2.0 23 2B
Landesbank Berlin 1.6 1.4 n.2 0.6 7.3 1.7 3.6 0.8 1.8 1.8 24 1.5 27 20
UniCredit MIB 1.6 1.5 0.6 12 3.5 az2. na na 21. 18 na na 25 25
HSBC Trinkaus 15 1.3 01 0.9 4.1. 2.8 2.4 1.8 1.7 - 1.0 2.4 1.3 1.8 1.8
DZ Bank 1.5 2.0 D.4 1.4 5.6 a.m .3.8 3.2 1.8 1.6 1.8 1.6 na na
Commerzbank 1.4 2.0 1.2 1.9 6.6 6.8 2.6 3.0. 1.4 1.0 1.5 0.8 2.8 2.8
... |Dresdner Bank 1.4 2.3 0.3 2.0 6.6 6.4 25 3.3 1.9 1.6 2.0 2.3 18 25
'kehman Brothers 1.3 20 -0.3 1.1 na na a3z 1.3 1.6 1.5 aa 31| " na na
[Peutsche Bank 1.0 1.4 -0.3 0.8 22 2.8 2.6 34 21 1.2 2.0 1.8 2.0 1.8
Consensus {Mean) 17 2.0 0.5 1.3 5.4 39 | a2 2.8 1.8 1.5 2.3 1.8 23 - 24
Last Month's Mean 1.5 2.0 0.4 1.3 63 . 38 a0 27 22 .18 2.4 1.8| 22 23
3 Months Ago 1.3 0.1 5.0 - 28 22 . 24 2.1
High =~ 24 . 2.7 1.3 22 |[-100 . 80 | 45 5.0 2.3 1.8 - 3.8 a1} - 3.0 a3
Low . . ’ i 1.0 1.1 -0.3 0.5 2.2 1.3 22 049 .14 1D 1.5 0.8 18 18 -
.|Standard Deviation 0.3 0.4 0.4 0.5 1.9 1.6 0.7 0.9 0.2 02’ 0.5 06| 04 04
Comparison Forecasts .. | - Y :
Govemment (Jan.’07) - | 1.7 .- . 0.3 _ 50 = I
Eur Commission (Nov,'06) 1.2 ~ 2.0 =01 1.9 4.8- 2.7 |
IMF (Sep.'0B) ~ - - |13 . - 0.3 S
OECD (Nov. 'D8) 17 24 0.3 1.8 80 44

_ Government and Background Data Historical Data |
Chancellor - Mrs. Angela Merke! (Christian Democratic Party or CDU). o o _ ) _
Parliament - A coalition of the COW/CSU and SPD has a large majority % change on pr.ewousyear . 2003 2004 2005 2006
in the 614-seat Bundestag (lower house}; the CDU/CSU has a majorily Gross Domestic Product -0.2 12 08 27
in the Bundesrat (upper house), Next Elections - 2009 {(Bundestag). Private Consumption* 01 04 01 08
Nominal GDP - Euro2,247bn (2005). Population - 82.7mn mid-year Machinery & Eqptlnvestrhent* 01 42 84 7.3
(2005). $/Euro Exchange Rate - 1.244 (average, 2005). Industrial Production* 01 25 928 58

Consumer Prices* 1.1 1.7 20 1.7
Quarterly Consensus Forecasts Producer Prices* 1.7 1.6 48 55
Historical Data and Forecasts (bold italics) From Survey of Negotiated Wages & Salaries* 25 1.9 15 1.7=
g cmper 11, 2006 o008 Unemployment Rate, % 10.5 10.5 11.7 10.8
, Q1 G2 Q3 04 @1 Q2 Q3 a4 Qi az| |CurentAccountBurobn 453 81.9 90.3 99.4e
"|Gross Domestic General Govit. Budget Balance
Product 19 27 2B 32 23 16 1.5 11 1.7 1.8
(Maastricht definition), Euro bn-86.9 -82.5 -72.4 -46.3¢
Private
Consumption 0.9 07 0.8 24 05 0.9 05 -0.1 11 1.3] |3mthEuro, % (endyr) 21 22 25 37
10 Yr German Govt Bond,
Consumer
Prices 20 19 16 1.4 25 22 21 21 1.3 14| | %Endy) 43 3.7 33 40
Parceniage Change fvaar-on-yearl. & = gonsensus estimate based on latest survey




Early Signs-Point to Limited Impact from Tax Hike

Preliminary figures from the Federal Statistics Office estimate
the sconomy to have expanded by 2.7% In 2006, its fastest
rate of growth since 2000, as a strong industrial sector,
upbeat corporate balance sheets and recovering domestic
demand bolstered activity. Private consumption, however,
increased by only 0.6% compared with 2005, although this
was animprovermnentfollowing years of stagnation. Incontrast,
machinery and equipmentinvestmentsoared by 7.3%in 2008,
building onthe previous year's 6.1% rise. Therelatively buoyant
performance of the economy, though, is not expected to

1.7%before arecoveryto 2.0%in 2008. The most prominent
factor behind the expected slowdown in activity this year is
the increase in the value-added iax (VAT) rate from 16% to
19%, which came into effect on January 1. Analysts predict
that this will impact negatively on private consumption,
especially in the first few months of the year. The hike was

towards the end of 2006. Early evidence fram retail data
appears to confirm this: December sales (including cars)
rose sharply by 4.4% m-o-m, advancing by a firm 1.4% g-o-
qforthe fourth quarter as a whole. Looking ahead, however,
January's consumer price outturn suggested only a slight
impact from the VAT hike: inflation accelerated to 1.6% y-o-
y from 1.4% in December, which was much lower than
expected by most economists. Consequently, forecasts for

consumer prices this year have been downgraded sharply.

Industrial proeduction weakened in the fourth quarter after
exceptionally high outturns in the second and third quarters.
Output was up by 0.1% g-o-g in the final quarter, compared
with 2.6% and 2.1% growth, in the second and third,

respectively. Our-panel predicts more subdued activity in
2007, despite business confidence surveys having remained
remarkably firm overrecent months and pointing to a centinued
upbeat performance so far this year. Given the downside

also expacted to result in_a spike in_consumer spending.

- extend into 2007. Consensusforecasts project GDP growth of -

. threat to the outlook posed by the VAT increase, uncertain. .
' -global demand and rising interestrates, our panel’ srelatively

upbeat shift in sentiment underscores the resnllence of

economic activity at the moment.

Year Annual Total Rates on Survey Date
Average 3.8% 41%
Current |General Govt 10 Year
Unemploy- Account | Budget Bal 3 month German
ment Etrob (Maastrlcht} Euro Govt Bond
Rate (%) | (Furobn) (Euro hbn) Rate (%) | Yield (%)
lArbeitsiosend , . Finanzierungs-| g Monate |Rendite von
quote, % der| LS9S| saldo des Euro Bundesan-
Erwerbspers) |, PilAnz Staafes or leihen, 10
r | (Euro bn) (Maastncht) (%) s
insgesamt {Eturo bn) Jahre (%)
End End [End End
2007 2008 | 2007 2008 | 2007 2008 |\ oo kovngiviay'n7 Febiod
9.5 8.2 942 114.6| -366 -32.0 4.0 4.2 4.0 4.0
8.7 9.6|108.0 110.0{ -30.0 -28.0 4.0 4.0 4.4 3.8
8.2 8.5} 87.0 74.0{-38.0 -28.2 4.2 4.5 4.2 4.2
9.8 9.3|109.0 115.0{ -28.6 -31.1 3.5 a.8 4.2 4.5
8.7 87| 78.0 803! -355 -36.5 4.0 4.3 3.9 4.2
8.3  9.2|125.5 145.7] -40.3 -36.4 3.9 4.3 4.1 4.1
10.0 9.6 na na| -30.2 -26.3 3.8 ng 4.0 na
9.7 naj 95.0 naj -34.0 na 3.9 4.0 4.0 4.3
8.2 B,7(111.6 115.8| -23.9 -22.0 4.0 3.9 4.2 44
9.4 Do na naj " na na 4.0 4.3 4.0 4.3
g8 9.2} 95.0 90.0(-30.0 -25.0 3.9 4.1 4.2 4.4
87 5.0 na na{ -37.0 -30.0 a.9 41 4.0 4.2
--—8.3--8:9---85.0---90.00- na——na--|-3:9—--4.2— - 41— 44—
8.6 B.0(105.0 110.0{ -35.0 -35.0 na na na na
9.8 9.1 |109.4 115.6] -27.9 -15.0 3.9 4.1 41 4.3
10.0 8.5{115.0 120.0 -31.9 -30.5 3.8 4,0 4.1 43
101 5.8 na na na na | .na na na na
9.6 9.7 na nal -47.0 -48.0 4.0 3.7 4.3 4.3
9.4 821050 110,0{ -30.0 -25.0 4.1 4.2 4.2 4.2
8.7 8.4[110.0-118.0] -35.0 -35.0 | 42 42 | 43 .42
8.8 10.1 [115.0 127.0{ -42.0 -38.0 3.0 a7 3.8 4.0
9.7 8.4} 85.0 B88.0]-30.0 -28.0°| 3.9 4.3 4.0 4.4
10.2 i0.0| B88.0 86.0] -35.0 -30.0 3.8 3.6 a7 a7
9.4 92|107.0 986.0{-350 -32.0 4.2 4.2 | 3.8 4.0
9.4 88[110.0 850{ -25.0 -28.0 3.9 38 |. 38 4.2
9.3 B8.8|100.0 90.0{ -35.0 -39.0 3.8 4.0 3.9 4.1
9.5 891127 120.5{ -28.8 -31.0 3.9 3.5 4.0 3.6
9.9 9.7|114.4 138.6| -31.7 -29.7 3.9 3.4 39 38
9.6 8.2{103.3 107 of -33.4 -30.7 4.0 4.0 4.0 4.1
9.9 8.6 984 101.8 -35.2 -31.9
10.4 825 . ’
10.2 10.1 (1255 145.7 -23.9 -15.0 - 4.2 . 45 4.3 4.5
9.2 B.5| 78.0- 748.0| -47.0 -48.0 3.8 3.4 a7 .. 3.6
04 04117 -184| .53 ‘65 | 01. 03 |01 02
e
Direciion of Trade — First Half 2006
Major Export Markets Major Import Suppliers
(% of Total} {% of Total)
France 10.0 Nethariands 12.0
United States 8.5 France B.7
United Kingdom 7.5 Belgium 7.2
Eastern Eurgpe 153 Eastemn Ewope  16.6
Asia (ex. Japan) 7.2 Asla (ex. Japan} 10.9
Middle East 27 Latin America 1.9
Real Growth and Inflation
o (data for 1986-1991 are for former West Germany)
54 <Forecast>
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Average % Change on Previous Calendar Year

Gross Household Business Industrial Consumer Hourly
Domestic Consumption Invesiment Production Prices \Wage Rates
Product (excl. construction,
energy and food)
' Produit Consommation | Investissemenis PfDdUCfinn Prix 3la Taux de Salaire
Intérieur Brut | des Ménages | des Entreprizes industrielle Consommation Horairz
(hors energia et [AA)
Economic Forecasters 2007 2008 2007 2008 ap07 2008 2007 2008 2007 2008 2007 2008
Goldman Sachs 22 241 23 1.8 4.3 4.1 1.8 1.7 1.3 1.7 na na
OFCE 22 na 25 na 3.5 na na na 1.7 na 3.3 na
Credit Agricole 21 24 28 23 4.1 a8 1.4 1.6 1.6 1.7 na na
JP Morgan 21 20 2.6 2.2 47 37 na na 1.3 1.7 na na
Total 21 22 22’ 23 3.6 3.8 1.6 1.6 1.6 1.6 - na na
Societe Generale 20 20 24 23 35 3.3 na na 1.5 1.8 3.0 28
uBs . 20 .21 25 2.3 2.9 a1 -0.1 2.0 15 1.8 na na
ING Financlal Markets . 1.8 21 24 2.6 289 27 0.5 0.7 1.7 1.6 na . na
Econ'intellinence’ Unlt”"”’-" - R X B v ey 1 R I naha | haha |16 18 | ma na
BIPE 18 21 25 2.6 37 47 19 22 1.5 1.5 2.6 2.8
BNP-Paribas 18 18 2.6 24 28 as 04 1.2 11 2.0 2.7 2.8
Centre Prev 'Expansion 18 na 23 na 541 na. 1.0 na 15 na na na
. |Exane ' 1.8 na 23 na 2.8 na 1.7 na 1.8 na 25 na
GAMA . 18 .15 2.0 2.1 36 . 35 | -0.3 na 18 16 { 30 3.0
Coe-Rexecode 1.7 1.8 2.3 22 a7 36 na na 1.4 15 26 2.6
XIS CIB 17 16 | 24 - 20 a0 28 na na 13 17 na na
Natixis- 7. 18 22 21 . 3.6 3.0 0.8 1.2 1.6 1.8 27 2.6
HSBC France 1.5 1.7 2.2 1.9 241 a1 0.8 1.2 " 1.6 1.7 2.5 24
Consensus (Mean) 18- 18 a4 22 3.5 3.5 1.0 1.5 1.5 1.7 28 27
Last Month's Mean 19 20 23 22 3.4 3.4 1.1 1.7 18 t6-| 28. 27
3 Months Ago 20 | 23 35 - " 1.5 1.6 28 -
High ' p2. 22 26 26 5.1 47 1.9 2.2 i8 = 20 33 .30
- Jhow o 1E s |20 18 | 24 27 | -03 07 |11 s 25 - 24
Standard Deviation- -~ | 02 02 | D02 02 | .07 05 | 07 05 | 02 01 03 02
|Comparison Forecasts o _
_|Govemment (Sep.'06) 23 27 _ 19 -
"[Eur Commission (Nov. '06) 2321 | 25 23 '
| F (Sep. '06) 23 ‘25
OECD (Nov. '06) 22 23 25 26
Government and Background Data Historical Data
-Mr. .Prime Min -Mr. , S
sge\iiilldeep?rﬁ (ntl};n.li‘?cgi?'lslgnqierﬁ (-Ung)centre-right] F{Jtilrorllw flt-:nP E? rggggéar * % change on previous year 2003 2004 2005 2006
Movement (UMP) has 353 out of the 577 seais in the Nalional Gross Domestic Product* 141 2.0 12 20
Assembly. Next Elections - Apri'May 2007 {presidential}. Nominal i
GDP - Euro1,707bn (2005). Population - 60.5mn {mid-year, 2005). Household Consumption* 23 25 22 27e
$/Euro Exchange Rate - 1.244 (average, 2005} Business Investment* 0.3 40 3.8 30 e
Industrial Production* -t 24 03 1.3
I ¥
Quarterly Consensus Forecasts Consumer Prices " el 22 A7 17
Historical Data and Forecasts (bold ftalics) From Survey of Hourly Wage Rates 28 28 30 30e
December 11, 2006 Unemployment Rate, % 9.8 100 100 9.4
2006 2007 2008
- Q1 Q2 Q3 Q4 Q1 Q2 @3 Q4 Q1 Q2 Current Account, Euro bn 7.0 -58 -27.0 -281 e
Gross Domestic General Govi. Budget Balance
Product 14 26 18 2.4 23 16 21 18 20 20 (Maastricht definition), Euro bn-56.5 -50.6 -49.3 -47.4 @
Honecmion 24 31 28 26 25 23 22 22 22 23| |3MthEuro, % (endyr) 21 22 25 87
10 Yr French Govt Bond,
Consumer . _ o
Prices 18 20 17 1.6 1.6 1.3 14 1.8 1.7 17| |%(endyr) 44 37 33 40
. a — poncancite actimata hacad nn Iafact criniag




Year Annual Total Rates on Survey Date
Average 3.8% 4.2%
Unemploy-|  Current General 3 month 10 Year
ment Account |Govt Budgelf  Eure French
Rate (%) | (Eurobn) Balance Rate (%) | GovtBond
(Maastricht) Yield (%)
{Euro bn)
Taux da Solde ng’laeri‘gfre Tar.;xd’in'réret 5:;1?3}155‘_
Chomage Courant mois
" | romay |Messiricht) 200 | lone it
; . End End |End End
2007 2008 {2007 2008 | 2007 2008 May'07 Feb'08)ay'07 Feb'08
85 83 | -87 -1.0 |-55.8 -BB2} 42 45| 42 42
84 na |-442 na {-584 na|- 38 38| 41 42
84 81 |-184 -40.0 | -459 -47.7| 41 42| 43 4.2
82 7.8 |-16.0 -16.0 |-54.0 -B4.0| 40 42| 38 37
B.6 8.2 |-25.0 -20.0 | -42.0 -40.0 -39 .40 40 441
B4 82 |-29.0 -28.0 | -48.0 -40.0| 40 42| 42 4.0
B6 83 |-36.6 -36.1 | -424 -384| 40 43| 38 42
B4 B4 | ma na na nma| 39 42|39 42
BS B9 na na na na na nay na na
_B8.3_82 |-33.0_-33.0_| -54.1_-51.5{_3.8__40| 40 _ 44 | _
83 789 |-300 -33.0 |-450 -480} 40 3339 as
B5 na [-30.0 na [-458 na] 35 4242 42
8.6 na.|-20.0 na |-500 naj na na| na - pa
B5 86 [-300 na na na| 40 42|40 42
B7 8.6 |-BB5 -350(-533 -48.3| -39 3B | 41 40 .
B7 B6 _" _ha na | -47.0 na| 39 36|40 38
" B4 B3 |-20.0 -P8.0 | -457 -436| 41 35| 389 309
8.8 B8 na na na na| 37 32|37 37
B5 843 |-27.7 -27.0 | -487 -474| 3.8 38| 4.0 4.0
B5 B3 |-2BA -291 | -47.8 -44.9
- 255 o
_' B.O -BSY "_-9.'7- 10 | -420 -3B4| 42 45| 43 44
‘B2 7.8 |-442 -40.0 -6b:8 -BB.2[- 37 32 3.7 34
02 03| 86 117 | 46 65 01 04|02 02
B85 . 82|

Industry Shows Modest Signs of Improvement

Latest data suggesi that the economy finished 2006 on an
upbeatnote, with the “flash estimate” of GDP showing growth
between 0.6-0.7% g-o-q during the fourthquarter. No break-
down was avalilable with the release, but the news comeas on
the back of stagnant growth in the previous three-month
period and clearly points to an acceleration in activity.
Elsewhere, production registered a 1.0% (m-o-m) jump in
December, rebounding from November's 0.4% decline. A
1.2% tise in auto output helped to boost production but, forthe
fourth guarteras awhole, industry barely expanded, rising by
only 0.1% g-o-q after the third quarter's 0.8% contraction.
Consequently, itisstill unclear whetherthe December outtum
represents the beginning of an entrenched tumaround in the
sector. Ourpanel's production forecasts, though, have edged
down from last month. Forward-looking surveys of manufac-
turing confidence, however, point to firm sentiment on the
back of falling energy prices, & weaker euro and solid
domesticdemand. Indeed, Decemberindicators of consumer

-spending surpassed initial-expectations; with manufactured-—————-

goods’ consumption soaring from 0.9% m-0-m in November
to 1.3%, lifting the y-o-y figure from an already buoyant4.2%
pace 1o 8.8%. Car sales rebounded by 2.4% m-o-m- after

plunging in November, while non-automobile-related spend-
ing was also up, underscoring the broad-based nature ofthe
expansion inspending. Given that durable goods’ consump-
tion acecounts for a significant part of total spending, house-
hold consumption during the October-December period most
likely drove the recovery for yet another quarter. Trade data
further underscores the firmness in domestic demand, with
import growth advancing in November. Consequently, the
2007 househeld consumption forecast has risen this month.

Latesttax recelpts could indicate thatthe 2006 budget deficit

- mayeven have narrowed from €49.3bn in the previous year.

The final outturn has yet to be confirmed, but the recovery in

- .domestic demand, coupled with some deficit-cutting meas-

ures, most likely helped. However, the forthcoming presiden-
tial election hasledto uncertainty over both main candidates’

.|" - economic and social programmes, and ourpanelexpectsthe B
- fiscal deficit to wrden in 2007 and 2008

Major Export Markets

{% of Total}

Direction of Trade - First Half 2006

Ma]uf Import Suppliers
(% of Total)

Germany 15.2 Germany 18.9
Spain 1017 Belgium 104
italy 8.0 laly 8.3
Easiern Europe 8.6 Eastem Europe 7.8
Asia (ex. Japan} 6.4 Asfa (ex, Japan) 7.0
Africa 4.8 Africa 4.0

o Real Growth and Inflaticn

*1 <Forecast>
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- Short- and Long-Term Interest Rates

(short rate = 3 mth Euro-Fir for (3187 fo Q498)
g _ _

.14 - <Forecast>
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Average % Change on Previous Calendar Year

Gross |Household| Gross |Company | Manufactur- Retail Consumer| Output | Average
Domestic | Consump-| Fixed Trading ing Prices Prices Prices {Earnings
Product tion Investment| Profits Produc- |{underlying| Index

tion rate) (HICP)

Economic Forecasters 2007 2008 {2007 2008 (2007 2008 | 2007 2008 | 2007 2008 | 2007 2008 |2007 2008 2007 2008 (2007 2008
ITEM Club - 29 29 {20 30 (65 32(90 B8O|15 16 (30 23|25 {19821  20}50 51
Lloyds TSB Financlal Markets| 29 26 {25 23 |50 36|86 50|10 18|23 25|24 22 (13 15|45 42
Citigroup o9 2B |26 26 |93 o832z 71|10 08 (32 33|24 22 (15 15| 40 44
Credit Suisse 28 2B |26 25 |53 50| na mna| na na |27 23|23 20| na  na| na na
Goldman Sachs 2B 27 |27 27 {50 32|87 24|12 15|30 25(22 18 |22 20|48 45
JP Morgan 28 26 |22 24 46 45 na nal na na | na na|22 18 (28 25| na na
Lombard Street Research 28 18 |24 20 146 18| na nal na naf{24 na|23 na|na na|db 44
Merrill Lynch 28 23 |25 21 |47 28| na na| 16 18 [2B 26|20 18 | na na| 41 42
NIESR 28 24 (28 18 |58 2B na na| 34 2B (32 26|26 22 | na na| ma na
UBS 28 27 |24 25 |48 42! na nal 11 1032 28|24 189 | na na| 3D 44
Onford Econotmicy 27 25 |23 24 |48 35|81 35(01 13130 25|24 20|18 15| 44 3.9
Confed of British Industry 27 25 |24 25 |47 28|85 24|10 10|32 2B|24 18|24 20| 43 41
RBS Financial Markets 27 27 |20 22 |55 38|57 46|13 12128 25|22 19 |17 19] 44 44

-|Barclays Gapital ———————|-2:7——2.6—|-2:6—24—|-3:9—2:8|—na—-na-|- 3.5 —-F 7| -2:9-— &5~ [-2.2— 21| -na——na-|-4.5-
Beacon Econ Forecasﬂng 26 2.0 (82 22 |37 24| na nmal-02 03132 26(24 19 |20 20|43 45
DTZ Research 26 19 |26 22 |35 25| na na| na na.f28 25122 16 |na. na| 47 38
Global Insight 28 27 |25 27 {41 45| na . nal 11 1828 24|23 20|20 1B;44 43

~ |Cambridge Econometrics 24 2585 |24 265 |41 383(28 61|06 1224 20|20 20| na na| 44 46

~ |Liverpool Macro Research - 24 22 |20 2.1 na nal na nal na na |24 22} na -na | na -na| b0 4.7
Schroders 24 23 (23 21 |31 28 na pa|i2 17 |27 22)21 17 | na na| 41 42
Experfan Business Strategies 24 26 |22 22 |25 81|89 71|14 15 ;30 20}24 17 (10 13|47 42
Lehman Brothers 23 22 |22 14 {66 23| na nma| 10 02130 24|23 20 (11 27| 42 35

‘|HBOS 23 28 {20 26 |40 35| na na| 12 1527 25|21 20|20 16|44 42
ING Financlal Markets 23 22 |17 28 |38 31| na nal 16 22 [27 23|21 18 (20 22)] 42 43

- {Capital Economics 22 25 |25 25 {50 4D| 35 35|05 1529 25|22 20|15 25]45 43

“'HSBC ) 22 21 {20 21 |87 12| na nma| 00 07 |27 ~na|21 21 | na na| 43 44
Economic Perspectives 1.3 -03 |14 -03 {24 -23|-20 -50| 05 -04 [24 24|24 24120 2042 40

|Consensus (Mean) 26 24 |24 22 |47 32|68 -41]12 14|29 25|23 20 [(18 19| 44 43

|L-ast Month's Mean 25 24 |22 23 |45 35|62 42|12 - 13 |28 25|22 .20 |20 - 20| 43 42
3-Months Ago ' 2.4 w23 3.5 6.0 1.3 27 2.2 - l2a4. .| 42
High . .- - 29 29 (32 30 |83 8683|122 80{ 358 37 32 83|26 24128 27| 5D 5.1

“lLow 13 -03 |14 -03 {24 -23|-20 -50[-02 -04 |24 2020 16 (10 13|38 35

. |Standard Daviatlcm 03 06|04 06 {14 18|40 36|09 09|03 - 0. 3 0.2. 02|04 0 4(-03 03

N Comparisun Forecasts o o S L

-|Treasury (Pec.'06) .~ 30 2825 .25 {85 .85[ 18 2.0 I

_ |Eur Commission (Nov.'08) | 26 24 |23 22 |47 - 34 2.2 20

I (Sep.'os) 27 |28 141 24
OECD (Nov. '06) 26 28 |21 22 |62 60 20 1.9

Government and Background Data

Historical Data

has a majarity of 64 In the 648-seal House of Commons (lower hause).
Next Election - By June 2010 {(general election). Nominal GDP -
£1,295bn (2005). Population - 59.7mn {nid-year, 2005).

%/ Exchange Rate - 1.820 {average, 2005).

Prime Minister - Mr. Tony Blair {Labour). Parfiament - The Labour pariy |-

Quarterly Consensus Forecasts
Historical Data and Forecasts (bofd italics) From Survey of
December 11, 2006

2006 2007 2008

Q1 G2 O3 Q4 Q1 Q2 Q3 Q4 Qi Q2
Gross Domestic

Product 23 26 27 27 25 24 23 23 21 27
Household

Consumption 1.4 23 24 22 24 22 2.2 23 20 20
Consumer

Prices Index 1.9 22 24 25 28 23 1.2 20 21 20

- . v

* % change on previous year
Ja]

Gross Pomestic Product*

Househeld Consumption™ 3.0
Gross Fixed Investment* 0.4
Company Trading Profits* B.3
Manufacturing Production* 0.2

Retail Prices (underlying rate)* 2.8
Consumer Prices Index (HICP)*1.4

Output Prices* 1.5
Average Earnings* 3.5
Unemployment Rate, % 3.0
Current Account, £ bn -14.9

Public Sector Net Cash
Requirement, fiscal yrs, £ bn 39.7

3 mth Interbank, % (end yr) 4.0
10 Yr Gilt Yields, % {end yr) 4.8

3.3
3.5
6.0
10.3
2.0
2.2
1.3
2.5
4.3
2.7
-19.3

38.6
4.8
4.5

Pmdmmd marimassn

1.9
1.3
3.4
2.0
-1.1
2.3
a4
2.8
41
2.7
-29.5

40.0
4.5
4.4

2003 2004 2005 2006
2.7

2.7
20e
5668
43 e
14 e
3.0
2.3
2.4
4.1
3.0
-35.6 &

38.4 e
5.3
4.7

DY S R




fe e Pl e IV b RS TR

ey Tie il e ]

i

Year | annual Tots |Fiscal Years| Rates on Survey Date
Averaga {Apr-Mar) 5.5% 5.0%
Unemploy- [ Current | Public Sec-| 3 month 10 Year
ment Account ltor Net Cash| Interbank Glit Yield
Rate (%) (E bn) Requirement| Rate (%) (%6)
(€ bn}
FY FY |End End [End End
2007 2008 | 2007 2008 07-08 08-09 [May'07 Feb'08|May’07 Feb'08
27 23]-39.0 -37.0 (380 32D 8.7 53| 541 5.1
29 291{-353 -352 (377 366 | 58 54| 52 53
3.0 32)-56.9 -734 | 367 36.0 5.7 857 | 5.0 5.0
na na|l-34.0 pa| na na| 55 55| 584 na
28 291-349 -416 (359 36.0 54 54 | 47 4.8
na na{-483 -438| ma na | na na | na na
32 341-36.7 -45.0 |37.0 350 57 53| &1 4.8
29 28 na na| na na| 57 67| nma na
31 321-424 402 (400 3B5 | 58 57| 49 449
3.2 3.1(|-340 -358 (384 358 | 56 56 | 49 &1
29 30|-321 -353 (381 872 | 55 50 50 50
289 28|-34.7 -39.1 na na na na | na na
3.0 3.0|-346 -37.1 1344 HN2| 57 55| 47 45
30 29|-40.5 370|352 342 | 57 57| 650 51
3.0_...38.1)-414_-623|387. 475 | 55 _ 59 (.49 48 | .
28 32|-386 -402| nma na | 57 &6 | 52 52
3.1 3.1 |-35.0 -35.0 370 817 | 57 54 { 49 47
3.0 32|-31.0 -294 nge na na na na na
33 387 |-353 -349 |387 353 | 4.8 4.5 na na
.31 32|-340 -360[400 400 | 56 54| 489 48
3.0 30]|-384 -418|31.7 288 | 5.1 49 | 46 47
3.2 34|-422 -538 430 400 58 541 458 48
3.1 3.1}-35.0 -33.5 (385 350 5.5 52 (49 45
3.3 3z na m| na na| 568 51| 46 47
3.0 3.0 |-50.0 -38.0 | 36.0 30.0 5.8 53 | 4.9 4.6
a8 33 na na| pa naj 54 48| 44 42
------- 37 A45|-320 -280 (460 520} 55 45 | 47 45
31 . 32}-381 -406 (379 365 | 56 53| 48 48
31 .33|-365 -385|38.0. 35.5
3.1 “|-348 | 389 : :
3.7 45}-31.0- -280-|460. 520 | 568 K9 [ 52 53
27 231-b6.8 -73.4317 288 | 4.8 45 | 44 42
02.° 04} 611021 31 - 57 .02 0402 03
-37.5 '-3'8_.8. 326.

25 ! P b fy T 1
S e e e

Strong Economic Performance Continuing

Inthe three months ta December, the economy expanded at
its fastest pace since spring 2004, putting pressure onthe
Bank of England to raise interest rates for the fourth time
since last August. The fourth quarter's 0.8% g-0-q increase
in GDP followed gains of 0.7% in each of the previous four
quarters, pointing to an upbeat picture of activity heading into
2007. Averyslight slowdownin 2007 GDP growth is forecast
by our panel, though, from 2.7% in 2006 to 2.6%, largely due
to weaker investment. However, early indications suggest
the year started on a positive note with surveys of retallers
in January showing large increases in sales. Furthermore,
the purchasing managers’ index for the services industry
remained at elevated levels in January. The services sector
—which accounts for nearly 75% of GDP — is the key driver

_ofactivity inthe economy, with a 1.0% g-0-q rise in the fourth

quarterthe principal contributorto the 0.8% GDP growth rate.
Manufacturing production, meanwhile, has increased at a
much more subdued pace, managing only a 0.1% g-0-q

‘advance between October and December. Conssnsus

forecasts predict similarly modest gains in 2007 and 2008
production to that seen last year of just over 1%.

With consumerpriceinflation reaching 3.0% y-o-yin January
—a full 1 percentage point above its target-— and the

" economy’s strong performance, the Bank of England raised

interest rates at its January 10-11 policy meeting. The 25
basis-point hike took the benchmark raie to 5.25%, its
highest level since August 2001. While lower energy prices
are likely to be reflected in inflation easing overthe course of
2007, coneems over the effect a strong economy will have
on price pressures—combined with the fear that the current.
above-target rate of inflation may increase households’

longer-term price expectations —led o January's.interest
rate increase. Morerecently, the February 7-8 policy meeting -

'saw the bank leave rates unchanged. However, many . -

economists predict a further rate hike Is in the pipeline. To
that end, details of January wage settlements will be crucial.

- Wage growth has recently been fairly benign, butthe bani's:
‘monetary policy committee is especially wary ofthe possrbmty
_ of rising inflation stoklng higher wage deals

(% of Total)

Direction of Trade - First Half 2006
Major Export Markets

Major Import Suppliers
(% of Total)

Likelihood of a Bank of England Interest Rate Change
Our panel's estimated average probability of a changein
the repo rate (5.25% on survey date) at or before the

Ut t a1 ) . : .
Ggrrendaf;a e 10'9 : e es oa next Monetary Policy Commiitee meeting is:
France 10.7 France 7.6 INCREASE NO CHANGE PECREASE
Asia (ex. Japan} 7.2 Asfa (ex. Japan) 134 408 + 557 + 35 = 100%
Easiemn Europe 5.2 Eastern Europe 6.4 . .
Middie East 5.0 Africa 28 . Most likely rate change mentioned: +0.25%

Real Growth and Inflation % Short- and Long-Term Inierest Rates
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Average % Change on Previous Calendar Year
Gross Household Gross Industrial Consumer Producer Contractual
Domestic Consumption Fixed Production Prices Prices Hourly
Product Investment Earnings
Prodotfo Consumi Investimenti | Produzione Prezzj Prezzi alla | Retribuzione
InternoLordo | delle Famiglie | FissiLord] Industrials al Consume | FProduzione Orarie
: Contrattuali
Economic Forecasters 2007 2008 2007 2008 2007 2008 | 2007 2008 | 2007 2008 2007 2008 | 2007 2008
Banca IMI 1.8 20 17 1.8 3.0 20 3.0 17 1.8 20 2.9 2.0 26 2.6
JP Morgan 1.7 16 1.8 1.8 15 20 20 2.0 1.8 2.0 2.3 2.0 na na
Ref. 1.7 .18 2.0 25 21 28 a5 1.0 1.B na. 1.3 na 3.2 28
ENI 1.6 1.5 1.3 1.4 2.0 19 0.8 1.2 1.9 1.9 23 1.8 2.9 2.7
Confindustria 14 15 1.7 15 2.3 2.6 na na | 20 1.8 na na na na
UniCredit MIB 114 1.3 15 1.6 1.9 1.7 12 13 1.7 1.9 27 30 na na
ISAE 1.3 na 1.2 na 22 na 1.0 na 1.8 na 23 na na na
|Prometeia_. 458_...45..|...18 15 | 2.1 26 07 1.1 1724 { 01 44y 23
Intesa Sanpaolo 13 14 9 18 1.7 16 1.6 1.7 1.7 20 31 0.8 28 28
Banca Nzle del Lavoro 12 1.2 16 13 | 29 2.0 i85 22| 18 20 40 30| 34 28
Capitalia 1.2 1.7 1.4 1.8 1.5 2.Si 1.0 16} .18 19| 24 22 27 25
Centro Europa Ricerche | 12 1.3 1.0 1.2 1.5 1.8 na. na| 20 21 na na na na
ING Financial Markets 12 14 1.6 15 23 23 1.4 1.6 18 19 23 1.5 27 25
Econ Intelligence Unit 11 16 | 14 15 26 25| 16 22| 18 18| 26 13| na na
Goldman Sachs i1 15 1.4 1.6 07 21 ‘14 20 2.0 2.0 37 27 na na
HSBC 08 1.0 1.5 14 - 0.5 0.8 0.8 08, 22 1.8 na na 2.7 2.4
“Consensus (Mean) 13 15| 16 16 | 18 21| 14 46| 18 20| 25 20| 28 28
Last Mdnth‘s Mean 13 14 14 15 19 2.1 11 1.4 19 18 24 18| 27 25
|3 Months Ago ‘ 13 1.3 1.8 i0 . - 19 a5 | 27 :
. [High {18 20 20 25 3.0 28 3o 22 22 ~21. 40 30| 34 28
|Low ~ |os 10| .10 11 | o5 09| o5 o8| 17 B[ 01 08| 23. 22
Standard Deviation: -~ |03 .02 | 03 03.| 07 05| 07 05{ 01 . 01 10 - 07| 03 02
Cqmp_arls'oh F_oreca'sts o 1
Government (Jul. '05) 1.5 1.2 13 12 19 16
Eur Commission (Nov, '08)) 14 14 | 10 -~ 13 |-22 20
IMF (Sep. '08) B B - S 15 20
- |oECD (MNov. '06) 14 16 | 10 20 39 29
Governmentand Background Data Historical Data : .
* % change on previous year 2003 2004 2005 2006
.| Prime Minister - Mr. Romano Prodi {L'Ulivo party). Gross Domestic Product* 0.1 00 01 2.0
Parliament - A centre-left coalltion, known as the Unlone, has maforifies : . :
In both the Chamber of Deputies (lower house) and the Senate (upper| | Household Consumption 1.0 05 0.1 20e
house). Mext Elections - By 2011 (pailamentary). Nominal GDP - Gross Fixed Investment* -1.5 189 -04 288
Euro1,418bn (2005). Population - 58.1mn {mid-year, 2005). $/Euro N _—
Exchange Rate - 1.244 (average, 2005). Industrial Production -06 -0B6 -08 24
Consumer Prices* 27 22 20 24
Producer Prices* 16 27 40 58
Quarterly Consensus Forecasts .
Historical Data and Forecasts (bold italics) From Survey of Contractual Hourly Earnings* 22 28 31 28
December 11, 2006 Unamployment Rate,% 84 .80 77 6BB8e
2006 2007 2008 R R . .
al Q2 Q3 Q4 01 Q2 Q3 Q4 Qi a2 Current Account, Euro bn 174 -125 -221 -318e
Gross Domestic i3 12 14 16 16 General Govt. Budget Balance
. . . 2 1.2 T . .
Product 17oAT AT 19 14 (Maastricht definition), Euro bn-46.8 -47.6 -58.2 -61.3 @
Household
Consumption 21 17 18 22 1.5 1.4 1.4 15 i6 7| |3mthEuro,% (endyr) 21 22 25 37
o 10 yr ltalian Govt Bond,
‘jConsumer
Prices 24 22 29 189 20 18 1.8 20 2.0 2.0 % (end yr) 4.5 3.8 3.5 42
- . | A~ Annrpsnonic acfimota hacard an [atact crinow




Year Annual Total Rates on Survey Date
Average 3.8% 4,3%
Unemploy- | Current Ga:;%rta! 3 month 13 I\I{ear
ment Account |Budget Bal| Euro | #ER
Rate (%) {Euro bn) (n(nggrsgﬂcr%t) Rate (%) Yield (%)
Tasso di Pariite Indebit- Interess! Buoni
Disoccupaz-| Correnti R to Euwro Tri- | del Tesoro
fone (%) {Euro mid) {Maasrnch mestrali (%) | Decennali
{Eura mld| %
End End | End End
2007 2008 | 2007 2008| 2007 2008 May'07 Feb'08 May'a7 Feb'd
68 &7 (-260 -250{-400 -38.0| 4.0 40 | 45 4.2
65 6.3 (-340 -354 na na| na na na- na
62 &7 |-212 -262|-41.8 -37.8| 3.8 43 | 44 47
6.7 67 ]-25.0 -220|-447 -4383} 3.7 38 | 44 45
67 66 |-295 -268{ na na| na na| na na
6.6 65 na na(-42.0 -450| na na na na
65 na na na na na|( na na nm na
67 _64|-27.0 -31.0.[-43.0_-430 | 3.6 _34 | 40 40
‘6.8 7. |-335 -316|-452 439 40 41 | 37 37
7.0 7.0 (-420 -35.0 na na| 40 34 (42 38
7.0 609 |-250 -250(-425 -40.0) 3.8 389 | 43 42
72 B8 na na na m| 38 3B | 43 43
68 67 |-180 -150(-324 -20.0| 39 43 | 41 .45
66 6.1 na nal na- nra| ra na | na na
74 75 }-200 -220(-513 -47.2| 42 45 | 42 42
74 761210 210 na na| 38 32 |36 37
68 67 |-268 -26.4)|-425 408|389 39 | 42 42
69 68 1-267 -25.0|-43.8B ‘-42.4
71 |-238 = : :
74 76 |-180 -150(-324 -290| 42 45 | 45 47
6.2 57 |-420 -368.0|-513 -472| 36 . 32 '36. 37
03 05| 70 62| 50 54| 02 04| 03 ‘03
75 75| . . {524 589
BB 65

Buoyant Industrial Sector Boosts Economic Growth
Although the economy is likely to slow this year on the back
of tighter fiscal conditions, less supportive external demand
and rising interest rates, a surprisingly strong December
performanceinindusiry helped tobolsterthe outiook. Industrial
production ended 2006 on an especially positive note, as
output surged by 2.0% m-o-m and was further boosted by
upward revisions to previous months' dafa. In the fourth
quarter, production increased by 1.6%g-0-q, itsfastestpace
since the third quarter of 1989. Analysts commented that
some of the pick-upinmomentum was likely due toincreased
demand from Germany, as orders were registered before
January's value-added tax rise there. Consumer goods
production advanced by 2.2% q-0-q in the fourth quarter,
while output of investment goods was up by 3.0%. Indeed,
buoyant GDP growth (as releasedin a ‘flash estimate’ by the
statistics office, one day after our survey date) of 1.1% g-0-
ain the fourth quarter was boosted by the industrial sector’s

""" performance: Consensus forecastsforproduction thisyear-—— e
_ have been upgraded as a result, although a slowdown from

a2.4%risein 2006is anticipated. Falling business confidence
in recent months — as fears over the strength of foreign

“orders, married with the effects of higher taxes on domestic
“demand, take hold — seems to suppott the view that the

economy will lose steam in early 2007.

A serfes of measures to increase competition and protect
consumers’ rights was approved by the cenire-left governing
coalition in late January. Some of the changes relate to the

‘remaval of laws limiting the days when some shops are

allowed to open {for example, hairdressers can now choose
to-open on Sundays and Mondays), while others aim to

iincrease competition in previously protected sectors (i.e.;

supermarkets will now be allowed. to sell petrol).. Prime |
Minister Romano Prodi hopes that the latest efforts to -

- ‘deregulate the economy wilkhelp Spur consumer spending .

and increase the competmveness of Italian business:

However, ariumber ofthe measures need tobe approvedby
- parliament, and protests fromthosa opposedtothe changes

(including petrol retailers) are. planned Economists broadly
favour the proposals but wam that deeper reforms of the
pension system and labour market are still needed.

(% of Total)

Direction of Trade — First Half 2006
Major Export Markets

Major Import Suppliers
(% of Total)

Germany 14.2 Germany 16.7
France 1ad France 8.2
United States B.S5 Netherlands 5.5
Eastern Europe 18.9 Eastem Europe 148
Asia (ex, Japan} 6.5 Asia (ex. Japan) 9.4
Middie East 5.2 Middle East 7.7
y Real Growth and Inflation
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Average % Change on Previous Calendar Year A‘ll‘?tl:lil
Gross | Personal [Machinery| pe gy | nductrial |Consumer| Industrial | Average | FouSind
Domestic { Expendi- | & EQUIb-| goraorate |proguction| Prices | Product | Hourly Starts
Product ture ment Profits Prices Earnings (thousand
Investment uriits)
Produit Dgg o |Investisse- Bénfg’ces Production| Prixala | Prix des | fiEmuner- Const;ucian
Intériaur 50“"01;1’;2"0“ Pm:ntt'f- Sgr‘:,ga’;tés Industrislie Conf‘am- Produits lﬂr[:;:e L%?seen;.sgs
Brut - | mepages | Producti impots mation |Industriels Moyenne ”,?,‘?}’1}255"
Economic Forecasters | 2007 2008 | 2007 2008 | 2007 2008 [ 2007 2008 | 2007 2008 | 2007 2008 | 2007 2008 | 2007 2008 | 2007 2008
Conf Board of Canada -2.7. 33|33 31 [ B6 94 30 59| na na | 12 2D |04 1.8 na na | 203 155
Informetrica 27 28131 28 |80 95| 40 85|20 18 |17 20 |14 19 | 3.0 3.1 [195 180
JP Morgan 26 24 26 20 |68 52} 51 30|20 186 19 24 (27 19 3.0 35 | 210 200
Royal Bank of Canada 25 30|30 31 (61 72| 45 41| na na |16 22 | na na na na | 208 206
Calsse de Depot 24 28 |'30 383 | 8.2 8.0 na na| na na 1.7 20 | na na na na | 200 185
Liniversity of Toronto 24 28|29 22 |66 55| 07 37| na ma (10 19 i na na na na | 203 180
BMQC Capital Markets 23 29|30 27 |75 65| 36 35|05 15 |17 21 |25 20 | 26 3.0 (205 185
Economap 23 28|30 29 |65 50| 40 35 |-05 17 | 18 20 (15 25 | 25 27 |200 185
EDC Economics 22 29|36 32|74 69|29 53(-08 30 (19 20 | na na |26 21 |206 193
Scotia Economics 22 27|30 27 |72 69|40 35|15 25 |18 21 [ na na | na na |200 185
Toronto Dominion Bank; 22 32 | 33 30.| 86 86 .31 42| na na |16 21 | na na | na na |205 195
CIBC World Markets 21 27 |27 26 [ 66 67| 49 BO| na na |18 23 | na na na na | 213 200
Desjardins 21 28 '3.6 37 |79 73|65 75| na na | 1.6 24 |18 34 na -na | 205185 .
Global Insight 21 30|32 32 |70 44|-74 06|01 26 |15 21 |04 -05 | 24 30 |214 204 |
National Bank Financial | 20 23 |28 27 |65 72 !-98 67 | na na |08 14 |na na | na Tna | 190 175
Merrill Lynch Canada 17 35|31 33|65 74| na na|na na |15 18 | na na na na (213 193
iConsensus (Mean) 23 29|31 29|73 70|21 38|05 21 |16 21 |15 1.8 | 27 29 204 192
Last Month's Mean 23 29 |32 20|77 70| 26 33|02 21 |17 20 |17 18 |27 28 |z04 182
{3Months Ago 26 |31 |80 27 - |13 118 |18 28 189 -
High - - a 27 35|36 37 |86 95| 65 85|20 30|19 24 |27 31 |30.35 |214 206"
Low - 47 23 [ 26 20 |61 44 |-88 -67 |-08 15 | 09 14 |04 <05 |24 21 |190 175
|standard Deviation - | 03 03 | 03 04 {08 15[ 47 38|12 06 [03:02 |08 11 [03 05| 7 9
: Compaﬂson_ Foregasts . [~ = - 0 - n
"~ [IMF (Sep. '08) -+ 3o |8 : 19 s
OECD (Nov. '06) |27 a1 |84 31 15 2.0

 Governmentand Background Data
Prime Minister - Mr. Siephen Harper (Conservative). Government -
The Conservatives [ead a minority gavernment, with 124 aut of 308 seats
in pariizment (155 seats are needed for a clear mafority}. Next Election
~ By 2011 (general election}). Nominal GDP - C§1,371bn (2005).
Population ~ 32.3mn (mid-year, 2005). C$/$ Exchange Rate - 1.212
(average, 2005}.

Quarterly Consensus Forecasts
Historical Data and Forecasis (bold italics) From Survey of
December 11, 2006

2006 2007 2008
. Ql Q2 Q3 Q4 Q1 G2 03 Q4 Qi Q2
Gross Domestic
Product 32 29 P25 25 22 23 256 27 28 2.9
Personal
Expenditure 3.6 37 41 40 3.4 33 3.0 28 29 29
Consumer
Prices o5 26 16 7.5 1.6 13 1.7

20 20

" Historical Data

* % change on previous year 2003
Gross Domestic Product* 1.8
Personal Expenditure* 3.0

Machinery & Eqpt Investment* 7.9

Pre - Tax Corporate Profits* 7.1
[ndustrial Production* 0.2
Consumer Prices” 2.7
Industrial Product Prices* -1.4
Average Hourly Earnings* 1.6
Housing Starts, '000 units 218
Unemployment Rate, % 7.6
Current Account, C$ bn 141

Federal Govt Budget Balance,

fiscal years, C§ bn g.1
3 mth Trsy Bill, % (end yr) 2.8
10 Yr Govit Bond, % (end yr) 4.8

2004 2005 2005
2.7¢e
3Be
B6s
5.3e
-0.3e
2.0
2.3
2.2¢
227
6.3

24.8e

3.3
3.3
10.3
18.3
1.8
1.8
3.2
3.2
233
7.2
27.6

1.5
2.5
4.3

2.9
3.9
10.5
10.6
1.0
2.2
1.5
4.4
225
6.8
31.8

13.2
3.4
4.0

bile
4.2
4.1




shipmentsup by animpressive 2.3%m

Year Annual Total [Fiscal Years| Rates on Survey Date
Average (Apr-Mar) 4.2% 4,2%
Unempioy-| Current Federal 3 month 10 Year
ment Account |GovtBudget| Treasury |Government
Rate (%) (C5 bn) Balance BIH Bond
{C$ bn) Rate (%) | Yield (%)
Taux de Balance | Bafance |Rendement|HAendement
Ché:":age Courante | Budgdtaire Zﬁr ;f;sgfzz ﬂ;iigggz:'
%) (C8 md) F(:‘$ m:)v | 3mols % | de 10 ans %
2007 2005 | 2007209 | ontaen o o
66 64 | 245 30010 61 | 42 44| 40 41
64 60 | 180 240 | 60 60 | 42 43| 41 44
614 65 | 242 283 |30 30 [ 45 na| 42 na
64 64 | 174 171 { na ‘na | 41 42| 40 47
64 65 | 200 200{50 30| 40 40| 41 45
B4 64 | 158 172 na na | 42 44| 42 448
B3 64 | 140 105 |40 30 [ 42 42| 42 46
63 B4 [ 145 10|50 B0 |42 43| 42 45
65 64 | 218 221 | na na | 38 38| 41 43
B2 63 |120 60|73 64| 40 86| 40 38
64 63 171 70|30 50 | 42 43| 43 45
63 63 |257 30030 30| 40 34| 40 35
64 62 | 164 147 |50 60 | 41 3B | 40 48
64 65.|168 207 |30 30 | 42 43| 43 48
64 66 | 120 9.0 |30 00| 45 37| 45 43
6B 66| na na| na na| 40 3B 398 44
64 64 | 180 185 | 40 44 | 41 40| 41 44
6.4 64 | 175 163 | 38 44
6.4 148 3.8 -
'68 66 | 257 300 |73 80 | 45 44| 45 48
61 60 |120. 60|10 00 |38 34| 39 35
02 02 | 44. 75|17 22 (02. 03} 02 03
83 _
66 65

Industry Shows Flickering Signs of Improvement

The recent retrenchment in this year's GDP growth outlook
appears to have halted on the back of indications of modest
improvementin the beleaguered goods-producing industries.
Indeed, following three consecutive quariers of g-o-q
contractions in industrial production, November data now
pointto a possible turnaroundin outputduring the final quarter
of 2006. GDP growth advanced by 0.2% (m-o-m) in the
penultiimate month of last year aiter a stagnant October
showing, with the increase due in large part to a 1.6%
resurgence in manufacturing. A massive 14% expansion in
motorvehicle production helped o liftthe sector, suggesting
that the car industry may have finally shaken off its recent
slump. Industrial production as a whale, however, managed
only a modest 0.2% rise because the gain in manufacturing
was offset by a sharp 2.5% (m-o-m)loss inenergy outputand
a0.2% decline in retail rade. Elsewhere, though, November's
factory reportconfirms a bounceback in industry, with durables’

3.9% higher as the result of a strong showing in transportation

-equipment. Canadian industry has also been reassured by

news from the US. While manufacturing there traversed a
weak period recently, renewed strength in other parts of the

economy—namely consumerspending—has renewed hopes

of ongoing demand and business from south of the border.
Consequently, our panel's 2007 forecast for production has
regained ground following lastmonth’s sharp downgrade.

| Incontrastwith industrial indicators, the retailsectorberformed

poorly in November, with a rebound in car sales unabie to lift
overall trade. Mild weather contributed to a sharp drop in
clothing and generalmerchandise purchases. The outlook for
personal expenditure in 2007, though, stands at 3.1% this

" menth, down from last month and somewhat slowerthanthe

3.8% expansion expected for 2006, but still above-trend.

_ Domestic demandthis yearis likely to be helped by moderate.
 Infiation pressures. Core prices, forexample, fell by 0.2% m-

o-m in December. A firm housing market is also helping to-
support household spending, with the warmer- weather
prompting developers to start building pro;ects earlyaswell
as coniributing to a shamp rebound in housing starts last

~ month to 248,300 units, its highest leve! since August 2004.

Direction of Trade — First Half 2006

Major Export Markets

Major |Import Suppliers

(% of Total) (% of Total)

Likelihood of a Bank of Canada Interest Rate Change
Our panel's estimated average probability of a change in the
overnight lending rate {4.25% on survey date) at or

g UL~ U R T )

United States B3.6 United States 56.3 before the next key policy meeting is:
United Kingdom 241 China 7.8 .
Japan 2.0 Japan 4.0 INCREASE NO CHANGE DECREASE
Asia {ex. Japan) 3.9 Asia (ex. Japan) 134 _ o
Latin America 21 L atin America 7.1 3'?' + 88.9 X + 7.9 = 100 %
Middle East 07 Africa 1.9 Most likely rate change mentioned: None
Real Growth and Inflation %  Short- and Long-Term Interest Rates
% . <Forecast>
1 _—
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The EURO ZONE is: Ausiria, |Average % Change on Previeus Calendar( Annual | Average % Change on Previous Calendar Year
Belgium, Finland, France, Year Total Year Average
‘\Germany, Greece, Ireland,; Gross | Private | Govt | Gross |Change In|industriaf Consumer|industrial] Hourly | Unemploy-
‘taly, Luxembourg, Nether-ipomestic| Con-' | Con- Fixed | Invento- |Product-| Prices |Producer| Labour ment
lands, Portugal, Spain and| product | sumption|sumption | Invest- tles ion Prices | Costs Rate (%)

Slovenia. ment | (Euro bn) - Total
Economic Forecasters 2007 2008|2007 2008|2007 20082007 20082007 2008 |2007 2008, 2007 20082007 2008 2007 2008|2007 2008
SEB 25 23| 24 20| 17 1.4/ 38 37 na nal 28 25| 1.8 20|22 25| 25 27|72 70
Banca IMI 24 22| 48 21| 16 15| 49 35 na nal 3.0 14| 20 18|27 20 22 24| 74 73
BBVA 23 23| 20 22| 20 19} 40 37 na nal 29 25; 18 18|16 15 na na| 75 76
Lloyds TSB Financial Mrkts| 23 22| 2.0 21| 1.3 12} 40 30 na naj 23 20| 20 21|25 18| ma na| 72 71
Oxford Economics 23 21| 18 22/ 15 13| 39 30{351 343/ 22 20| 19 20(19 15| ma na| 72 74
Intesa Sanpaolo 23 23| 17 18| 1.7 16| 33 3.0 na nal] 25 26} 22 21|20 24| na nma| 74 7.2
Citigroup ' 22 25} 1,5 18] 06 08l 46 36 na nal na na}j 1.8 1.89| na na| 24 26| 78 75
European F'east Network | 22 21 24 138} 1.0 1.2) 36 23] na na 21 206} 19 18| na na| 34 38| 75 73
Fortls 22 23] 18 22| 1.5 1.7/ 45 382 na nal 23 20| 22 18|20 17| 28 35| 73 70
Goldman Sachs 22 24] 19 22| 20 23( 32 27 na naj 22 28| 1.7 18|47 1.8 nm nal| 75 74
JP Morgan 22 19| 20 19| 1.2 1.0 na na|386 505 27 22| 18 17|25 21| na na| 75 75
Merrill Lynch 22 22| 14 18] 1.5 14| 47 43| na na 22 20| 21 20|21 24 26 28| 73 69
WestLB 225 22| 18 21) 12 08| 34 30( na nal 20 nal| 21 19| na pal na na| 73 70
ETLA 22 23| 17 18 15 15/ 36 29 na npal 21 24]{ 21 19} na na| ma na{ 74 74
~|DresdnerBank 21— 22| 1:6-2.0 1.8 1:5[-3:6—3:.2 —na--—naj- 2.2 2;5 [--}8--1.8-}-2.2- -0 [ na——na-{—F4—TF0-|-
Global Insight 29 18| 20 20| 1.2 14| 33 26 na nal 23 2.0{ 22 1.8i{24 18| 27 27{ 73 71
ING Financial Markets 121 23| 18 22| 12 12; 34 35 na npal 20 22| 18 18| na na] na naj 76 75
uUBsS 21 23| 20 22 411 07[ 29 33 na nal 1.8 24f 19 19|21 21| na nal| 72 67
Grupo Santander 20 20| 17 2o 18 11430 28 na naj na naf 1.9 18| na na{-na na| .75 75
Bank Austria ‘20 20|17 17| 14 14,39 35 na nal 22 22} 20 18|22 19| 26 2bH| 74 74
- |Commerzbank 20 18} 20 20| 1.9 20/ 3.3 3.0 na .nmal 1.8 2.0f 1.7 16|22 20| 25 25| 75 72
Credit Agricole 20 22| 17 18| 1.8:13]| 83 27 na. na 1.9 1.8f 20 18|19 17| 23 22|73 71
UniCredit MIB 20 21|18 21| 1.3 1.3/ 37 36 na nal-na naj 19 19| na nal na - na| 75 7.2
Econ Intelligence Unit 1.9 20| 15 17| 13 13| 34 34 na nal na nal 20 18|25 18] na na| na na
Bank Julius Baer .19 23| 07 13} 1.2 0.8 44 59 na na 23 1.9§ 20 20(20 20| 23 25|.75 786
Societe Generale 19 2i| 18 21} 1.5 19| 34 23 na nal na nal 1B 20| pa nal] na na| 75 7.2
BNP-Paribas i8 16| 18 1.8} 1.9 16| 43 25 188 255 0.8 1.3 21 2.0( 13 '1.7_ ‘na na| 7.7 77
Deutsche Bank - 1.7 18| 13 18} 16 14 3.0 28] na npal 22 28 24 1.8{22 12| 25 24| 75 70
HSBC ) 1.7 1.7 14 14 20 171 26 2% na pa) 1.9 17/ 21 16;{na nal 26 24| 79 80
Lehman Brothers 1.7 1.6| 14 14| 16 1.68]1 31 27 -B0-315) 20 09, 18 1.9]{25 33| 26 22| 7.2 66
XisciB - 17 16| 15 15| 4.7 1.7/ 21 26/240 naj na na}| 20 19(|.na ma| 21 19| 78 76
" |Consensus (Mean) 21 21| 1.7 1.9 15 14| 36 3.1|21.7 15.7| 22 21 2.0 1.9 23 20| 25 26| 74 73
*’|Last Month's Mean 2.0 24[ 16 1.9] 1.5 1.4| 36 3.1/204 41.8] 22 21|21 18|22 18| 26 27| 75 73
|3 Months Ago - 19 1.5 1.4 a4 . |33z 2.2 21 21 2.6 7.5 .
‘|High ¢ : ‘25 25| 24 22| 2.0.23( 49 509|386 508 3.0 28 22 2147 33|34 -38([ 79 &0
Low I 1,7 16| 07 13| 06 07|21 24| -Bp-31.5/08 08| 1.7 1613 t12|.21°. 18] 7.2 ‘66
Standard Peviation ' 02 02} 03 03] 03.04] 06 07 18.5. d5.6) 0.4 0.5 - 0.2 04107 _ 04| 03 05] 02 .03
Comparison Forecasts : S : :
Eur Commission (Nov.'06) | 21 22| 16 21 1.4 14| 30 30 21 1.9 77 74
IMF {Sep. '06) 2.0 17 1.5 | 3.6 24 7T .
OECD {Nov. '06) 22 24| 1.7 23| 1.6 17/ 42 32 i9 1.8 74 74

(average, 2005).

Eufopean Monetary Union

Eure zone - The thifeen Europasn countries (listed at the lop of this
page) are united by a common currency (the euro}, monetary palicy and
adherenca o the Maastricht Treaty. Monetary Policy - is set by the
European Cenlral Bank's (ECB) goveming board, headed currently by
Jean-Claude Trichet. Nominal GDP - Eurc7,891.7bn (2005). Popula~
tion - 310.2mn {mid-year, 2005). $/Eurc Exchange Rate - 1.244

December 11, 2006

2006 2007

Gross Domestic

Product 22 28 27 3.0 25 1.8
Private

Consumption 18 18 1.8 25 1.8 1.8
Consumey

[ Wt . no nc nAa 41 9929 14

Quarterly Consensus Forecasts
Historical Dala and Forecasts (bold ltafics) From Survey of

2008
Q1 G2 Q3 Q4 Q1 G2 Q3 Q4 Qf Q2

19 1.8 21 21
1.6 1.4 1.8 1.9

19 292 18/ 14q

Historicai Data

* % change on previous year
Gross Domestic Product*
Private Consumption*
Government Consumption*
Gross Fixed Capital Formation*

Change in Inventories, Euro bn (nominal}

Industrial Production*
Consumer Prices*

Industrial Producer Prices*
Heurly Labour Costs ~ Total*
Unemployment Rate, {%)
Exports - Goods & Services*
Imports - Goods & Services*

Current Account, Euro bn
Geperal Govt. Budget Balance
(Maastricht definition), Euro bn

Be s Mk REA ) e ebmadde

2003
(1]
12
1.8
1.1
1.8
03
2.1
14
3.2
BT
14
341

326

-228

en

2004 2005 2006
17 15 27
13 14 13e
11 13 22e
18 27 4Be
60 215 268e
20 13 38
21 22 22
23 41 51
24 24 23e
BB B6 78
63 45 82e
62 55 - B82e

52.0 -68 -265e
216 -194 -i65&
[~ -} T= no



Average % Change on Annval Total é]\_rierage %
ange ah

Previous Calendar Year - ! Prev 30,_,5[:

| Exports of | Imports of | Current enera Money

Goods & Goods & | Account Gogglgrl‘]geget Supply, M3,

Services Services | (Eurcbn) ({Maastricht)] end perlod

{Eure bn)

2007 2008 | 2007 2008 2007 2008} 2007 2008 | 2007 2008
6.2 4.9 59 &1 («10.0 0.0(-125 -110 6.0 &5
46 52 45 52 |-220 -10.0|-140 -140 B2 85
58 54 B2 K7 |-35.0 -200(-160 -150 na na
64 60 57 &8 -43 -257-132 -132 88 &2
57 54 58 &85 | -41 -21|-133 -133 na na
53 49 55 47 |-264 -1824-150 -137 65 &5
65 58 63 498 |-10.0 -50{-130 -i30 na na
44 52| 49 46 na nal na na na na
58 55 6.3 56 |-57.0 -60.0)-147 -126 | 53 48
61 40 63 441 |-18.0 1721 na na 60 50
63 55 67 6.0 |-548 -602| nma na na na
50 80| 53 53 |-100 -100| na na |50 na
49 44 49 40 |-11.0 -80| nma na 88 na
61 5.8 54 53 na nal na na ha na

77777 5358 —-51—6.0--20.0-200|--na—-na—|-na—na—
48 .37 50 441 |-185 -135|-126 -117 60 63
40 38 4,7 4.0 na paj- na . na na na
40 34 40 39 62 186 -138 -135 76 64
48 62 51 &2 |-150 200/(-157 -163 na na
‘na na| na  na na nal] na na |72 &5
.46 43 59 59 [-10.0. 10.0}-140 -135 6.5 6.0

- 52 54 56 4.8 9.2 211 (-139 -127 6.5 - 6.1

- 56 59 58 66| na na| na na na na
50 54 51 52| na nal-135 -137 na na
66 74 56 7.2 na na| na .na na na
47 48 49 50 |-29.0 -180|-112 -90 na na
489 53 66 6.2 =5.0 -37.0|-140" 140 85 74
51 54 51 54 |-100 00(-121 -115 47 45
46 39 51 38 na  na| na na 71 57
60 56 6.1 5B 10.6 301 |-124 -136 | 69 4.7
‘88 45| .57 51| na.  nal-138 -134 | 62 &2

.53 .81] 55 52 |-156 -96[-136 -131° | 66 58
52 .81 53 52 | -138 -b4j-142 <138 81 &7
486 | 47 -27.9 -154 58

. 66 71| 67 . 72| 106 3014412, -0 |88 74

C 40 34| 40 a8 |-570 -69.2[-160 -163 | 47 45
07 08 06 0B.| 174 244| 12 15 | 12 - 08

The Recovery Continues Apace

The fourth quarter GDP *flash estimate” (released afterour
survey deadline) showed growth accelerating from 0.5%q-0-q
fo 0.9%, underscoring the improvement in activity overthe
latter part of last year. Our panel's 2007 GDF forecast has
seen an upgrade this month. Industrial production was also
upbeat, soaring from 0.3% m-o-m fo 1.0% in December,
bringing the y-o-y rate up to 4.0%. However, January’s
purchasing managers' index formanufacturing dipped to its
lowest level since February 2006, and preduction forecasts
remain unchanged this month. Despite this, the ECB has
indicated that interest rates will most likely rise at the next
policy meeting on March 8, given the bank’s concerns about
wage and money supply growth. '

Euro Zone Interest Rates
Farecasts are provided by a total of more than 80 panel-
lists for Germany (page 8), France (page 11), ltaly (page
15), the Netherlands {page 20) and Spain (page 22). This

allows the analysis of forecasts for different yields on
individual country 10-year benchmark bends. Forecasts |-
for B-month interest rates-are a]i for the EURIBOR rate.

Actual - Consensus —_

) Feb 12 ’Q?_ End May 07 End Feb'08
Euribor:3-mth,% 38. - a8 4.0
German 10-yr : )

GoviBond, % . 4.1 4.0 4.1

Likelihood of an ECB Interest Rate Change -
Our panel's estimated average probability of a change in
therefinancingrate (3.50% on sur\rey date) atorbefore
the next pohcy meetlng is:
INCREASE  NO CHANGE ~ DECFIEASE
887 o+ . M3+ 00

100 %
Most: Ilkely rate change mentloned 40.25 % E

7 Euro Exchange Rates " :
Forecastsare provided by rnorethan 1 00 panelhsts and are
shown on page 27.

Euro Zone Economlc Statlstlcs

The source of all Historical Data (facing page) is Eurostat, w1th
the exception ofthe Current Account and the Money Supply, M3,
which are fromthe European Central Bank. The base years and
statistics methodologies used by Eurostat may differ from those
used by individual Euro zone-member countries included in
Consensts Forecasts. Eurostat data is often drawn from the
national statistical agencies within the Euro zone but s adjusted
to achieve standard classifications.

Real Growth and Inflation

<Forecast>

g7 ar o0 MM P oM oM s R N7 MmN o1t

% balance of

Consumer and Industrial Confidence

Diffuslon Indices for the Euro Area 12
Sotirce: European Comimission
responses

6O
40

20
0.0

_1&0 o+
1204
404
-804

Cansumer

80 1

lan0fd  |Jep00 2t Iesdy londY?  [mn1  lonfid  JanfR Izl lond?



Average % Change on Previous Calendar Year Annual Rates on Sutvay Date

Total 3.8% 4.1%
Gross Private Gross | Manufac- |Consumer] Hourly | current 3month O Year Dutch
Domestic [Consump-| Fixed turlng | Prices | Wages | peoqunt Euro Govt Bond

(Manufac- e o pn) | Rate (%) | Yield (%)

turing)
End End End End
Economlc Forecasters 2007 2008( 2007 2008( 2007 2008 2007 2008207 2008{2007 2008 | 2007 2008 May'07 Feb'08| May'07 Feb'08

Product tion |Investment| Production

|NIBC 37 25|30 2370 30|45 15}t1B 25|27 35| na nal] 41 44| 42 46

-|Kempen & Co. 33 2B |28 20{50 40|32 35|22 27125 20| ma na 40 4.0 42 45
Rabobank Nederland 33 nma |26 na| 69 pa|ma na |20 na|25 na| na nal 389 41 39 44
ABN AMRO 32 28 |20 20|60 37|25 18[17 20|20 80| nma na| 42 44 3.3 44
Fortis a1 26|26 2b|62 47|25 20|10 22| 24 29 (415 421 39 4.1 42 45
ING ‘ 28 26 123 22|50 23|24 18|18 22|25 21 ng nal 38 43 38 43
Moody's Economy.com |27 24 | 20 20|40 41|21 20(19 16| na na| na nal na nal ma ma
Theodoor Gillssen 26 23 22 20|56 33|30 24|10 22|25 30[400 430/ 3.8 38 42 4.0
Econ Intelligence Unit 26 27 (19 2p| 60 62(24 24|16 15| ne na; na na na na na na
Deutsche Bank 124 25|22 21|44 28[18 17 (14 18} 20 25425 445 38 34| 3p 38

~|HSBC 80 16 {15 18 ':73’.’8"""’ 30 ma na | 1.9 161 na hd | Ha nal 38 32 3637
Consensus {Mean) 29 24 |23 21|54 87|27 21|18 20)24 27|43 432 33 38| 40 42
Last Month's Mean - 29 26 23 21|53 34[27 22|18 21|24 27403 41.3

|3 Months Ago 28 |22 44 26 |19 23 38.1 |
High j 37 2B 30 28|70 62|45 35|22 27| 27 35425 44.5 42 4._4 42 - 46
Low ' 20 16 |15 16|38 23[18 15|14 15|20 20[400 421 38 32| 3§ a7

“lstandard Deviation - |05 04 |04 03|11 11|08 06|02 04|03 05[13 12f o1 04| 02 03

.|comparison Forecasts

CPB (Dec.'06) - . lea -~ |22 43 . 13 S E -1
- |Eur Commission (Nov.'06)| 28 26| 1.8 21| 44 23 S O
- |IMF(sep.'os) |28 | . . g 1
|OECD{Nov.'08) .~ . 3130 |12 15|48 18|
._-o:o'."Nationa[ ac;:punts.d'a’téforthef_o‘ur;h quarter (released. A T T HistoricalData .
- one day after our survey date). showed the economy | + s cnange on previous year 2003 2004 2005 2006 -
expanding by 0.6% q-0-q, supported by strong gainsin | Gross Domestic Product* 03 2.0 1.5 2.8
* exports. For 2006 as a whole, GDP growth was 2.9%, Private Consumption* 02 06 0.7 -1.2
* with ourpanelforecasting asimitarly positive outtumfor | Gross Fixed Investment® , -5 -08 36 6.
2007, bolstered by a 5.4% rise in investment. Manufacturing Production®* 11 1.6 0.2 2.3
: _ Consumer Prices* 21 12 1.7 14
e , , o Hourly Wages (manufacturingj*2.7 1.5 0.9 1.8
“+  Manufacturing prgduc’non surged by 2.4% q-o-g inthe | cirrent Account, transactions . |
fourthquarter,takmgfull‘-year2006growth102.8A:.‘_l‘he basis, Euro bn 262 41.8 30.0 41.8 s
pick-up in momentum is expected to carry over inio :
2007, with consensus forecasts for production pointing 3 mth Euro, % (end yr) 241 122 25 37
io an acceleration in growth to 2.7%. 10 Yr Dutch Govt Bond Yield,
% (end yr) 43 37 3.3 4.0
Real Growth and Inflation e = consensus eslimaie based on lalest survey
o, Nominal GDP - Euro505.6bn (2005). Popn - 16.3mn (mid-year,
5y Real GDP <Forecast> 2005). $/Euro Exch. Rate - 1.244 (average, 2005).
4T Quarterly Consensus Forecasts
3T ; - ; g Historical Data and Forecasis (bold ftafics) From Survey of
ot ; pementeenstt -, /—\f\ December 11, 2006
: Consumer 2006 2007 2008
it Prices Qi Q2 @3 Q4 Q@1 Q2 Q3 Q4 Q1 Q2
T DR R — et Graoss Domestic
L I L L R LA Praduct 24 30 28 34 33 28 28 26 23 24
4 Conswiner
B7 89 91 8 % W W o 08 065 F 8 N Drirac 411 13 19 13 17 17 18 21 o0 20




Average % Change on Previous Calendar Year A_:_mg?l H:t;: on Sur\rei.z:e
Gross Private Gross | Manufac- |Consumer | Wages & | Current 3 month 10 Year
Dl-'?rgljjct:]tc Cﬂl:;l-:lmp-l Fixed turing Prices | Salarles | Account lnterbenk Gout Bc:nd
(Mainland) nvestment| Production {Nkr bn) Rate (3%) Yield (%)
Economic Forecasters  |2007 2008[2007 2008] 2007 2008| 2007 2008|2007 2008|2007 2008|2007 2008 ;:;,'m ?:Sua nf:;fw g:;na
Moody's Economy.com |42 43 | 35 33( 30 28 30 32| 22 20| 48 52| 201 270 43 43| 45 46
Danske Bank 39 31| 43 41| 71 38| na na| 089 25| 53 55| 280 309 44 56| 45 4B
JP Morgan 36 27 | 36 27| 58 30| na nal na naj na nal 458 478) na na| na na
DhB NOR 33 20| 35 28| 38 01| na na| 1.0 19| 50 53| 305 3z1| 44 55| 48 4B
Handelsbanken - Oslo 32 29|35 30| 52 22| na na} 18 26| 53 50| na nal na na| 43 49
Deutsche Bank 32 27 | 29 30| 51 34| 30 25| 1.6 20| 50 50| 368 a5 4.7 52} 47 46
First Securities 9.0 26| 37 23| 29 07 24 05| 04 22| 55 55| 253 151 46 55} 47 &4
Nordea Markets 29 22|32 21| 44 15| 25 1.0] 1.0 21| 50 53| 358 442 46 53] 44 49
ING Financial Markets | 27 24 | 29 20| 31 24| 20 21| 1.9 17| 50 47| 870 386 41 47| 48 48
Stati_stlcs Norway 24 24| 36 32| 42 30| 26 08| 08 15| 53 41| 415 371| 40 43 na ns
Consensus (Mean)' 3.2 27 35 28] 45 23| 26 14| 13 21| 561 ' 51} 345 342 44 50 46 48
- [Last Month's Mean 31 27| 32 28| 37 21| 23 13| 16 20| &1 50 351 335
3 Months Ago 3.0 at | 27’ 15 1.8 48 368 _
. {High - 42 43| 43 44| 71 38| 3.0 325 22 26| 55 5.5 458 478 47 56| 48 &1
“Low 24 20| 29 20| 28 04| 20 08| 04 15| 48 41} 253 151 40 43| 43 48
Standard Deviation 05 06 | 04 0.6 i4 12| 04 15| 06 04| 02 04| B8 87 02 ._0.5 02 02
-. Comparison Forecasts _ _
' Bankof_Nomay(Nov. '06) 33 2.0 | 35 28 55 1.0 1.3 20| 50 53
|oEcD (Novos). |30 26| 32 28| 61 26 1728

| : % For -_th'e third consecutive month, the N'o_rges Bank

raised interest rates by 25 basis points in January,

taking the key policy rate to 3.75%. The central bank
cited booming economic conditions and higher-than-

anticipated inflation as factors behind the rate hike.

With global growth also remaining resilient, more rate-

increases are expected.

e

» Unemploymentcontinuestotrend lowerwith the statistics
office reporting a jobless rate of just 2.9% in November
20086, likely increasing the prospect of acceleratingwage
growth.

Real Growth and Inflation

S

. Consumer <Forecast>

*., Prices

Real Mainland GDP

PR TR R PR Y T N N |

mMioamwasnmom~loo

—_
]

_ * Historical Data - R
* % change on previous year 2003 2004 2005 2006

GDP (Mainland)* i1 43 44 42
Private Consumption* 86 5.3 3.4 41
Gross Fixed Investment* S0 102 112 . 7.7 e
Manufacturing Production*  -4.2 1.4 3.1 4.4
Consumer Prices* 25 05 1.5 2.3
Wages & Salaries per '

Full-Time Employee (Total)* a7 4.8 3.7 4.4e
Current Account, Nkr bn 196 222 301 368 ¢
3 mth Interbank Rate,

% (end yr) 25 2.0 2.6 3.8
10 Yr Govt Bond Yield,

% (end yr) 45 4.1 3.6 4.4

e = gonsensus estimate based on latest survey
Nominal GDP (total)- Nkr 1,904bn (2005). Population - 4.6mr (mid-
yr, 2005). Nkr/$ Exchange Rate - 6.443 {average, 2005).

Quarterly Consensus Forecasts
Historical Dala and Forecasts (bold italics) From Survey of
December 11, 2006
2006 2007 2008
Q1 Q2 Q3 Q4 G QG2 Q@3 Q4 1 Q2
Gross Domestic Product

{mainland}) 4.6 46 41 34 33 33 3.0 27 28 27

Consumer




Real Growth and Inflation

., Consumer
- Pricas

<Forecasts

g7 B89 9t 95 07 99 01 03 05 07 0@ M

Average % Change on Previous Calendar Year Annual | Rates on Survey Date

Total 3.8% 4.2%

Gross |Household| Gross Industrial [Consumer | Salary Current 3 month 10 Year

Domestic | Consump- | Fixed |Productfon| Prices | Cost per | Account Euro Spanish
Product tion Investment, Hour (Euro bn) | Rate {(35) (%{c;g]tng/?)d
Ecanomic Forecasters  |2007 2008| 2007 2008|2007 2008| 2007 2008 2007 2008{2007 2008 2007 2008 NI'IE:quT l'f:;m‘;:;ﬂ? E:t?'ua
FUNCAS 38 31| 36 32{62 43} 38 30|21 26|28 29 |-96.0-109.8) 42 43) 41 43
BBVA 35 3.0 33 27|52 44| 42 40|22 24|31 29|-728 -741| 37 37| 42 42
La Caixa a5 30| 32 30| 60 45} 35 32125 2627 28| -093-1072 40 42| 42 46
AFl 7 34 30| 28 28/ 53 50|35 31|22 24|28 25|-801 -76.4) 39 41| 41 43
Caja Madrid 34 29| 31 28|52 85|33 2B |26 26|32 29|-885 -87.00 38 3B| 38 35
IFL-Univers Carlos Il 34 33| 34 83|57 55|38 38|22 26| na na|-90.0 -922 39 41| 42 43
Instituto de Credito Oficial | 3.4 32| 33 31|53 47| 33 30|25 27|32 31 |-881 -035 39 40| 41 42
CEPREDE 34 28| 32 26|59 47|34 26|28 25|32 26 [1050-1160{ 39 40| 42 46
Goldman Sachs 33 .25 36 28|35 27| na na |24 30| na na|-856-1007] 42 42| 42 42
Inst Estud Economicos 33 npa| 30 na|55 pa| 32 na{27 na|30 pa]-815 ng 35 41| 41 39
Inst L R Klein (Gauss) 32 32| 36 B.4|66 52|28 25|28 25|30 28|-800 -77.00 40 42| 42 44
ING Financial Markets 32 26| 3.2 .28( 356 34|28 25|24 26| na na| na na 39 43| 39 43

|uBs 229 a8 Ay a5 3 es 19127 20| na na | -93.8 -8R0l 40 453 39 42
Grupo Santander 32 30} 30 na|'50 ma| na . ha |26 na |35 na|-90.0 nal 38 41| 40 42
Banesto ' 31 30| 33 28|37 3532 25|24 25| na na na nal 38 38| 40 a7
Econ Intelligence Unit 27 24|26 2432 24|22 14|27 25} na ma na. -~ nal na na na na
HSBC 24 24| 30 2736 31|25 2030 29133 32060 -83.0/ 38 32| 36 37
Consensus {Mean) .33 28| 32 2549 39|32 27|25 26|31 28 -905 -9220 39 40| 41 42
Last Month's Mean |32 28| 32 28|50 41|31 27|27 26|31 29-87 -91.§

. |3 Months-Adgo 3.1 3.0 -} 4B 2.9 28 . 3.2 | -86.2 . r _
High 138 33| 39 34|66 655142 40 (30 30|35 32728 -741| 42 43| 42 46
Low _ 24 24| 26 24|32 23|22 {4 |21 24|27 25|1060-1160 37 32| 3.6 .35
Standard Deviation® 03 03| 03 03|11 10|08 07|03 02|02 02| 97 138 01 03[ 02 03
Comparison Forecasts. . - A

~ |Eur Commission {Nov.'06) | 3.4 33| 3.4 31|52 47

" {IMF (Sep. 06} " | a0 3.4 41
OECD (Nov. '08). - 33 31| a3, 32|49 45
*+ First estimates of fourth quarter GDP growth revealeda - Historical Data -
- further acceleration inthe pace of activity. The economy’s - - g Change on previous year 2003 2004 20 05 2006

" 1.1% g-0-q expansion was higher than the previous '|Gross Domestic Product* - 3.0 - 3.2 -~ 3.5 3.8 |.

quarter's 0.9% increase and the largestrise innearly six  [Household Consumption* = 2.8 4.2 4.2 3.6

~ years. Further robust activity is. predicted for 2007, |Gross Fixed investment* 58 50 - 7.0 6.2 ¢
althoughaforecasted mild slowdownin domesticdemand | Industrial Production* 1.6 18 01 3.7
will rein in GDP growth compared with 2006. Consumer Prices* 8.0 3.0 d4 35

Salary Cost per Hour* 43 35 32 3.3e

< Helped by mare upbeat activity inthe Eurozone, industrial | Curent Account, Burobn -27.5 -44.2 -66.6 -B4.3 e

roduction increased by 3.7% in 2006. Locking at earl
2007 bl[Jsri]r:QS; confideﬁce re(mains high, bodin% welInyr’ 3 mih Euro, % end yr) 2122 25 3.7
’ ; h : 10 Yr Spanish Govt Bond Yield,

further strong advances in production. % (end yr) 4.3 37 33 4.0

e = copsensus estimate based on laiast survey
Nominal GDP - Eurn804.3bn (2005). Popn - 43.1mn {mid-year,
2005). $/Euro Exch. Rate - 1.244 {av., 2005).

Quarterly Consensus Forecasis
Histarical Data and Forecasts (bold italics) From Survey of
December 11, 2006
2006 2007 2008

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Qt Q2
Gross Domaestic

Product 36 37 3B 3.8 35 33 32 31 3.0 28
Consumer
Prices 40 39 35 28 27 25 25 29 29 28



Average % Change on Previous Calendar Year Annual Rates on Survey Date

Total 3.4% 4.0%

Gross |Household| Gross | MINNG& |consumer| Hourly | current 3 month 10 Year
Domestic | Consuimip-{ Fixed fargilt::'::g Prices (Eﬂallr’]?rlaggi Account Interbank | Govt Bond
Product tion investment Production Manuf.) (Skr bn} Rate (%) Yield (%)

Economic Forecasters 2007 2008|2007 2008} 2007 2008{ 2007 2008|2007 2008|2007 2008|2007 2008 nﬁ;qu E:;ua n];:;u:f ]f:gua

JP Morgan 41 27|31 27|51 31} na nmal 1.7 18| na naj 133 204 rna  na na - na

Svenska Handelshanken 38 27|40 32| 71 58| 50 49|22 24| 42 42| 177 1601 35 43| 38 44

Goldman Sachs 37 28|36 31| 38 37| 48 40| 22 24| na naj 184 161! 38 45| 42 43

National Institute-NIER | 36 32|39 33| 63 45| 52 43|19 19| 33 40| 205 217| nma na| 37 41

Ghman 35 31|35 32| 60 50| 50 45|21 24| 38 46| 205 195| 37 41| 42 44

SE Banken 35 29|38 34| 55 35| 47 38|15 24 na wna| 224 220| 37 41| 42 45 -

Econ intelligence Unit a5 ao| 38 32| 50 33| 35 25|17 18] na naj] na na na na na na

Confed of Swed Enterprise| 34 27|33 25| 40 20| 38 31|18 20| na na| 190 200| 3.8 4.0 41 41

- |HQ Bank 34 28|40 25| 71 43| 30 28{16 18(35 88 na na| 35 40| 40 43

Nordea 34 25|35 24| 581 25! na na}l 14 13| na nal na na| 38 40| 39 42

SBAB 33 29|33 28| 43 23] 40 35[ 23 22| 34 35| 210 220| 37 40| 41 43

iSwedbank_ | 33_31!38 32| 55 40| 40 _45| 18 21| 37 35[205 218| 40__ 43| 41 ¢

UBS . _ 33 35{26 24| 37 43| 36 30|15 18| na na| 192 187 40 43| 39 42

ING Financial Markets 32 28|28 25|68 42! 40 34|18 18| 34 37} 180 195} 35 39| 40 43

Merrill Lynch 32 30| 3B 35| 43 30| 40 33| 22 20| 37 40| 210 225 36 43| 40 40

- |Consensus (Mean) 35 20|35 29| 53 37| 42 3719 20| 36 39| 189 200 37 41| 40 43

Last Month's Mean 33 28|54 28| 52 34| 40 34| 20 20| 36 39| 193 204

3 Months Ago 31 3.2 4.8 .a.9 |20 a5 . 185

High 41 35| 4D 35| 74 5B 52 48| 23 24| 42 46| 224 225| 40 45| 42 45

T [Low 32 25|26 24| 37 20| 30 2514 13} 33 235|177 160] 35 39| a7 40

Standard Deviation ne 02|04 04| 12 10| 07 07|03 02| 03 04{ 13 22| 02 02| 02 01

Comparison Forecasts ]

Riksbank (Oct. '06) 31 27|36 35| 36 3.3 20 18|

Eur Commission (Nov."06)| 33 - 3.1 | 3.5 34| 45 a3 '

- [imF (Sep. '06) e . N . o
"+ [oECD (Nov. 08} |36 29|32 2057 47| . 122 25|
'+ Booming GDP growth in 2006, and signs that global Hnstoncal Data :

' ~activity is likely to be stronger than previously. thought. .%change on préviots year 2003 2004 2005 2006
this year; has resulted in our panel upgrading its 2007 | Gross Domestic Product* - 18 9.6 28 458
forecasts for GDP growth. An indication of the strengthof . |Household Consumption* 1.8 2.2 24 3.0e
domestic demand came from retails sales in December, | Gross Fixed Investment* 1.1 6.4 81 - 7.4e
whlch were Uup by 10.7% y-0-y. : Min. & Manufacturing Prodn* 2.5 3.2 1.6 4.8

Consumer Prices* 1.8 0.4 0.5 1.4
< Thelndustnalsector enjoyedapartlcularly strong yearof Average Hourly Earnings N
growth in 2008, with latest data revealing production C(Mmmg &Manufacturing)* 2.9 2.7 8.0 3.2e
, urrent Account, Skr bn i81 1Y6 180 196 e
surgedby 2.5%m-o-minDecember. Consensusforecasts |3 v interbank Rate, :
formining and manufacturing production in both 2007 and % (end yr) 59 22 20 3.3
2008 have, as a result, risen this month. 10 Yr Govi Bond Yield,
% (end yr) 48 4.0 3.3 3.8
. e = gonsensus estimate based on latest survey
i % Real Growth and Inflation Nominal GDF - Skr2,673.0bn (2005). Population - 3.0mn (mid-
19 ", Consumer <Forecast> | |year, 2005). Skr/§ Exchange Rate - 7.473 (average, 2005).
8 ] Prices Quarterly Consensus Forecasts
g o Historical Data and Forecasis (bold ftalics) From Survey of
74 A December 11, 2006
3 e 2006 2007 2008
i - 01 Q2 @3 Q4 Q1 Q2 Q3 Q4 Q1 Q2
0 ——+—+—+——— "ttt 1 Gross Domestic '
;i geDaPN Product 44 50 47 41 37 32 3.0 28 28 2.8
3 o7 pon o4 o3 o8 o7 aa Nf Nt NR N7 na 44 ngﬂjmer NO 45 A2 HAF A4 A6 48 A9 an aAq




Average % Change on Previous Calendar Year Annual Rates on Survey DB?E
Total 2.2% 2.6%
Gross Private Gross | Industrial {Consumer| Merchan- | Current 3month 10 Year
Domestic | Consump-{ Fixed |Production| Prices dif‘)?_ts Account | Eurc-Franc | Govt Bond
Product | tion  |Investment (Sw%, bn) | (SwFrbn} | Rate(%) | Yield (%)
{Economic Forecasters | 2007 2008|2007 2008| 2007 2008|2007 2008 [2007 2008 2007 2008 | 2007 2008 07 Foty 08| Mo 07 Folf0B
Bank Vontobe! 25 24 |17 17|35 33|40 39|08 10| ma na na nal 283 23| 26 27
Credit Suisse 22 npa |20 nal|20 ma|35 na|05 ma| ra nma na na| 23 25| 25 28
Swiss Life 22 20 {20 18|37 32|38 35|05 10165 155 na najl na na na na
BAK Basel 21 18 (18 18|21 13|62 37|08 11|1B5 193 |743 786} 23 23| 27 28
ING Financial Markets | 21 1.8 (16 16|22 20| ma na |10 11| na na na na{ 24 25| 25 2B
JP Mergan 21 18 |20 20| 26 22|85 20103 12181 202 |70.0 674| na ne na na
KOF/ETH 21 15 |21 19|28 16| na na |08 0B |170 184 [586 607| 21 21| 24 22
Zhrcher Kantonalbank | 21 22 |19 18|27 27| na na |08 13) na na na naf 23 25| 24 30
Econ intelligenceUnit |20 20 |17 15} 45 30|33 24|10 14| na n1a na nal| ha na na na
Global Insight 20 18 |20 8131 25|58 38|04 11 (180 201 |861 B2B| 25 25128 26
Bank Julius Baer 18 ‘16 |17 14134 35|24 16|05 412|194 206 |784 6819} 23 28| 27 30
Goldman Sachs 18 19 |16 14120 ‘14]31 33|11 14| na na [054 1103} 25 28| 31 33
uBS 1B 20 |24 17|31 17| na na |04 0B |186 196 |878 831} 24 2.5 25 289
Institut Crea i6 18 (12 14|05 12| npa ma 01 05173 180 [51.5 6574 23 25| 27 30
HSBC 15 18 |17 17| 18- 21|20 35 (07 08 na na [630 700[ 23 20 2.3 na
Consensus (Mean) 20 19 (18 17|27 23| 38 31|06 1.0|183 190 |750 780 23 24 26 28
Last Month's Mean 20 18 (18" 17|28 24|38 "30foB 11 (181 188 [728 762
. |3 Months Ago. 20 BRE: ‘3.0 35 1.0 178 62.0 _
ngh 25 24 |21 20| 45 35 6.2' 39|11 14 |194 206 [ID54 1103 | 25 28| 31 33
Low . 15 15 |12 14|05 12|20 16 |01 055|165 155 |51.5 574 21 20| 23 22
Standard Deviation | 03 02 |02 02|10 . 08{13 09|03 03| 10 17 |166 166]| 01 -02| 0.2 03
_ |Compatison Forecasts |- .
IMF (Sep. '06) ' 18 B ‘
OECD (Nov. '06) {22 20 {18 .18} 38 23 |os 12
ECO (Dec. '08) 17 1.7 |18 15}] 25 -‘l A 09 1.1

g .* The KOF Ieaclmg mdzcator in. January a proxy ‘for
overall economic activity — continued to weaken from
“jts mid-2006 cyclical high. Less buoyani conditions will
seaamoderation in GDP growth to 2.0% this yearfrom
an estimated 2.8% in 2006, consensus forecasts

mdlcate

+ A steep decline in clothing and footwear prices was a
key factor behind January's sharp 0.7% m-o-m fall in
consumer prices. This left y-o-y inflation at just 0.1%,
resulting in consensus forecasts for 2007 inflation
being lowered.

Real Growth and Inflation

.-.Consumer
», Prices
Real GDP

<Forecast>

" Historical Data:

* 5 change bnprevfatjsyéar '2063 2004 2005 2006

Gross Domestic Product* -0.2. 23 189 28e
Private Consumption* 0.8 - 1.8 1.3 1.5e
Gross Fixed Investment* {4 45 3.4 4.1«
Industrial Production* 01 44 27 64e
Consumer Prices* .06 0.8 12 1.1 .
Merch Exports, SwFrbn 135 146 157 173«
Current Account, SwFr bn 58.1 60.7 75.0 7545
3 mth Euro-Franc Rate,

% (end yr) 62 07 1.0 241
10 Yr Govt Bond Yield,

% (end yr) 26 23 1.8 25

e = consensus estimate based on lalest survay
Nominal GDP - Swir 456.9bn (2005). Population - 7.3mn (mid-
year, 2005). SwFr/$ Exchange Rate - 1.2452 (average, 2005)

Quarterly Consensus Forecasts
Historical Data and Forecasts (bold italics) From Survey of
December 11, 2006
2006 2007 2008
Q1 G2 Q3 04 Q1 Q2 Q3 Q4 Q1 Q2

Gross Domestic
Product 32 30 24 25 23 19 19 1.7 1.7 1.8

Caonsumer



Forecasts for the countries in Western Europe, the Middle East and Africa shown on the next two pages were provided by
the following leading economic forecasters:

Bank Austria Creditanstalt Bank Leumni Danske Bank
D&B Economist Intefligence Unit ForecasterECOSA
Handelsbanken Markeis Moody's Economy.com Oxford Economics
Royal Bank of Scotland
e = consensus estimata based on laiest survey
AUSTRIA Population - 8.2mn (2005, mid-year) Historical Data Consensus Forecasts
Nominal GDP - US§306.6bn (2005) | 2003 2004 2005 2006 2007 2008
- Gross Domestic Product (% change on previous year) 1.1 2.4 2.0 33¢e 24 23
Industrial Production (36 change on previous year) 41 6.1 45 - 66 e 4.5 3.2
Consumer Prices (% change on previous year) 1.3 24 2.3 1.5 1.6 1.7
|-Current Account (US_Dollar bn) -0.5 1.3 4.0 7.0e | 6.7 7.4
BELGIUM Population - 10.4mn (2005, mid-year) Historical Data Consensus Forecasts
Nominal GDP - US$371.5bn (2005) | 2003 2004 2005 2006 2007 ' 2008
Gross Domestie Product (% change on previous year) 1.0 57 15 o0g- 28 29
Industrial Production (% change on previous year) 0.7 a1 01 5 26 21
Consumer Prices (% change on previous year) 16 o4 58" 18 17 1.7
Current Account (US Dollar bn) 128 126 .93  92e B7 86
DENMARK Population - 5.4mn (2005, mid-year) Historical Data _Consensus Forecasts
Nominal GDP - US$259.2bn (2005) | ppo3 2004 2005 2006 2007 2008
Gross Domestlc Product (% change on previous year) D4 29 31 33e 25 po-
‘Manufacturing Production {% change on previous year) 0.7 -03 17 42 28 1.9
Consumer Prices {% change or previous year) 2.1 19 - 1.8 1.9 RN .‘_2'_1
Current Account (US Dollar bn) ' 61 6.0 R 8' . 6.6 BN - KRR 6.8
| EGYPT L Popﬁ]ation 74, Omn (2005, fnld-year) Historical‘Data_- L Co’nsensus Forecasts |
_ . : o Nomlnal GDP - US$93 Sbl'l (2005)1 o003 2004 -2'0_05, : 2006 . .2007 -' 2008 -
Gross Domestic Product (% change on prewous year) 3.2 4.1 45 - 8.8 64 57
Consumer Prices (% change on previous year) ' 45 113 49 76 7.6 48
Current Account (US Dallar bn) ' 37 38 2.1 31e 3.2 29
1 year(s) ending Juna 30 '
FINLAND Population - 5.2mn (2005, mid-year) Historical Data Consensus Forecasts
Nominal GDP - US$196.2bn (2005) | 2003 2004 2005 2006 2007 2008
Gross Domestic Product (% change on previous year) 1.0 3.3 3.0 54 e 3.0 26
industrial Production (% change on previous year) 1.3 5.4 -0.3 7.8 3.7 3.4
Consumer Prices (% change on previous year) 0.g 0.2 0.6 16 1.8 1.8
Current Account (US Dolfar bn) 108 14.7 8.7 116 s 12.5 121
GREECE Population - 11.1mn (2005, mid-year) Historical Data Consensus Forecasts
Nominal GDP - US$225.6bn (2005} 2003 2004 2005 2006 2007 2008
Gross Domestic Produet (3 change on previous year) 4.9 4.7 3.7 41 e 3.5 3.3
Industrial Production (% change on previous year) 0.3 1.2 -0.9 0.7 2.5 2.3
Consumer Prices (% change on previous year) 3.5 2.9 35 3.2 2.9 2.7
Current Account (US Dollar bn -i27  -13.3 178 -241e 223  -i19.7




IRELAND Population - 4.1mn (2005, mid-year)

Historical Data

Consensus Forecasis

Nominal GDP - US$200.8bn (2005)

Current Account (US Dollar bn)

2003 2004 2005 2006 2007 2008
Gross Domestic Product (% change on previous year) 43 4.3 5.5 55 ¢ 4.9 4.3
Industrial Production (% change on previous year) 4.8 0.5 3.0 51 e 4.1 4.0
Consumer Prices (% change on previous year) 35 22 2.5 4.0 3.2 2.7
Current Account (US Doliar bn) 0.0 -1 -5.2 7.3 e 7.5 <74
ISRAEL Population - 68.7mn (2005, mid-year) Historical Data Consensus Forecasts
Nominal GDP - US§129.8bn (2005} | 2003 2004 2005 2006 2007 2008
Gross Domestic Product (% change on previous year) 1.5 4.8 b2 5.0 43 42
Industrial Production (% change on previous year) -0.3 6.9 3.6 50e 4.5 4.6
Consumer Prices (% change on previous year) 0.7 -0.4 1.3 2.1 2.0 25
Current Account (US Dollar bn) 1.7 3.2 3.8 51e 4.1 3.9
NlGEHIA- Popn - 131.5mn (2005, mid-year) Historical Data Consensus Forecasts
7 Nominal GDP - US§4.8bn (2005) | 2003 2004 2005 2006 2007 2008
Gross Domestlc Product (% change on previous year) 10.7 6.0 6.9 53 e 5.8 5.6
Consumer Prices (% change on previous year) 140 15.0 179 - 9Be 10.1 88
Current Account (US Dollar bn) 34 16.8 P42 . 202e 19.6 208
PORTUGAL Population - 10.5mn (2005, mid-year) Historical Data . s ' CdﬂSEHS!JS Forecasts
7 ~° - Nominal GDP - US$183.6on (2005) | 2003 2004 2005 = 2006 2007 2008
‘| Gross Domestic Product (% change On:previous year} . - 1. S1l2 b4 1te 1.5 18 -
‘Industrial Production (% change on previous year) 01 2.6 0.4 2.6 1.8 15 '
.| Consumer Prices (% change on pre\nous year) 3.3 24 .02, 3 oaa S22 2t
‘Gurrent Ac:count(US Dollar bn) o982 128 -17 0 . -170e 153 -134
SAUDI ARABIA Popin -24.6mn (2005, mid-year) Historical Data Consensus Forecasts
Nominal GDP - US$309.8bn (2005) | 2003 2004 2005 2006 2007 2008
Gross Domestic Product (% change on previous year) 7.7 5.3 6.5 51 e 4.3 ‘3.9
Consumer Prices (% change on previous year) 08 0.5 0.5 18 & a4 15
Current Account (US Dallar bn) 28.0 51.9 87.1 10585 e g94.2 85.7
1 SOUTH AFRICA Popn - 47.4mn (2005, mid-year) Historical Data Consensus Forecasts
Nominal GDP - US%239.5bn (2005) 2003 2004 2005 2006 2007 2008
Gross Domestic Product (% change on previous year) 3.1 4.8 5.1 48 e 4.4 4.7
Manufacturing Production (% change on previous year) -1.8 4.2 3.6 5.0 5.7 53
Consumer Prices {% change on previous year) 5.8 1.4 34 4.7 5.0 4.3
-1.8 -7.0 -8.1 -i3.6 e -13.5 -11.0

a8 — rancancite actimata hacad An fatact einew
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Foreign Exchange Rates
'"All US§ rates are amounts of Historical Data Consensus Forecasts
currency per doliar, except the
UK poundandthe euro which are Latest
reciprocals. A positive (+) sign Rates at end of: Spot |Forecast Percent|Forecast Percent|Forecast Percent
g’r fﬁeﬁ% Cﬁfﬁgﬂufmp’f;azzgp; Rate |EndWMay Change|EndFeb. Change | EndFeb. Change
recialionoliie CUnen Si
e US Doftar and vice vera. | 2003 2004 2005 2006| (Feb.12) | 2007 2008 2009
Rates per US Dollar’ _ :
Canadian Dollar 1.282 1.204 1.165 1.164| 1175 1.167  +0.7 1164  +1.0 1154 +18
Egyptian Pound 6.153 6.131 5732 5.711| 5705 5.737 -0.6 5.798 -1.6 5918 -36
European Euro 1.263 1.362 1.1B0 1.319) 1.296 1316 +16 1313 +1.3 1310 +1.4
Israeli Shekel 4379 4.308 4.603 4.216| 4.228 4323 -2.2 4,344 2.7 4.455 51
Japanese Yen 107.1 1041 118.0 119.2( 121.8 1172  +3.9 1120 +8.8 1084 +123
Nigerian Naira . {1385 132.4 129.0 128.8| 1282 1288 12 1324 -3.2 136.8 6.3
Saudi Arabian Riyal 3.750 3.750 3.746 3.750| 3.751 3749 401 3.749 4041 3.748 <04
South African Rand 6.640 5.630 6.325 7.058| 7.284 7.243 +0.6 7.318 -0.5 7.563 3.7
United KingdomPound | 1.785 1.931 1.722 1.957| 1.948 1969  +1.1 1.910 -2.0 1.888  -34
Rates per Euro ] ) ) : S - _
Danish Krone 7.525 7.447 7481 7.455; 7453 | 7458 0.1 | 7451 00 7447 401
Norwegian Krone | 8.436 8.227 7.987 8.210| 8.093 | 7.972 415 | 7.833 +3.2 7.830 434
Swedish Krona 9.080 9.010 9.389 9.024| 9.116 - 8006 12 8.914 - +23 . 8824 433
“|8wiss Franc - ~|1.562 - 1.541 1.550 1.610| 1.624 1599  +15 1580 +28 1540  +54
Yen per US$ US$ per Euro* ~ - - uss$ per UK Pound
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! hislorical rates up Io January 1, 1998, are calculated
as “synihetic”euro exchange rates basedon a weighted

West Texas Intermediate, US$ per harrel A Shift in Oil Price Sentiment? . -

A spell of markedly colder weather in the US and Europe has led to
Range 1985-2007 77.0 -10.4 a rally in oil prices over the past few weeks. This foliows significant
Spot Rata (Feb. 12) 57.8 losses during an exceptionally mild autumn, with prices even drapping
Forecast for to the US$50-mark as recently as mid-January. However, crude oil
February EndMay  EndFeb. futures have since recovered, rising by more than 5% at the end of last
Survey 2007 2008 month. Some observers have specutated that the rebound couid
55.0 507 represent a more sustained upward shift in market sentiment. For
Mean Forecast : : example, despite recentincreases in US crude and gasoline stockpiles,
High 68.4 80.0 markettradersfocused on afallin distillate inventories as the freezing
Low 52.5 50.0 weather increased demand for heating ofl. The Saudi oil minister's
Standard Deviation 3.2 5.4 announcement that OPEC might leave output unchanged at its next

No. of Forecasts 71 65 mmntnA onnelrnd namn markat iHare An Anr e date thanah
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continued from page 3

| | France

1 - Ann. Avge - ' - Annual Averages -
% change over pravious year 1997-01 2002 2003 2004 2005 2006 | 2007 2008 2009 2010-14 201519
Real GDP 2.8 1.4 1.1 20 1.2 20 1.9 19 2z 2.1 22
Total Employment 1.7 06 04 6o 05 08 | 0.7 06 07 0.7 0.8
Real Output (GDP) per Employee 1.1 0.5 1.0 2.0 08 1.2 1.2 1.3 1.5 . 1.5 1.4
Hourly Wage Rates 3.4 3.6 2.8 2.9 3.0 3.0 2.8 27 2.9 2.7 2.8
Unit Wage Costs C 22 34 1.8 09 22 18 | 1.6 14 14 1.2 1.4
Nominal GDP 40 35 -30 38 3t 39 | 37 38 40 3.9 4.0
Nominal Qutput per Employee 2.3 2.9 2.8 3.7 2.6 3.1 3.0 3.1 3.3 3z 3.2
United Kingdom
: - Ann. Avge - : - Apnual Averages -
% change. over previous year 1997-01 2002 2003 2004 2005 _ 2006 | 2007 _ 2008  2009_ 2010-14 201519
_|Real GDP : 3.1 2.1 27 33 19 27 | 26 24 - 22 2.4 2.4
Total Employment . f 12 05 10 10 08 o7 | 08 06 05 0.5 06 |
' |Reat Output (GDP) per Employee 1.9 1.6 1.7 2.3 1.1 1.9 | 1.8 1.7 1.6 1.8 1.8
|Average Earnings ' 4.7 3.8 3.5 4.3 4.1 4.1 4.4 4.3 4.4 4.4 4.4
Unit Wage Costs : 27 20 18 20 29 .21 | 28 25 27 2.5 2.5
Nominal GDP | 54 52 59 60 41 52 | 55 456 4.8 4.9 4.9
Nominal Output per Emplayee 42 47 48 50 33 44 | 47 40 43 44 43
ltaly
’ —Ann. Avge - - . : - Annual Averages -
% change over previous year 1997-01 2002 2003 2004 2005 . 2006 | 2007 2008 2009 2010-14 2015-19
Real GDP .- 24 03 01 08 01 20| 13 {5 15 15 16
|Total Employment =~ - : 3 14 {0 15 07 17 | 06 07 05 06 . 07
Real Output (GDP) per Employee - | 0.8 11 --0.9 0.6 <06 03 | 0.7 0.8 10 08 .09
_|contractual Hourly Earnings~ | ‘26 21 22 28. 31 28 | 28 26 25 25 25
UnitWage Costs® = .~ 18 32 31 35 38 25| 21 1.8 1.5 16 16
-|NominalGDP - ~=* - - 45 - 37 81 4D 20 38 | 36 -89..35 - 35 436
Nominal Output per Employes 31 23 21 25 13 22| 28 a2z 30 29 29
- Canada .~
. ' ' o |-Anm Avge - . . ' - Annual Averages -
% change over previous year 1997-01 2002 2003 2004 2005 2006 |2007 2008 2009 2010-14 2015-19
Aeal GDP - _ 42 28 1B 33 28 27 |23 28 30 2.7 25 |
Total Emplayment o 22 24, 24 1.8 14 20 1.5 14 1.5 1.2 0.9
Real Output (GDP) per Employee 2.0 0.5 0.5 1.5 1.5 0.7 0.7 1.5 1.5 1.5 16
Average Hourly Earnings _ 1.5 2.2 1.6 3.2 3.4 22 27 23 3.1 3.0 3.1
Unit Wage Costs 0.4 1.7 2.4 1.6 18 15 |19 14 16 1.5 1.5
Nominal GDP 58 40 52 64 B2 48 | 39 48 48 4.6 44
Nominal Output per Employee 3.6 1.6 2.8 4.5 4.8 2.8 2.3 3.4 3.3 3.3 3.5
Euro zone
] - Ann. Avge - - Annual Averages -
% change over pravious year 1997-01 2002 2003 2004 2005 2006( 2007 2008 2003 2010-14 2015-19
[Real GDP 28 08 08 17 15 a7]| 21 21 2ap 1.9 1.9
Tetal Employment 1.7 0.7 0.4 0.7 0.8 1.3 1.1 1.0 0.8 0.7 0.5
Real Output {GDP) per Employee 11 02 03 10 07 14| 09 L1 12 1.2 1.3
Hourly Labour Costs _ 2.9 3.5 3.2 2.4 2.4 2.3 2.5 2.6 2.5 25 25
Unit Wage Costs 18 33 28 14 17 08| 16 15 13 1.2 1.1
Nominal GDP 41 35 28 37 33 45| 41 41 40 4.0 4.0
Mrninal Ardent nar Emnlnvan 2.3 o8 2.4 a.0 2.8 32 3.0 3.5 3.2 3.3 34




Netherlands

1.0

-~

a oa

~ -

I

~ o

- Ann. Avge - - Annual Averages -

% change over previous year 1997-01 2002 2003 2004 2005 2006 |2007 2008 2009 2010-14 2015-19
Real GDP 3.8 0.1 0.3 2.0 1.5 2.9 2.8 2.4 25 22 20
Total Employment 28 .02 -0.5 -1.2 0.0 1.5 1.5 0.9 0.8 0.5 0.4
Real OQutput (GDP) per Employee s 041 0.8 -3.2 1.5 1.3 1.3 1.5 1.7 1.7 1.6
Hourly Wages (Total) 34 37 28 12 07 20 |25 a0 30 2.6 2.6
Unit Wage Costs 2.5 3.8 1.8 -1.9 -0.8 0.7 1.2 1.4 1.4 0.9 1.0
Nominal GDP 6.9 39 25 2.7 3.2 4.4 4.9 4.5 4.5 3.9 4.0
Nominal Qutput per Employee 4.0 3.7 -3.0 3.9 3.2 2.9 3.3 3.6 3.6 3.4 3.6

Norway

’ . - Ann, Avge - -Annual Averages -

% change over previous year 1997-01 2002 2003 2004 2005 2006 | 2007 2008 2009 2010-14 2015-19

__|Real_GDP {Total Economy)__ 2.8 1.4 0.7 a.7 2.7 2.7 2.8 286 1.8 2.0 2.2
Total Employment 1.4 0.5 -0.8 0.4 0.7 28 | 15 0.6 0.5 0.5 0.4
Real Cutput (GDP) per Employee 1.3 0.9 1.5 a4 20 0.1 | 1.2 2.0 1.3 1.5 1.8
Wages and Salaries per Employee _ 5.3 54 37 4.6 3.7 4.4 51 &1 48 4.8 4.5
Unit Wage Costs 39 45 24 12 1.7 45 |38 a0 32 . 33 2.7
Nominal GDP 84 03 40 904 113 84 |24 24 a3z 48 52
Nominal Output per Empioyee 6.9 0.8 4.9 9.0 10.56 - 54 0.8 1.9 2.7 4.2 4.8

Spain
-Ann. Avge - . : : —AnnualAverage_s -
% change over previous year 1997-01 2002 2003 2004 2005 2006 | 2007 - 2008 2009 2010-14 2015-19
Real GDP 4.4 2.7 3.0 3.2 -35 38 4.3 2.9 25 26 2.7
Total Employment 46 30 40 35 .58 38 | 32 27 .18 17 18

'|Real Qutput (GDP) per Employee {03 -3 .08 08 20 00 |01 02 06 0.8 0.9
Salary Cost per Hour ' 31 41 43 35. 32 33 | 31 29 .28 . 28 29
Unit Wage Costs 34 44 52 .42 53 32 | 80 - 26 21 20 20

- [Neminal GDP . 7.8 7.1 7.3 - 7.4 78 .77 |:868 65 &5 51 52
Nominal Output per Employea 2.8 40 '3.2' 3.3 2.0 38 | a7 - 37 '35 33 . 33

Sweden |
- Ann. Avge - . -Annual Averagss -
% change over previous year 1997-01 2002 20D3- 2004 2005 2006 | 2007 2008 2009 20710-14 2015-19 |

Real GDP o ' 3.2 2.0 1.8 3.6 2.8 45 | 35 29 28 26 28
Total Employment ! 0.1 0.3 04 1.0 1.9 1.8 1.1 1.1.- 0.8 1.0
Real Output {GDP) per Employee 18 18 21 41 18 25 | 17 18 17 16 18
Average Hourly Earnings {Total) 3.2 3.4 2.9 2.7 3.0 3.4 4.0 4.0 3.7 3.7 3.9
Unit Wage Costs 1.4 1.5 0.8 1.3 11 0.8 2.2 2.2 20, 21 2.1
Neminal GDP 4.6 a.8 3.7 4.3 4.1 6.0 5.2 4.9 5.0 4.4 4.8
Nominal Cutput per Employee 3.2 3.6 4.0 4.7 3 4.0 3.4 3.7 3.9 3.5 3.7

Switzerland

-Ann, Avge - - Annual Averages -

: % change over previous year 1997-01 2002 2003 2004 2005 2006 | 2007 2008 2009 2010-14 2015-19
Real GDP 2.1 0.3 -0.2 2.3 1.9 2.8 2.0 1.8 1.8 1.7 1.6
Total Employment 1.0 0.4 -0.2 0.3 c.4 1.2 1.1 0.8 0.6 0.5 0.7
Real Qutput (GDP) per Employee 1.1 -2 0.0 2.0 1.5 1.6 0.9 1.0 1.2 1.2 1.5
Total Nominal Salaries 1.0 1.7 1.4 0.9 1.0 1.7 1.8 1.8 1.8 1.7 1.5
Unit Wage Costs -0.1 1.9 1.5 -1.1 -0.5 o.1 0.9 0.7 a.7 0.5 0.0
Nominal GDP 2.5 1.9 2.9 1.9 3.9 24 2.9 3.1 2,8 2.8

~ - ~on ~ -
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February Real GDP Consumer Prices Current Account
Survey % increase % increase Balance, US$bn
2006 2007 2008 | 2006 2007 2008 2006 2007 2008

Belgium 2.9 2.2 2.2 1.8 1.7 1.7 9.2 8.7 8.6
Canada _ 2.7 2.3 2.9 2.0 1.6 2.1 21.6 15.4 16.0
France 2.0 1.9 1.9 1.7 1.5 1.7 352 -36.3 -35.4
Germany 2.7 1.7 2.0 1.7 1.9 1.5 | 1247 1354 1405
ltaly o 20 1.3 1.5 2.1 1.9 20| 299 -353 -347
Japan 2.2 1.9 2.3 0.2 0.2 0.6 | 1645 171.5 1864
Netherlands 2.9 2.9 2.4 1.4 1.8 20| 525 542 567
Norway 42 - 3.2 2.7 2.3 1.3 21| 576 867 57.3
Spain 3.8 3.3 2.9 3.5 2.5 26 | 1059 -1187 -120.9

Sweden 45 3.5 2.9 1.4 1.9 20| 265 29.0 298
Switzerland 2.8 2.0 1.9 1.1 0.6 1.0 60.3 61.5 65.4
United Kingdom 2.7 2.6 2.4 2.3 2.3 20| 656 744 772
United States | 34 27 . 3.0 3.2 1.7 23| -860 -820 820
North America' - 33 26 30| 31 17 23| =88 804 -Bo4
Western Europe? 2.8 2.2 2.2 2.0 1.8 1.9 61.2 614 76.1
European Union* 28 24 23| 241 2.1 1.9°| <1047 -109.1 -107.4
Euro zone* ' 27 21 2.1 2.2 2.0 191 3833 205 -126
AsiaPacific? | 51 a7 48| 18 18 - 20| 48 441 484
Eastern Europe* 6.5 57 . 58 6.9 6.6 5.6 187 4.8 -30.0
Latin America® 5.0 4.3 41 |. 49 5.0 50| 482 240 . 66
Other Countries® 5.2 47 = 45 42 44 3.6 | 120.3- 1o7.6. 1023
Total 3.8 33 34| 28 23 24

Regional totals, as well as the grand lotal for GDP growth and inflation, are weighted averages calcufated using 2005 GDP
weights, converled at average 2005 exchange rates. Current account forecasts given in national currencies-on pagss 7- -

- 24 have been converted using consensus exchange rate forecasts for the ptirposes of comparison. *USA and Canada. * The
Euro zone aggregale is taken from our panefl’s latest forecasts (pages 18-19). The Euro zone current account data and
forecasts.are based on extra-euro zone data, i.e., they are compiled from an aggregate of the Eurc zone member states’

' “trapsactions only with nonresidents of the Euro zone. The European Union data includes the Euro zone countries listed-on
- page 18 plus Denmark, Sweden and the United Kingoom, as well as May 2004 entranis the Czech Republic, Estonia, Hungary,
Latvia, Lithuania, Poland, Slovakia and Slovenia, plus Romania and Bulgaria who entered In January 2007 (data taken from

Eastern Europe Consensus Forecasts). Western Europe comprises the Euro zone plus Denmark, Sweden and the United -
‘Kingdom, along with Norway and Switzeriand. * Survey resufts for Japan pius fourteen other colntiies iaken from Asia Pacific
" ‘Consensus Forecasts. * Nineieen couniries, including eleven European Union countries taken from the latest issue of
Eastern Europe Consensus Forecasts. *Fourteen countries taken from the latest issue of Latin American Consensus
Forecasts (Inflation figures are on a December/Decamber basis). ¢ Egypt, Isragl, Nigeria, Saudi Arabia and South Africa.

| SUBSCRIPTION FORM ' :

Please enter my subscription 1o Consé_nsus Forecasts. My cheque for payment (US$595 or £870 or £540 for twelve
monihly issues, payable to Consensus Econamics Ing.) is attached. My address is as shown below: :

NAME
COMPANY
ADDRESS
COUNTRY POST/ZIF CODE
TELEPHONE FAX
SIGNATURE
Return this form ta:  Consensus Econormics Ine.
53 Upper Brook Street -
London WK 2LT See www.consensuseconormics.comior a
United Kingdom description of our cther products and services.

raa sy A FiAAA Eawv {44 OM 7ANQ 9331
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Ask some Canadian plan sponsors
about the value that bonds add to a
pension portfolio and you might get
the following response: “Bond man-
agers don’t add much value, so there’s not much to be
gained by paying attention to that part of our portfolio.
Besides, I glaze over with all the technical detail of
bonds. The fixed income allocation of my investment
portfolio is there to hedge liabilities anyway, so we are
better off focusing on alternative investments and equi-
ties to add value.”

But this is wrong. It is true that many top-quartile
domestic bond managers add only about 30 basis points
(bps) over their benchmarks, leaving even less net of fees.
However, they leave money on the table because they
ignore opportunities to add value through more innova-
tive fixed income strategies. Foreign pension plans have
long recognized the value of accessing global bonds and
credit strategies on a tactical basis, reaping alpha rewards
well over 100 bps versus domestic benchmarks with a
similar risk profile. Fees may be slightly higher for some
of these strategies, but a net addition of 70 bps for a
$500 million-dollar fixed income portfolio adds up to
$3.5 million every year. This extra return potential is well
worth the investment of some time and effort to learn
more about the opportunities and understand the risks.

The fixed income world is indeed technical, and many
sectors require specialized expertise to find profitable trad-
ing and investment opportunities and to skillfully monitor
and manage risk. Plan sponsors have much to gain from

becoming educated consumers of this sector and investi-

1CS

BY MARLENE K. PUFFER

gating new strategies to add value in this significant por-
tion of their portfolio. To help them along the way, this
section of the Fixed Income Primer will outline the latest
trends and topics in domestic bonds and some of the

more complex foreign fixed income securities.

KEY TERMS

Government of Canada Bonds — The government regularly
issues money market, 2- 5- 10- and 30-year bonds in the
public market through an auction process. Fiscal surpluses
have eliminated the need for net new financing, but main-
taining a liquid government market across the yield curve
is important for financial market health and future market
access. To support the size and liquidity of new bench-
mark issues, the government began buying back less liquid
bonds by reverse auction. The Government of Canada is
currently reviewing how they will issue bonds and contin-

ue to maintain a liquid bond and money market.

Federal Agency Bonds — In Canada, these are bonds
issued by agencies and they are fully guaranteed by the
Government of Canada. Examples are Canada Mortgage
and Housing Corporation (CMHC), Farm Credit
Corporation, and Export Development Corporation.
Despite the full guarantee, these bonds have higher
yields than Canadas, so the government is considering
rolling these debt programs into general funding.
Canada Mortgage Bonds (CMB) are a new category of
Federal Agency bonds and make up the bulk of this
issuance. The CMB program began in 2001 and consists
of five-year bonds issued by the Canada Mortgage Trust,

Marlene K. Puffer is managing director, Twist Financial Corp.
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which holds residential mortgages issued by banks and
other financial institutions as backing assets. These bonds
are fully guaranteed by the Government of Canada and,
from an investor perspective, are large semi-annual
coupon bonds with no prepayment risk (that risk is
retained by the originating banks). They yield about 13
bps higher than Government of Canada bonds for the
same AAA credit quality and similar liquidity. This mar-
ket has limited the issuance of other prepayable mort-
gage-backed securities in Canada. Overweighting these

bonds is an easy, low-risk way to add value.

Provincial Bonds and Guarantees — The biggest provin-
cial issuers are Ontario and Quebec, which make up near-
ly 70% of the provincial market, and are the only issuers
with significant issuance of long-term bonds. There is
some disagreement about how “quasi-provincial” issuers
without guarantees, such as school boards, should be clas-
sified for Index purposes. Provincial spreads are tight and
relatively stable, driven primarily by overall credit market
fundamentals and liquidity, with minimal differentiation
by province, particularly since political risk in Quebec has
subsided. Active strategies within provincials have limited

value added capacity.

Municipal Bonds — Municipal bonds (munis) are under
2% of the Index in Canada. Many municipalities now
combine forces and issue debt through trusts for
cheaper funding with greater liquidity. The B.C. munic-
ipal finance authority has a higher rating than the
province, while others are guaranteed by their province
to improve their ratings.

Many munis are issued as serial bonds, whereby a
series of maturities, each with a small amount outstand-
ing, are issued simultaneously. The small individual
issue size limits liquidity and usually excludes these
from bond indexes. Yield spreads on munis are correlat-
ed with provincial spreads, and opportunities for active

strategies are limited.

Corporate Bonds — In Canada, corporate bonds have
grown from about 10% of the market in 1990 to near-
Iy 30% as government issuance has shrunk and
investors have become more receptive to corporate cred-
it to add yield to their portfolios. Diversification in this
sector is still poor, with financials representing a full
48% of the market, made up of only a handful of

bank and insurance issuers along with a few financing
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companies. The long end is also poorly diversified,

dominated by a few major non-financial issuers such as

Trans Canada Pipelines, GTAA, Bell, and Enbrt

. -
The BBB sector has expanded to 4% of the nir*—

(mainly under 10 years), but is still small in Canada.

FIXED INCOME FUNDAMENTALS AN RATEGIES

Price/yield relationship

As yields, or interest rates, rise, the
price of a bond falls. For a simple pure
discount bond, this formula shows the
relationship between price and yield.

Price = FaceValue
(1 + yield)"

Yield curve

The relationship between Government of
Canada bond yields and maturity. The
yield curve is usually upward sloping, so
rates are generally higher for longer
maturity bonds. This makes the “‘carry
trade” possible, where investors can
borrow short-term and invest long-term
and make a profit as long as rates don’t
rise too much.

In Canada the difference between 2-year
and 30-year rates has averaged about
150 bps (or 1.5%) over the past 10
years. This is currently only a few bps, and
so the curve is flat. An “'inverted” yield
curve means short rates are higher than
long rates, which usually signals a reces-
sion and does not last very long.

Duration

Sensitivity (% change) of a bond’s
price to changes in yield. A bond with
nine years to maturity has a duration
of about 6.4 years (which is the
Canadian Index duration). When rates
rise by 1%, the bond’s price will fall
by 6%. Longer duration bonds outper-
form as rates fall. Duration can also be
defined as a weighted average time
until cash flows are received. Duration
measures sensitivity to parallel yield
curve movements.

Longer-term bonds have longer dura-
tion. For the same maturity, lower
coupons mean longer duration. This is
illustrated in Chart 1, on page 25. For
strips, duration and term to maturity are
the same. For callable bonds, “‘option-
adjusted”” duration is the relevant mea-
sure, which accounts for changes in the
value of the option to call the bond when
rates move in various ways.

Yield curve steepener/flattener

A steepener is a trade that pays off if
the yield curve steepens. It can involve
selling, or underweighting, long-term
bonds and buying, or overweighting,
short-term bonds. This trade is usually
implemented duration neutral so that it

s 3
s
.t.,

pays off as long as the curve steepens,
no matter what happens to the level of
interest rates. A bullet usually has a
steepening bias.

A flattener pays off if the yield curve
flattens, i.e. if short rates rise relative to
long rates, or if long yields fall more
than short-term rates. Sell short bonds,
buy long bonds to implement.

A barbell usually has a flattening bias,
but can be a negative carry trade (one
that gives up running yield) when the yield
curve is very steep. If managers are
wrong about the timing of a flatter curve,
and have to wait too long, they can under-
perform even if their view is correct.

Bullet/barbell

A bulleted portfolio is overweight the
belly (mid-term 5- to 10-year maturities)
vs. the benchmark, and underweight the
wings (short and long maturities). This
portfolio generally outperforms if the
curve steepens (short rates fall and long
rates rise, or both rise but the short end
goes up less etc.).

A barbelled portfolio is overweight the
wings, and underweight the belly. This
generally outperforms if the yield curve
flattens, but depends on the specific
holdings in the short end and the exact
change in the curve shape.

Credit spread

The difference between the yield on a
non-Government of Canada bond and a
Government of Canada bond with similar
term to maturity or duration. The decision
to invest in provincials or corporates is
driven by the view of whether spreads are
expected to tighten or widen.

When credit spreads widen, corporate
bond yields go up relative to Canadas,
so corporates underperform government
bonds. When credit spreads tighten, cor-
porates outperform governments.

Sector allocation

The decision to over or underweight
specific sectors (such as Provincials,
Corporates) vs. the benchmark.

If managers believe corporate bonds
will outperform, so corporate spreads
will tighten, they will overweight cor-
porate bonds vs. the benchmark,
and/or select corporate bonds with
longer duration (which will have
greater sensitivity to spread move-
ment) than the benchmark.
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Canadian pension plans are increasingly allowing BBB-
rated bonds since corporate credit analysis by money
managers has improved. This trend has contributed to
tight credit spreads in all global markets.

Many managers follow a simple strategy of overweight-
ing short-term corporate securities since spread volatility
in that sector is relatively limited and investment-grade
default rates are very low. But this strategy can backfire in

severe credit environments, as was the case in 2001.

Maple Bonds — Maples are foreign (corporate or sover-
eign) bonds issued in the Canadian market, in Canadian
dollars. Approximately half of new corporate issuance in
Canada in 2006 has been Maple bonds, a major trend
since the removal of the Foreign Property Rule. These
bonds eliminate foreign interest rate and currency risk
and offer some credit diversification versus domestic
issuers. So far, however, high-quality financial issuers
dominate Maples. Manager understanding and monitor-
ing of foreign credit risk are essential despite the fact that
most of these issuers are highly rated. Secondary market
liquidity can be a concern since only the lead dealer sup-
ports some deals, with little or no syndicate participa-
tion. Other concerns include extra custodial fees for
bonds not settled by Canadian Depository Services
(CDS), and legal structure since many deals are private
placements and investors are subject to a foreign jurisdic-

tion in the event of default.

Foreign Investment Grade Credit — Foreign currency
and interest rate risk, but this sector offers much better
diversification. Manager expertise in credit and deriva-
tives markets is important, and some players can effec-
tively translate their domestic experience into foreign
markets. One surmountable barrier to managing curren-
cy and interest rate risk through asset swaps or other
strategies, is that pension plans must implement a deriv-
atives policy and International Swaps and Derivatives

Association (ISDA)) agreements.

HighYield — The junk bond market started in the
1980’s and has evolved into a large, liquid marketplace
with over 1600 issues and nearly $600 billion out-
standing in the U.S. alone. That is about the same size
as the entire Canadian bond market. Typical USS. pen-
sion plan allocations remain modest, with hedge funds
being the most active players. Some Canadian plans are

strategically active in the speculative market. The best
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A Closer Look at Duration CHART 1

risk and reward tends to be in the BB-rated sector.

Mortgage-hacked Securities (MBS) — These

of mortgages whose payments are securitized in

LR
-

structure and passed through to bond investors
usually have monthly coupons and most have p
ment risk. The AAA rating comes from guarantees by
CMHC in Canada (i.e. the Federal Government) or
Ginnie Mae or Fannie Mae in the U.S. (private agen-
cies, not government-guaranteed). The U.S. MBS mar-
ket is 20% of the global bond market and is bigger
than U.S. Treasuries, so U.S. MBS are highly liquid. The
behaviour of this market and hedging by major mort-
gage players is well recognized as a driver of bond mar-
ket movements, but specialized expertise is required to
successfully invest in MBS on a tactical basis.
Prepayable MBS effectively allow managers to bet on
interest rate Volatility, which is the main driver of rela-
tive value in this market and is a diversifying exposure
for Canadian bond portfolios. This market can be an
excellent substitute for expensive Canadian corporate
bonds, with comparable yields for higher-quality credit.
However, it may not be attractive in some environments

once currency hedging is taken into account.

Credit Default Swaps (CDS) — CDS are like an insurance
policy where the buyer of default protection pays a premi-
um, and receives a specified notional value in the event of
default of the reference asset (usually corporate bonds or
loans). Alan White’s article on page 37 provides a detailed
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description. These liquid contracts isolate credit or spread
risk, with no interest rate risk. Currency risk is minimal, or
can be eliminated cheaply if CDS is denominated in
Canadian dollars. In Canada, relatively few large Canadian
names are actively traded, with the majority of trades being
in global ones. The benefit of this sector for Canadian
portfolios comes from the diversification, liquidity, and the

pure credit play with limited currency exposure.

Structured Finance — This category includes asset-
backed securities (ABS), commercial mortgage-backed
securities (CMBS), and collateralized debt obligations
(CDOs). Portfolios of fixed income assets, pooled in a
trust structure, are tranched into pieces (senior, mezza-
nine, and equity which bears the first to default risk),
with varying levels of protection from default of the
underlying assets. Some structures have enhancements
to improve credit ratings, such as overcollateralization.
Each tranche is rated AAA and below. Underlying assets
may include credit card or loan receivables (ABS), com-
mercial mortgages (CMBS, where mortgages are not
federally guaranteed), bonds (CBOs), loans (CLSs),
and/or credit default swaps (synthetic CDOs), and
other assets, ABS, and CDOs made of CDOs (CDO-
squared). ABS are the simplest structures, but other
structured finance investments require specific expertise,
especially when investing in lower-rated tranches.
Structured finance markets are growing in Canada
and globally. Investors must carefully assess the risk and
diversification of underlying assets. Ratings depend on
quantitative modelling and simplifying assumptions.
The CDO market was tested in 2000 and 2001 with
high yield bond defaults, and structures were strength-

ened, but model risk remains relatively untested.

Global Government Bonds and Related Derivatives —
Duration and yield curve strategies can be expanded into
global government markets by domestic or global man-
agers. Limiting managers to a long-only approach
restricts relative value strategies to those where the foreign
market is expected to outperform Canada. Allowing
short positions boosts potential returns without necessar-
ily increasing risk. Derivatives such as futures and swaps
can also be used to implement these strategies, freeing up
cash for other value added strategies, such as enhanced
money market (a relatively low-risk, yield-enhancing
strategy investing in very short-term credit, or extending

to six to 18 month maturities to take advantage of an
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upward-sloping yield curve).

Implementation of these strategies is straightfor-
ward and can be done well by small teams. In addition . .
to evaluating a manager’s expertise and experienc g
these markets, plan sponsors should inquire abo
manager’s tools for monitoring the risks of short p

tions or derivatives.

Emerging Markets — This sector includes most markets
outside the G10 countries. The credit quality of many
issuers has improved dramatically in the past few years
as major issuers like Russia and Mexico and others are
now investment grade. Contagion among markets has
also decreased, which enhances diversification benefits.
Corporate issuance is expanding rapidly as government
supply dwindles. Most bonds are traded in U.S. dollars,
but increasing issuance of local currency debt raises the
spectre of managing the currency risk, which may be
difficult in some markets. Spreads in emerging market
debt have tightened in recent years along with all credit
markets, but opportunities remain due to improving

credit quality.

Strips — Bonds can be stripped into coupons and residuals
(the par amount due at maturity). Each piece is then trad-
ed as a separate security. The strips can be reconstituted
into bonds at any time. As long as a coupon has the same
date (e.g. June 1st), it can be used to reconstitute any bond
from the same issuer with that same coupon date. A strip
has much more interest rate risk (longer duration) than a
bond of similar maturity. Convexity risk, or sensitivity to
the shape of the curve, differs from bonds. In Canada,
only a handful (10 or so out of neatly 600 securities) of
strips trade actively. The remaining ones tend to be pur-

chased and held long-term to directly hedge liabilities.

[nflation-linked honds — Linkers, or real return bonds,
have a coupon and principal that increase with inflation
and earn a real yield that protects purchasing power.
Prices of inflation-linked bonds reflect investor opin-
ions about the direction and magnitude of inflation,
but in Canada’s small, illiquid market, the relative value
is also subject to severe market demand forces. The
Canadian market is limited to only four Government of
Canada issues, all in the long end, and a few provincials.
That is small compared to the US. and the UK., where
these bonds are issued with a wide range of maturities

and trade more actively. 1l

el
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Credit Rating Report

Newfoundland Power Inc.

RATING

Rating Trend Rating Action Debt Rated

A Stable Confirmed First Mortgage Bonds
Pfd-2 Stable Confirmed

(All figures in Canadian dollars, unless otherwise noted.)

Preferred Shares — cumulative, redeemable

d

January 6, 2006
Press Released: January 6, 2006
Previous Report: December 13, 2004

Nick Dinkha, CFA/Matthew Kolodzie, CFA

416-593-5577 x2314/x2296
ndinkha@dbrs.com

Report Date:

RATING HISTORY

First Mortgage Bonds A A
Preferred Shares — cumulative, redeemable

Current 2005 2004 2003 2002 2001 2000
A A A A A
Pfd-2 Pfd-2 Pfd-2 Pfd-2 Pfd-2 Pfd-2 Pfd-2

RATING UPDATE

The consistent operating results and financial profile of
Newfoundland Power Inc. (“Newfoundland Power” or the
“Company”) continue to be supported by the Company’s
regulated transmission and distribution operations.

Higher electricity sales — due to residential construction
activity, growth in average use per customer, and increasing
activity related to both off-shore oil development and growth in
the service sector of the economy — has contributed to modest
earnings growth. Furthermore, various favourable regulatory
mechanisms that absorb fluctuations between estimated and
actual cost of fuel oil to the Company’s primary electricity
supplier and stabilize earnings during extreme weather
conditions (as well as a favourable deemed equity ratio to a
maximum of 45%) contribute to the Company’s strong
financial profile.

Annual capital expenditures are expected to be in the area of
$50 million for 2006, as the Company further upgrades the
reliability and efficiency of its electrical system. As a result,

the Company will continue to incur gross free cash flow
deficits, exacerbated somewhat by the return to full dividends
in 2005. However, DBRS expects the Company will manage
dividends, as it has in the past, in order to maintain its equity
level near the 45% maximum deemed by the regulator and that
key cash flow and coverage ratios will also remain stable over
the medium term and continue to support the ratings.

The key challenge for the Company remains managing the
demand energy rate, implemented on January 1, 2005. The
Company’s ability to forecast, and manage, peak demand will
have a direct impact on earnings, although the regulatory
environment limits the downside risk to approximately
$588,000 in 2005 and $714,000 (pre-tax) in 2006. Amounts in
excess of these thresholds are charged/rebated to a purchased
power cost reserve account, which will be disposed of in a
manner to be determined by the Newfoundland and Labrador
Board of Commissioners of Public Utilities (“PUB”).

RATING CONSIDERATIONS

Strengths:

e Regulation contributes to earnings/financial stability

o Weather normalization account reduces short-term
earnings volatility

e Strong balance sheet and favourable financial profile

e Geographic isolation limits competitive pressures

Challenges:

¢ Reliance on Newfoundland and Labrador Hydro (“NLH")
for the majority of power supplied

e Earnings sensitive to interest rates

e Managing forecast risk

FINANCIAL INFORMATION

12 months ended For the year ended December 31

Sept. 2005
Fixed-charges coverage (times) 2.55
% adjusted debt in capital structure (1) 54.0%
Cash flow/total adjusted debt (times) (1) 15.2%
Cash flow/capital expenditures (times) 1.15
Net income ($ millions) (bef. extras., after pfd. div.) 32.0
Operating cash flows ($ millions) (after pfd. div.) 59.4
Electricity sold (GWh) 5,048
Approved return on equity (ROE) 9.24%

(1) Preferred shares treated as 70% equity equivalents.

2004 2003 2002 2001 2000
2.43 2.36 2.54 2.57 2.47
54.7% 55.1% 55.3% 56.2% 54.0%
14.7% 16.1% 17.9% 20.5% 18.8%
0.97 0.96 1.08 1.81 1.36
31.2 29.5 28.8 30.9 28.5
57.2 60.6 63.4 70.1 56.9
4,979 4,882 4,765 4,667 4,555
9.75% 9.75% 9.05% 9.59% 9.59%

THE COMPANY

Newfoundland Power transmits and distributes electricity to approximately 227,000 customers throughout the island of Newfoundland.
The Company purchases over 90% of its electricity needs from government-owned NLH and generates the balance from owned

generation facilities (approximately 146 MW).
Newfoundland Power.

Energy

Fortis Inc. (“Fortis”), (see separate report) owns all the common shares of

DoMINION BOND RATING SERVICE

Information comes from sources believed to be reliable, but we cannot guarantee that it, or opinions in this Report, are complete or accurate. This Report is not to be construed as an offering of any

securities, and it may not be reproduced without our consent.
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REGULATION

The PUB regulates the Company under a cost-of-

service methodology.

The application of the automatic adjustment formula

(the “Formula”) in November 2004 resulted in a

reduction of the Company’s return on equity (ROE) for

the purpose of setting rates from 9.75% to 9.24%

effective January 1, 2005.

Following the June 2005 settlement (“2005 Tax

Settlement”) of its long-standing dispute with the

Canada Revenue Agency (the “CRA”) on its revenue

recognition for income tax purposes, the Company filed

the 2006 Accounting Policy Application (“2006 APA”)
with the PUB. The 2006 APA deals with the

Company’s revenue recognition policy for regulatory

purposes and matters related to the proposed transition

from accounting for revenue on a billed basis (revenue
recognized as customers are billed), to an accrual basis

(revenue is recognized as power is delivered to

customers, regardless of whether a bill is rendered or

payment received), beginning in 2006. On December

23, 2005, the Company received approval from the

PUB to change its accounting policy to the accrual

method effective January 1, 2006. In its Order, the

PUB also:

—  Approved the recognition in 2006 of approximately
$3.1 million of a one-time accounting accrual
arising as a result of the accounting policy change.
Recognition of this amount will offset increased
income taxes in 2006 arising from the tax
settlement with the CRA.

— Ordered the deferred recovery of approximately
$5.8 million related to increased depreciation
expense in 2006, which is expected to be dealt with
at the Company’s next general rate proceeding.

— The ROE for 2006 has not yet been set. An
application for setting 2006 rates must be filed to
the PUB by January 15, 2006. However, a
reduction of the Company’s ROE for the purposes
of setting rates for 2006 is not anticipated.

— The Company anticipates filing a General Rate
Application in 2006 for 2007 rates.

The Company’s approved equity component remains
one of the highest of all Canadian regulated utilities at a
maximum of 45%.
The Company continues to write off, until 2007, a
non-reversing portion $5.6 million amount (after tax) of
the weather normalization reserve (WNR). This has
the effect of increasing purchased power expense by
approximately $1.7 million per year over that time,
which is recoverable in rates.

The Formula, applied annually between test years in

November, is used to determine customer rates,

effective January 1 of the following year, by adjusting

the ROE component of the return-on-rate base in
response to changes in long-term Canada bond yields.

The key differences between this mechanism and

Newfoundland Power Inc. — Page 2

formulas used in other jurisdictions are: (1) that this
ROE is set based on a ten-day average of the three most
recent series of long-term Canada bonds rather than a
consensus forecast; and (2) the approved return-on-rate
base is adjusted in the event that the calculated rate-of-
return on rate base falls outside the current approved
range (+/-18 basis points) for the return-on-rate base. If
it does not fall outside this range there is no adjustment
to the Company’s ROE for the purpose of setting rates.

In addition, Newfoundland Power purchases
substantially all of its energy requirements from NLH,
which is also regulated by the PUB. The PUB allows
the Company to pass along any rate increases from
NLH directly to Newfoundland Power’s customers.
Thus, rate increases from NLH are expected to have a
neutral effect on Newfoundland Power’s earnings over
the long run.

Demand Energy Rate

The PUB required the establishment of a demand
energy rate (DER) structure on January 1, 2005, for the
power NLH sells to Newfoundland Power.

— The goal of the DER is to provide an incentive to
the Company to reduce its peak demand on the
system through conservation and demand
management.

— The Company will be billed on a demand
component which is based on its highest actual
demand requirements from the previous winter
season.  The highest actual demand will be
adjusted to reflect normal weather conditions,
which will tend to reduce the forecast risk to the
Company.

— The billing demand charge will be phased in over
three years, with the demand rate increasing from
$4.65/kW in 2005, to $5.64/kW in 2006, and to
$6.64/kW in 2007.

— In the event that actual billing demand results in
annual purchased power costs that differ from the
forecasted purchased power costs, on a cents per
kWh basis, there will be a cap/floor of
approximately +/-$714,000 (pre-tax) in 2006. The
remainder of the difference will be charged/rebated
to a purchased power cost reserve account, which
will be disposed of in a manner to be determined
by the PUB.

— The DER and the reserve account will be reviewed
subsequent to the filing of a marginal cost study by
NLH, which must be completed by June 30, 2006.
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RATING CONSIDERATIONS

Strengths: (1) Newfoundland Power is permitted by the
PUB to pass through increases in power costs from NLH to
customers. A Rate Stabilization Account has been
established to absorb fluctuations between estimated and
actual costs of fuel oil used to generate electricity. While
regulated electricity transmission and distribution operations
provide relatively stable earnings and financial stability, the
periodic adjustments in allowed returns and customer rates,
provided for by the automatic adjustment formula, increase
earnings sensitivity to interest rates between test years. The
automatic adjustment mechanism does, however, minimize
the related cost burden associated with regulatory reviews.
(2) The Company was ordered by the PUB to maintain a
WNR to adjust for variances in temperature, wind, and
stream flows against long-term averages, reducing
short-term earnings volatility. This provides Newfoundland
Power with a mechanism to stabilize earnings, particularly
during periods of extreme weather conditions. While
earnings volatility is reduced by the WNR, cash flows
continue to remain affected by weather patterns. For
instance, in periods when the weather is warmer than
normal, customers will consume less energy, resulting in
lower revenues and consequently lower purchased power
costs than is normal for the Company. As a result, the
revenues and purchase power costs are adjusted to
normalize to a “regular consumption pattern”, through the
WNR. The WNR does not, however, impact cash as the
adjustment to the cash flow statement is a non-cash item.

(3) The Company has one of the highest allowed equity
components of all utilities in Canada, at 45%. This
contributes to relatively strong financial ratios compared to
other regulated utilities with lower approved equity ratios.
(4) Geographic isolation acts as an effective barrier against
external competitors. The lack of availability of natural gas
also limits competitive pressures. Any tangible prospect of
bringing natural gas to the island, given the physical barriers
to construction, is not expected.

(5) Corporate independence from parent company, Fortis,
such that the Company is able to manage its dividend policy
as necessary to maintain its capital structure in line with that
approved by the regulators. This was evidenced by the
scaling back on dividends to the parent during the 100%
debt-financed acquisition of the joint-use poles from Aliant
Telecom Inc. (“Aliant™) in 2002, which caused a levering up
in the Company’s capital structure. Newfoundland Power,
for all intents, is considered ring-fenced from its parent, and
though Newfoundland Power is a key contributor to
earnings at Fortis, it will not be to the detriment of the
Company.  Furthermore, the legislated utility regulatory
regime under which the Company operates, including the
Electrical Power Control Act, lends further support to this
independence.

Challenges: (1) Newfoundland Power relies heavily on
NLH for its power requirements, as it purchases over 90%
of its power from NLH. Purchased power costs represent
approximately 60% of Newfoundland Power’s revenues
from its customers. The cost of power from NLH is highly
influenced by the market price of Bunker C fuel oil, due to
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NLH’s significant amount of oil-fired generation capacity.
Any increase in the price of oil for NLH is accumulated into
a rate stabilization account and recovered over a one-year
period through rate increases to Newfoundland Power.
While increases in purchased power rates from NLH are
passed directly on to Newfoundland Power’s customers
(which does not impact the Company’s margins), higher
rates may lead to energy conservation by customers, which
could have an adverse impact on earnings. Furthermore,
energy conservation is the motivating force behind the
implementation and establishment of the DER, which is
expected to result in slight reductions in energy
consumption per customer going forward. The risk of the
DER is currently limited by the maximum cap on losses, or
gains, that would be incurred by the Company.

(2) Under the current regulatory regime, earnings are
sensitive to interest rates. The approved ROE for 2005 is
9.24%, compared with 9.75% in 2004. The approved ROE
is dependent on a ten-day average (calculated in November)
rate on long-term Government of Canada bonds, which does
not capture any expected upward trend in interest rates (as
would be the case with utilizing a consensus forecast
interest rate). In its June 2003 order, the PUB rejected
Newfoundland Power’s proposal to move to a consensus
forecast of interest rates.

(3) Newfoundland Power has one of the highest weighted-
average coupon rates on outstanding long-term debt of all
investor-owned utilities (8.54% compared to a 7.30%
average for electric utilities in Canada). This high debt cost
is not likely to change in the near future, although the
Company was able to privately place a 30-year, $60 million
bond in Q3 2005 for 5.44%. Early redemption remains
uneconomical for much of the Company’s remaining bond
issues — close to 50% of the Company’s outstanding debt
averages a rate of 9.22%. A higher cost of debt contributes
to comparatively higher cost-of-service and weaker
coverage ratios.

(4) Since 1992, the province’s population has declined
continuously as a result of out-migration (population
declined by approximately 11.0% during the period between
1992 and 2005). This decline negatively impacts the
Company’s customer and energy sales growth. While
out-migration has negatively impacted all areas of the
province, the impact has been much greater on rural areas
than urban areas as some people are moving from rural
areas to cities such as St. John’s. However, since 1997, the
Newfoundland economy has expanded and out-performed
all other Canadian provinces (real gross domestic product
increased by approximately 6% annually between 1997 and
2004). This growth is directly related to the development of
the off-shore oil, in particular Hibernia, Terra Nova, and
White Rose, along with development of the Voisey’s Bay
nickel deposit in Labrador. Over the medium term, natural
resource development will continue to have a major impact
on economic growth with the development of Hebron
offshore oil, hydroelectricity in Labrador, and the
construction of the Voisey’s Bay hydromet processing
facility at Argentia.
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(5) The key challenge with respect to the DER will be the
Company’s ability to accurately and consistently forecast,
and influence, electricity demand going forward. However,
the maximum loss that the Company could experience in the
event that actual demand is greater than forecast demand

will be limited to approximately $714,000 (pre-tax), in
2006, with the balance recoverable from a variance reserve
account. However, disposition of annual balances in the
reserve account are to be determined by the PUB.

EARNINGS AND OUTLOOK

12 mos. ended For the year ended December 31

(% millions) Sept. 2005 2004 2003 2002 2001 2000
Net revenues (1) 166.7 160.5 156.2 158.8 156.8 149.2
Operating costs 84.9 82.7 81.2 86.2 83.4 78.7
EBITDA 1151  109.7 105.5 108.9 110.0 101.5
EBIT 82.8 78.7 76.1 73.5 74.5 71.8
Gross interest expense 32.1 31.4 31.3 27.9 27.9 28.0
Net income (before extras. & after prefs.) 32.0 31.2 29.5 28.8 30.9 28.5
Net income available to common 31.2 31.2 29.5 28.8 28.9 26.5
(1) Net of purchased power.

Summary:

e EBIT remained relatively unchanged for the 12 months e As the Company is not applying for a rate increase for

ended September 30, 2005.

— While electricity sales increased by 1.4% during
this period, the 0.5% rate decrease, effective
January 1, 2005, had the effect of dampening
earnings growth.

— Higher operating costs during the period, including
pension costs and expenses associated with the
Company’s early retirement program, also kept
earnings relatively flat.

Outlook:

The Company’s regulated transmission and distribution
operations will continue to generate relatively stable
earnings over the medium to longer term.

—  Sales growth in the 1%-2% range, which is typical
for a mature utility, will primarily occur in St.
John’s and the surrounding area, with the
remainder of the province having little sales
growth.

— The majority of new home construction is being
installed with electrical heating. The cost of, and
various regulations surrounding, home heating oil
is influencing the conversion of homes to electric
heating.

2006, EBIT should remain relatively unchanged.
The implementation of the DER will have an impact on
earnings, although DBRS notes that the maximum
amount it could impact earnings is in the area of
+/-$714,000 (pre-tax) in 2006, with the balance
recoverable from variance reserve account. Disposition
of annual balances in the reserve account are to be
determined by the PUB.
The change in accounting policy for revenue
recognition from the billed method to the accrual
method effective January 1, 2006, will have limited
cash impacts on the Company. Both revenues and
expenses will be recognized on an accrual basis for tax
and regulatory purposes, which only impacts the timing
of the recognition of the unbilled revenue.

— The cash impact will be limited to actual taxes
paid, approximately $3 million per year for three
years, as part of the 2005 Tax Settlement.

— Unbilled revenue will be reported on the
Company’s balance sheet as an account receivable.

A strong housing market over the past couple of years

has also contributed to a favourable level of sales

growth. Conversion of existing homes, which currently
utilize oil-based heating, to electrical heating, will also
provide some positive earnings contribution.
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FINANCIAL PROFILE

Cash Flow Statement

12 mos. ended

Sept. 30, For the year ended December 31

(% millions) 2005 2004 2003 2002 2001 2000
EBITDA 114.1 108.7 104.4 108.1 108.9 100.2
Net income (before extras. & after prefs.) 31.2 31.2 29.5 28.8 28.9 26.5
Depreciation & amortization 32.3 31.0 29.4 35.4 35.5 29.6
Weather normalization account (1) 1.9 0.0 0.5 (1.0 (1.2) (1.4)
Other non-cash adjustments (5.9) (4.9) 1.3 0.2 6.9 2.2
Cash Flow From Operations 59.4 57.2 60.6 63.4 70.1 56.9
Dividends (22.1) (14.2) (9.5) (9.5) (19.0) (19.0)
Capital expenditures (51.9) (58.9) (63.0) (58.8) (38.8) (41.9)
Free Cash Flow Before Working Capital Changes (14.5) (16.0) (11.9) (4.9) 12.4 (3.9)
Change in working capital 3.6 3.1 (2.9 4.5 (13.4) 16.2
Free Cash Flow (10.9) (12.9) (14.8) (0.4) (1.0 12.3
Acquisitions/divestitures - - - 1.0 2.0 3.0
Other (0.4) 0.2 (8.9 (9.3) (36.9) (8.8)
Cash flow before financing (11.3) (12.7) (23.7) (8.7) (35.9) 6.5
Net change in equity financing - - - - - -
Net change in debt: new/(repayments) 5.5 14.6 20.3 12.3 395 0.1
Net change in preferred equity - - (0.3) - (0.2) -
Change in Net Cash (5.8) 1.8 (3.7) 3.6 3.4 6.6
Key Figures and Ratios

Adjusted debt in capital structure 391.4 389.5 376.2 354.8 341.9 302.3
Per cent adjusted debt in capital structure 54.0% 54.7% 55.1% 55.3% 56.2% 54.0%
EBITDA interest coverage (times) 3.59 3.49 3.37 3.90 3.94 3.62
EBIT interest coverage (times) 2.58 2.50 2.44 2.63 2.67 2.57
Cash flow/total adj. debt 15.2% 14.7% 16.1% 17.9% 20.5% 18.8%

(1) DBRS breaks out the movement in the weather normalization account, however, it is a non-cash adjustment.

Summary:

For the 12 months ended September 30, 2005, cash
flow from operations continued to be insufficient to
fully fund dividends and capital expenditures, and this
contributed to free cash flow deficits.

Capital expenditures, while remaining relatively higher

than prior periods in 2001 and 2000, are somewhat

lower than the past few years, and are attributable to:

— Projects associated with the refurbishment and
improvement in the reliability of the Company’s
transmission and distribution system.

— Refurbishment of a number of aging hydroelectric
generating plants and substations, and installation
of power transformers.

The Company utilized short-term borrowings to service

the shortfall without adversely affecting its financial

profile or its key financial ratios.

—  Debt-to-capitalization remained
unchanged during this period.

— The Company continues to manage dividends as
required in order to maintain the amount of equity
in the capital structure close to the 45% upper limit
allowed by the PUB.

— In 2002, the Company reduced its dividend
payment, from $0.46 to $0.23 per share, to
maintain its 45% equity level in light of the
joint-use poles, acquired with 100% debt from
Aliant, and other maintenance capital expenditures.

— During 2004, the Company returned its dividend to
$0.46 per share.

relatively

For a regulated utility, Newfoundland Power’s financial
profile is relatively strong, with low leverage, and
favourable cash flow-to-debt and interest coverage
ratios, which continues to support the rating.

Outlook:

Cash flow from operations should continue to grow
over the medium term, in line with growth in the rate
base.

— However, cash flows are not expected to be
sufficient to cover capital expenditures and
dividends, resulting in continuing gross free cash
flow deficits over the medium term.

— The cash flow shortfall will be funded with new
debt.

The Company anticipates investing an average of

$50 million per year by 2010, including approximately

$49 million in 2006 (approximately $50 million was

approved for 2005).

— Approximately 20% of this, or $10 million on
average, pertains to customer growth, with the
balance being maintenance capital expenditures.

— Slightly higher capital expenditures are expected
over 2007 and 2008 due to the replacement of the
penstock, and related projects, at the Rattling
Brook facility.

As such, interest coverage and cash flow ratios should

remain relatively stable over the medium term and

continue to support the rating.
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LONG-TERM DEBT MATURITIES AND BANK LINES
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As at September 30, 2005 2004 2005 2006 2007 2008 2009 & Thereafter
Long-term debt ($ millions) (includes sinking fund 365 4.25 4.25 3512 4.6 282.888
payments)

Operating Lines of Credit:

Newfoundland Power has a $100 million, syndicated

committed revolving/non-revolving credit facility and a

$20 million uncommitted demand facility.

— As of September 30, 2005, no amounts were
outstanding under either facility.

— These facilities were more than adequate to fund
working capital fluctuations and free cash flow
deficits.

Long-Term Debt

Newfoundland Power’s long-term debt consists of first

mortgage bonds, which are secured by a first fixed and

specific charge on property, plant, and equipment

owned or to be acquired by the Company and by a

floating charge on all other assets.

Debt maturities are well spread out over the longer

term, with maturity dates extending to 2035.

— The Company recently privately placed
$60 million in 30-year bonds at 5.441%.
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Balance Sheet

Newfoundland Power Inc.
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($ millions) Asat_As at December 31 Asat As at December 31
Assets Sept. 30, 2005 2004 2003 Liabilities & Equity  Sept. 30, 2005 2004 2003
Cash & equivalents 0.9 0.5 0.0 Short-term debt 0.0 58.1 41.2
Accounts receivable 26.4 37.1 33.8 A/P & accr'd liab 54.0 67.1 58.2
Materials & supplies 5.1 5.4 5.3 L.t.d. due in one year 4.3 3.7 3.7
Rate stabilization account 9.6 8.8 6.5 Current Liabilities 58.2 128.8 103.1
Current Assets 42.0 51.8 45.5 Long-term debt 384.3 324.9 328.6
Corporate tax deposit 0.0 6.9 6.9 Other liabilities 33 3.1 2.9
Net fixed assets 640.9 630.1 602.1 Preferred shares 9.4 9.4 9.4
Deferred charges 100.8 95.3 89.8 Shareholders' equity 328.4 317.9 300.5
Total 783.7 784.1 744.4 Total 783.7 784.1 744.4
Ratio Analysis 12 mos. ended For the year ended December 31

Liquidity Ratios Sept. 2005 2004 2003 2002 2001 2000 1999 1998
Current ratio 0.72 0.40 0.44 0.60 0.33 0.48 0.58 0.65
Accumulated depreciation/gross fixed assets 40.7% 40.0% 40.4% 40.1% 40.4% 40.8% 42.3% 41.7%
Cash flow/total adjusted debt (1) (2) 15.2% 14.7% 16.1% 17.9% 20.5% 18.8% 16.5% 16.5%
Debt/EBITDA 3.38 3.52 3.54 3.23 3.08 2.95 3.07 3.15
Cash flow/capital expenditures (1) (3) 1.15 0.97 0.96 1.08 1.81 1.36 1.19 1.09
Cash flow-dividends/capital expenditures (1) (3) 0.72 0.73 0.81 0.92 1.32 0.91 0.97 0.65
% adjusted debt in capital structure (2) 54.0% 54.7% 55.1% 55.3% 56.2% 54.0% 55.0% 55.5%
Average coupon on long-term debt 8.54% 9.10% 9.18% 9.18% 9.56% 9.66% 9.66% 9.66%
Allowed equity 45% 45% 45% 45% 45% 45% 45% 45%
Common dividend payout (before extras.) 36.1% 45.7% 32.2% 33.0% 61.5% 66.6% 40.5% 90.9%
Coverage Ratios (4)

EBIT interest coverage 2.58 2.50 244 2.63 2.67 2.57 249 2.43
EBITDA interest coverage 3.59 3.49 3.37 3.90 3.94 3.62 3.56 3.48
Fixed-charges coverage 2.55 243 2.36 2.54 257 247 2.39 2.33
Earnings Quality/Operating Efficiencies & Statistics

Operating margin 49.1% 48.4% 48.0% 45.7% 46.8% 47.3% 45.5% 44.0%
Net margin (before extras., after pfd. div's) 19.2% 19.4% 18.9% 18.1% 19.7% 19.1% 15.7% 15.0%
Return on average equity (before extras.) 9.9% 10.1% 10.2% 10.7% 12.1% 11.6% 9.9% 9.4%
Allowed ROE (mid-point) (5) 9.75% 9.24% 9.75% 9.75% 9.59% 9.59% 9.25% 9.25%
Degree days - % normal 96% 96% 96% 100% 94% 85% 85% 93%
GWh sold/employee 8.2 8.3 8.1 7.9 7.6 71 6.5 6.3
Customers/employee 368 376 369 363 352 333 307 301
Operating costs/average customer ($) 377 371 368 395 386 367 382 382
Growth in customer base 2.1% 1.3% 1.2% 1.0% 0.8% 0.7% 0.7% 0.7%
Rate base ($ millions) 740 714 676 573 545 521 506 488
Rate base growth 3.6% 5.6% 18.0% 5.1% 4.6% 3.0% 3.7% 2.3%
Electricity Sales - Breakdown

Residential 3,012 2,972 2,909 2,843 2,775 2,707 2,672 2,652
General service 2,037 2,007 1,973 1,922 1,892 1,848 1,828 1,788
Total sales (GWh) 5,049 4,979 4,882 4,765 4,667 4,555 4,500 4,440
Growth in volume throughputs 1.4% 2.0% 2.5% 2.1% 2.5% 1.2% 1.4% 0.0%
Energy Generated

Energy generated 425 424 425 424 416 423 450 429
Energy purchased 4,918 4,841 4,725 4,604 4,495 4,432 4,292 4,259
Energy generated + purchased 5,343 5,265 5,150 5,028 4,911 4,855 4,742 4,688
Less: transmission losses + internal use 295 286 268 263 244 300 242 248
Total sales (GWh) 5,048 4,979 4,882 4,765 4,667 4,555 4,500 4,440
System losses and internal use 5.8% 5.7% 5.5% 5.5% 5.2% 6.6% 5.4% 5.6%
Installed Generation Capacity (MW)

Hydroelectric 65.0% 94.6 94.6 94.6 94.5 94.5 93.8 94.5 94.5
Gas turbine 30.2% 43.9 43.9 43.9 46.9 46.9 46.9 46.9 46.9
Diesel 4.8% 7 7 5.9 6.9 6.9 6.9 6.9 6.9
Total 100.0% 145.5 145.5 144.4 148.3 148.3 147.6 148.3 148.3
Peak demand (MW) 1,167 1,118 1,194 1,001 1,041 1,025 1,063
Customers

Residential 195562 193912 191,314 188,925 186,828 185,287 183,921 182,324
Commercial 30,656 30,552 30,339 30,147 30,051 29,923 29,720 29,786
Total 226,218 224,464 221,653 219,072 216,879 215210 213,641 212,110

(1) Cash flows are after preferred dividends.
(3) Capital expenditures are net of customer contributions.

(2) Preferred shares treated as a 70% equity equivalent.
(4) Before capitalized interest, AFUDC, and debt amortizations.
(5) ROE is adjusted annually, but Newfoundland Power is regulated based on a return-on-rate base effective 2000. See Regulation section in this report.
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Income Statement

12 months ended

For the year ended December 31
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($ millions) Sept. 2005 2004 2003 2002 2001 2000
Revenues

Residential - 237.5 225.7 217.6 211.0 207.2
General service - 158.1 150.4 145.1 141.0 138.7
Gross electricity revenues 4141 395.6 376.1 362.7 352.0 345.9
Power purchases 258.8 2440 228.0 210.8 202.5 199.2
Net electricity revenues 155.2 151.6 148.1 151.9 149.5 146.7
Other 11.5 8.9 8.1 6.9 7.3 2.5
Total revenues 166.7 160.5 156.2 158.8 156.8 149.2
Expenses

Fuel - - - 0.1
Operating + administration 52.6 51.8 51.8 50.8 47.9 48.9
Depreciation 32.3 31.0 29.4 35.4 35.5 29.6
Total operating costs 84.9 82.7 81.2 86.2 83.4 78.7
Operating income 81.9 7.7 75.1 72.6 73.4 70.6
Interest expense 32.1 314 31.3 27.9 27.9 28.0
Non-cash financial charges 0.2) (0.1) 0.2) 0.2) (0.1) (0.1)
Other (income)/expense (1.0) (1.0) (1.1) (0.9) (1.1) (1.3)
Net interest costs 31.0 30.4 30.0 26.9 26.7 26.6
Net income before taxes 48.2 47.4 45.1 45.8 46.7 44.0
Income taxes 15.6 15.6 14.9 16.4 15.2 14.8
Net income before extras. 32.6 31.8 30.1 29.4 315 29.1
Less: extraordinary items 0.8 - - - 2.0 2.0
Net income 31.8 31.8 30.1 29.4 29.5 27.1
Preferred dividends 0.6 0.6 0.6 0.6 0.6 0.6
Net income available to common shldrs. 31.2 31.2 29.5 28.8 28.9 26.5
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DESCRIPTION OF OPERATIONS

e Newfoundland Power’s electrical system is comprised
of the following:

— Over 10,000 kilometres of transmission and
distribution lines;

Plant Name

Hydroelectric:

Petty Harbour
Pierres Brook
Tors Cove
Rocky Pond
Mobile

Morris

Cape Broyle
Horsechops
Topsail

Seal Cove
Hearts Content
Victoria

New Chelsea
Pitmans

Fall Pond
West Brook
Lawn

Rattling Brook
Sandy Brook
Lockston

Port Union
Lookout Brook

Rose Blanche Brook

Total Hydroelectric

Thermal:

Greenhill Gas Turbine
Wesleville Gas Turbine
Portable Gas Turbine
Port Union Diesel

Port Aux Basques Diesel

Portable Diesel
Contract Diesel

Total Thermal

Total Generating Capacity

137 substations; and

23 hydroelectric generating stations and seven
thermal generation plants with a total capacity of
146 MW, listed below.

Year Ouput Number  Average
Commissioned  Capacity of Units Output
(MW) (GWh)
1900 5.25 3 15.9
1931 4.30 1 25.3
1942 6.50 3 26.3
1943 3.25 1 14.1
1950 12.00 1 41.8
1984 1.14 1 7.2
1953 6.28 1 34.2
1953 8.13 1 43.7
1931 2.60 1 14.2
1923 3.18 2 8.8
1918 2.37 1 8.2
1904 0.55 1 3.0
1957 3.70 1 15.4
1959 0.63 1 3.0
1939 0.35 1 1.0
1942 0.68 1 2.8
1929 0.60 1 2.6
1958 11.50 2 69.4
1963 6.31 1 28.5
1956 3.00 2 8.4
1918 0.51 2 2.3
1945 5.80 2 29.5
1998 6.00 1 20.5
94.62 426.1
1975 22.00 1
1969 14.70 1
1974 7.20 1
1962 0.50 1
1969 2.50 1
2004 2.50 1
1999 1.50 1
50.90
145.52
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Electrical and Gas Companies

CONCLUSION

Although there are quantitative ratios that can be used to
measure performance of electric utilities, there are many
other meaningful non-quantitative considerations that can
also influence the final rating. DBRS does not restrict itself
to any fixed and inflexible quantitative standards when
rating an electric utility. Instead, DBRS uses a judicious
mixture of both quantitative and qualitative factors to
produce afina rating.

In general, regulated companies have less business risk than
deregulated companies. Accordingly, the debt levels that a
specific company can carry vary according to what segment

of the industry it isin, and to what degree it is regulated or
unregulated. However, regulation by itself does not assure
income stability. There are many examples of regulatory
lag that can slow cost recovery and negatively impact firm
performance. Therefore, while the quantitative ratios below
can be used as rough guides, the qualitative factors also
greatly influence the fina rating. In the final anaysis,
electricity is a commodity that is subject to great swings in
price and, as such, the industry has characteristics that rate it
BBB. However, a combination of the various other factors
also influences the rating.

THE FINANCIAL MODEL

General Standards Rating BBB to “ A” (Quantitative Factors)

Regulated

Mixed

Unregulated

% debt

Fixed-charge coverage

Cash flow / debt

60%-70%
1.5x
0.10

50% - 60%
15-2.0x
0.10-0.15

50%
20x +

0.15-0.20

Thefollowing qualitative factors below also influence the rating:

»  Proportion of regulated versus non-regulated activity
e Fuel mix — hydro, nuclear, coadl, oil, gas

» Hedging policy — fuel and electric and gas sales
contracts

»  Counterparty risk, and policiesin this respect
e Condition of the transmission and distribution grid

» Forward pricing curve for electricity (assumptions +
outlook)

» Economic strength of the franchise area — growing or
shrinking

* Sizeof the utilities

» Diversification, and the degree of diversification

e International investments of the Company

e Thequality of regulation - isthere regulatory lag?

» Availability and market pricing of natural gas
e Environmental issues, especially for coal generation
»  Growth —long-term growth in electricity demand

* Income mix, including percentage of income from
trading

» Intensity of competition in the marketplace

e Sales mix between residential/commercial/industrial

e Company sensitivity to temperature (residentia and
commercial customers) and economic factors
(industrial customers)

» Reliance on off-system versus self-generated power

»  Use of short-term debt and liquidity supports

«  Company costs of generating electricity versus regional
costs of generating electricity, and regional electricity
prices
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THE FINANCIAL MODEL — A DISCUSSION

DBRS Methodology in Rating Utilities - Page 2

General quantitative factors (subject to adjustments due to qualifying or subjective considerations) used by DBRS for “A”/BBB

ratings are as follows:;

Regulated Mixed Unregulated
Generation (Part regulated &
Transmission & part unregulated)
Distribution
% debt 60%-70% 50% - 60% 50%
Fixed charge coverage 15 15-20 20+
Cash flow / debt 0.10 0.10 - 0.15 0.15 - 0.20

DISCUSSION

The amount of debt that a given industrial company can
carry for an “A”/BBB rating varies with the sectors where it
operates. A regulated entity, with the greater certainty and
stability, can generally carry more debt than an organization
operating in the riskier unregulated area, other things being
equal. The “Regulated” category includes generation,

transmission, and distribution; “mixed” includes companies
that have both regulated and unregulated components; and
“unregulated” includes both pure merchant power (usually
generation and retail) and traditional utilities operating in
unregulated environments.

% DEBT

The percentage of debt is defined as short- and long-term
debt, divided by short- and long-term debt, plus equity.
When leases are significant, the capitalized value of the
lease is added to both the numerator and denominator.
Regulated entities, which generally operate in transmission
and distribution, can usualy carry 60% - 70% debt.
However, this declines to 50% - 60%, as activity becomes
more unregulated and subject to greater instability,
uncertainty, and business risk. Historicaly, utilities were
able to carry more debt than industrial companies because
of the stability and certainty inherent to a regulated
environment. This changed when deregulation and the
break-up of the traditional functions of generation,
distribution, and transmission occurred. New standards for
the debt levels that can be carried by utilities are needed,
and DBRS has isolated some general and rough standards,
as shown. Debt levels establish the strength of related

ratios. For example, cash flow/debt with 60% debt levelsis
often near 0.10. However, if debt levels fall to 50%, the
cash flow/debt ratio often improves sharply to the 0.15 -
0.20 range. Debt levels below 50% usually result in a
cash flow/debt ratio of 0.15 — 0.20 or better. Thus, once the
proportion of debt is established, most other ratios move in
tandem. The basic theory behind the standards is simple.
The riskier, completely unregulated area, which includes
merchant power, can carry less debt (50%), versus higher
debt (60% - 70%) for a less risky, completely regulated
generation transmission distribution company, other things
being equal. A mixed company can carry 50% - 60% debt,
depending on the degree of deregulation. However, as
discussed later, this scenario is oversimplified, and there are
many other qualitative factors that establish the final rating,
and often supersede rigid quantitative standards.

FIXED-CHARGE COVERAGE

Fixed-charges coverage is defined as earnings before
interest and taxes, divided by interest, plus tax-adjusted
preferred share dividends. If leases are large, one-third of
the minimum lease payment is added to the numerator and
denominator of this ratio. Regulated entities standards for
an “A”/BBB rating are 1.5 times, while unregulated entities

should have a higher safety margin, with coverage above
2times. The mixed group (deregulation/regulation) is in
between, at 1.5 — 2.0 times coverage. The ratio is measured
over a period of time, so a temporary dip outside these
standards may not affect the rating.

CAsH FLow / DEBT

Cash flow is defined as income before extraordinary
income, plus depreciation, plus norma deferred taxes,
divided by total debt. Thisratio is consistent with the other
ratios shown. With debt levels above 60%, it is difficult to
bring this ratio above 0.10 times. As debt levels approach
50%, this ratio’s strength usually improves to the 0.15-0.20

range. The riskier unregulated area should have a ratio of
0.20 times, while stable regulated sectors can be closer to
0.10 times for “A”/BBB ratings, provided that the
qualitative factors previously mentioned do not influence
results.
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The Qualitative Factors

d

There are a substantial number of qualitative factors that go into the final rating that can override the actual strength of these
ratios. For example:

D

@

3

(4)

()

(6)

(")

(8)

(9)

(10)

(11)

(12)

What is the proportion of unregulated and regulated
revenue and income for a mixed utility?

What is the fuel mix? Coal, hydro, and nuclear are
superior to more costly natural gas and oil, which are
usually used for peaking.

What is hedging policy, and are the fuel source and
final electricity prices received hedged? To what
degree? For how long, and with what counterparties?

What is the quality of counterparty risk for fuel and
final electricity sold. What is the rating of the
counterparties?

What are the conditions and general characteristics of
the transmission grid and distribution network?

What is the forward price curve for electricity in the
market in question? (often regional)

What is the economic strength of the franchise area,
and isit growing or shrinking?

What is the size of the utility? Smaller utilities are
less diversified and more affected if one generator
goes down, versus large utilities.

What investments does the Company have
internationally, which are subject to political,
currency, regulatory, and counterparty risk?

What is the general long-term outlook for electricity in
the marketplace, and how have electricity prices
behaved since inception of deregulation.

What is regulation like for a mixed utility? Does
regulation operate on future looking performance or is
there regulatory lag?  Does performance-based
regulation exist and, if so, are there “rebasing” issues
on future sharing of efficiency gains?

What is the nature of demand between peak and
trough, and how seasonal is demand?

(13)

(14)

(15)

(16)

(17)

(18)

(19)

(20)

(21)

(22)

(23)

(24)

(25)

Are rates between residential, commercial, and
industrial equitable, and is there potential new rate
balancing needed?

What is the average cost for electricity, versus the
average costsin the country. Regionally?

What other transmission constraints exist, and can
these constraints limit new supply?

What is the availability of natural gas into the market
place, and at what prices can greenfield power be
produced in the marketplace?

What is the proportion of coal generation, and do
environmental issues exist? What is the degree to
which future capital expenditure will have to be raised
for environmental reasons?

What is the long-term projected growth in electricity
demand in the regional market?

What percentage of total income is derived from the
riskier trading area and how aggressive is the utility?

What is the nature and characteristic of competition in
the marketplace? Is the power generated in the
franchise area, or does it come from outside the
market area? Do power purchase agreements exist?

What is the sole mix of the demand for electricity
between residential, commercia, and industrial? Is
there one large dominant customer?

How dense is the concentration of customers, and are
there vast areas with relatively few customers?

How senditive to temperature (residential customers)
and economic factors (industrial customers) is the
franchise area?

How much reliance is there on outside power, versus
self-generated power?

How dependant is the utility on short-term debt, and
what liquidity supports exist?
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Discussion of the Four Areas

DBRS Methodology in Rating Utilities - Page 4

The Non-Regulated Generation Area (Merchant Energy) — The Nature of the Market

SUMMARY

The deregulated area appedled to many utilities that were
tired of lengthy rate application hearings, regulatory lag,
and intervener conflicts. However, after the California and
Enron experiences, as well as the transition through the
“initial stages’ of a deregulated environment, some of the
utilities are longing for the “good old days.” The simple
fact is that deregulation means more competition and price
instability. The “security” provided by a regulator is gone.

In Europe, electricity prices in deregulated environments
have fallen 30% - 50% in areas such as the U.K. and
Germany. The more regulated areas such as France and
Italy have experienced very minimal price decreases, as the
traditional utilities maintain immense market clout, and
competition is limited. In addition, the higher risk, non-
regulated area has the capacity to carry lower debt levels.

THE UNREGULATED ENVIRONMENT — STRENGTHS AND CHALLENGES

Srengths:
« Deregulation raises growth prospects

» Consolidation of generation raises size, critical mass and
efficiency for a utility

* Larger sizeimproves diversification, geographically and
by fuel type

« Liquidity concerns overcome by new equity (on mergers),
asset sales, capex cuts and covenant renegotiations

» Technological improvementsin generation improve
efficiency for new generators

» Coal and nuclear are two lower-cost and desirable fuels,
accounting for over 70% of U.S. generation. Ina
competitive deregulated environment, these fuels will be
favoured for existing plants

» Stranded cost recovery has been assured in most
jurisdictions, assuming the stranded costs result from
deregulation

Challenges:
* New generation capacity uses gas, the most expensive fuel

e Transmission grid limitations restrict smooth electricity
flow

» Regulation in merchant power still persists where
company has excess market clout

» Excess additions of generation capacity create over-
supply

» Balance sheets of many companies weakened by
aggressive expansion in the 1998 — 2001 period

¢ Asian and Latin American expansion presents substantial
political, currency, regulatory, and counter-party risk

» Lossof stable transmission, distribution sectors for
mixed companies reduce control in this area

e llliquid nature of derivative instruments makes it easier to
manage earnings under FASB 133

STRENGTHS AND CHALLENGES

Strengths: (1) Separation of electricity into its four main
components (generation, transmission, distribution, and
retail) has given the electric companies scope for much
greater growth and profitability. Deregulated electric
generation does not have the degree of earnings restrictions
that exist in the regulated transmission and distribution area.

(2) Consolidation and size have given the larger companies
critical mass and efficiency. The large U.S. electric
industry was extremely fragmented, relative to Europe and
Canada. Now, mergers are creating more specialized
(i.e., power generators) and larger companies.

(3) Larger size is aso improving diversification by
geographical area and fuel type, although the merchant
energy producers have reduced influence in the regulated
and stable transmission and distribution sector.

(4) Companies are adjusting to liquidity concerns by
(a) issuing new equity, (b) selling assets, (c) reducing
capex, and (d) renegotiating covenants, especialy rating
trigger covenants.

(5) Technological improvements, especially those related to
natural gas generation, are reducing the cost of generation.
For example, more recent gas turbines can produce
electricity using 7,000 Btus per KWH, versus over 10,000
Btus for many of the coal-based generators.
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(6) Coa and nuclear generation account for over 70% of
U.S. generation. Both fuels have been highly stable in
price, and lock in stable cost structures for the utility.

(7) Stranded costs resulting from deregulation are usually
due to two main factors: (a) recovery of costs related to
under-depreciation of nuclear plants; and (b) third-party
power contracts above market prices. Asthe transition from
regulated to deregulated prices occurs, most utilities are able
to recover these capitalized “stranded” costs. Recovery is
usually over ten years, and is assessed as a surcharge added
to the cost of transmission.

Challenges: (1) Deregulation has resulted in construction
of too many new plants. This increases the electrical
supply, and has been instrumental in reducing the price of
electricity in certain regional markets. Electricity is a pure
commaodity, and sensitive to any excess supply, just like oil.

(2) Lack of transmission interconnection, and the difficulty
in building new transmission networks restricts the ability to
transmit power. It can aso result in stranded electricity,
where the lack of transmission facilities forces a utility to
“dump” power at prices aslow asits variable costs.

(3) Regulation has not been completely eliminated in
generation. For example, FERC and state regulators are still
influencing prices if a given company is deemed to have too
much market power, asin California.

(4) New capital expenditure in generation is almost totally
using a natural gas base. Since gas is the most expensive
fuel today, these new plants will be the first to be shut down
when demand falls (i.e., in arecession). Thus, many of the
new gas-based plants will be peaking plants rather than
generating base load requirements, operating only a few

d

hundred hours a year with the hope that peaking prices will
be high enough to earn favourable returns and justify their
investment.

(5) Balance sheets have been weakened through aggressive
expansion in new generation capacity. Through the use of
limited partnerships, the companies have been able to
finance some of these projects “off the balance sheet.” This
off-balance sheet financing is justified as long as the
Company does not support the trust in some fashion, and the
Company can, in effect, walk away from a given project
without supplying additional support. Leasing and
securitization are two other off-balance sheet items that
must be watched.

(6) Some companies have made investments in third world
countries in Asia and Latin America. This presents these
companies with unique political, currency, regulatory, and
counterparty risk, as proven by recent examplesin Indiaand
Brazil. U.S. companies have aso not fared well in
developed countries such as the U.K. and Australia, where
regulatory restrictions have severely cut returns.

(7) The electrical companies are subject to price risk, and
the recent decline in electric prices in the U.S. severely
restricts profitability on plants without long-term power
contracts.

(8) The merchant power generators generally have reduced
control in the stable transmission and distribution area.

(9) The quality of accounting of merchant power generators
allows companies greater scope to manage earnings, due to
the illiquid nature of forward price curves. In particular,
FASB 133 gives companies substantial scope in managing
future income through the valuation of derivative contracts.

Regulated: Generation, Transmission/Distribution

Srengths:
 Regulation assures stability, and limited competition
usualy exists

 Volume variance and fuel price flow-through protection
often exists

* Performance-based regulation shares future efficiencies

» Most stranded cost flow recovery is allowed, in most
jurisdictions, except for stranded costs not commonin a
regulated environment

Challenges:
¢ Risk of “bad” regulation as regional transmission
organizations formed

e Transmission control shifting to independent system
operators

» Lack of new transmission line construction
» Lack of “synchronization” of the power grid

» Technological improvementsin gas generation may
“strand” transmission and distribution grids

e Electric growth is stable and mature, at only 1% - 2% per
franchise area under normal conditions

SUMMARY

While regulation usually assures stability of income, the
rates of return earned are usually “normal,” and not as high
as in the unregulated area, and there are a number of
regulatory issues that are in conflict. Growth is mature and

slow, and transmission control is gradualy shifting to
regional transmission grids. Being in aregulated areais not
always that attractive, if regulation is not flexible.
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REGULATED COMPANIES: GENERATION, TRANSMISSION, AND DISTRIBUTION

Srengths:
(1) The area is regulated with “protection,” assuring

stability of income.

(2) Protection, depending on jurisdiction includes:
(a) volume variance protection due to temperatures, with
reserve accounts to smooth out fluctuations; and (b) fuel
price protection, with pass-throughs of fuel price variances.
Fuel price fluctuations may be recovered over long time
periodsin the rates.

(3) Performance-based regulation shares the benefits of
efficiency between customers and the Company. Although
agreements often exist for five-year periods, extensions
have been occurring after the five-year period without
“rebasing” old efficiencies, which then remain shared into
the future.

(4) Interest costs are generaly flowed through to the
customer.

(5) Line losses in transmission and distribution are passed
on to the customer in the form of higher rates.

Challenges. (1) Transmission control is gradualy
changing. The mixed electric companies are being
encouraged to transfer control of their transmission grids to
aregional transmission company, which cuts across various
states, and alows open access to all generators of power.
The transmission grid is usually controlled by an
independent system operator. This increases the level of
competition in the electric industry, and alows for
transmission of power over a much larger economic area, to
the benefit of the consumer and the power company.

(2) Environmental factors and a “not in my back yard’
mentality prevent the extension of the North American
transmission grid. This prevents build-up of the rate base,
and restricts growth of transmission company profitability.

(3) Lack of synchronization of power in the four major
power sectors in North America prevents free flow of
electricity. The four major regions are U.S. East, U.S.
West, Texas, and Quebec. It is difficult to get power
between these four North American regions. Also, the flow
of transmission grids in North America is North/South.
East/West interconnections in North America are weak.

(4) Falling interest rates are aso resulting in lower allowed
return on equity.

(5) Regulation can be in conflict, as inter-state electricity
flow is governed by FERC regulation, and retail distribution
is regulated by the states. This leads to regulatory lag, turf
wars between regulators, costly and lengthy rate hearings,
and frustration on the part of the utilities.

(6) Electricity growth is mature, and seldom exceeds
1% - 2% per year per market, unless the franchise area has
unusually high growth. With limited rate base growth and
faling interest rates (which aso cuts alowed return on
equity), the growth rate of transmission/distribution
companies is not high, unless the franchise area is booming.
Acquisitions are needed to show growth.

(7) Technological improvements in gas-based generation
may “strand” some of the transmission capacity which exist.

(8) There can be “bad” regulation, with regulatory lag and
unfavourable decisions.

Mixed: Regulation and Deregulation

Srengths:
*  Provides some stability, some growth

»  Capacity existsfor greater than regulated returns,
especialy with performance-based regulation

Challenges:
e Generation in new jurisdictions raises business risk

e Subject to greater competition in unregulated area
«  “Mixed” often means that the area has not yet
deregulated, but will eventually

SUMMARY

The mixed area of deregulation/regulation is often an area
that has not yet deregulated, but will eventually. However,
the utility holding company may have purchased a merchant
generation plant in another market area.  Thus, the
adjustments that remain must still be made. Business risk
and competition are greater in the mixed environment, but
s0 is the potential profitability of unregulated activity. The
experience with Enron and California has slowed the degree

of deregulation, but eventually most of North America will,
in our opinion, be deregulated. @ As the Regional
Transmission Organizations are created, generators of
power will have scope to ship electricity to more customers
over greater distances with more competition. This will
raise competition, and contribute to deregulation throughout
North America.
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Srengths:
(1) This area combines all the strengths of regulated and

deregulated operations. It offers some growth and some
stability, and is a balance between the two areas. The
deregulated area is usually generation, while transmission
and distribution usually remain regulated.

Challenges:
(1) The challenges include al the factors discussed under
the sections of regulated and deregulated entities.

(2) The business risk involved with companies in the
deregulated areais greater than with the regulated sector.

(3) The deregulated area is subjected to greater competition
than regulated, and greater price fluctuations.

(4) The mixed area is often a jurisdiction that has not yet
deregulated, and will eventually do so. Utility holding
companies may purchase merchant power plants in a totally
independent market area.

The Retail Sector

DEFINITION

Retail is defined as the sale of the commodity, electricity.
Electricity is purchased in raw form and sold to retail
customers, with the Company initiating the sale;

(1) not having generation facilities;
(2) not having transmission facilities;
(3) not having distribution facilities.

The Company makes money by (a) breaking bulk (buying
high volume for fixed prices for several years, and reselling
smaler volumes to customers) for shorter periods,
(b) playing time spreads, by selling electricity under two- to
three-year contracts, but buying it under much shorter term
contracts, and (c) using financial derivatives to hedge its
positions and trading the commodity.

Srengths:
* Areaactsas another profit centre

»  Superior software and administration skills needed
» Usudly involvesal energy products—gas, electricity

Challenges:

e Hedging policy key

e Severe counter party risk can result

¢ Size needed to be competitive

e Severe energy price fluctuations raise problems

STRENGTHS AND CHALLENGES

Srengths:
(1) The area acts as another profit centre for the Company,

as it makes money off the raw commodity. Many utilities,
especialy in Canada, have chosen not to do this, and hedge
their fuel/electricity positions instead.

(2) Most companies in this area have superior software
technology to control hedging, and to bill clients.
Receivable collection is key, and companies need excellent
administration skills.

(3) Most companies in this area trade not only electricity,
but gasaswell. This givesthem a second profit centre.

Challenges:

(1) Hedging policy is key to the long-term profitability and
stability of income. There is no such thing as a perfect
hedge, so the Company has degrees of hedging risk.

(2) Significant counter-party risk exists with respect to
(a) electricity and gas supply, and (b) customer contracts
for electricity and natural gas.

(3) Large size is needed to (@) buy gas and €lectricity,
(b) create the sophisticated software to administer and
control, and (c) attain enough capital to have the clout to
overcome price fluctuations, and to market the products

properly.

(4) Severe energy price fluctuations cause problems with
buyers and sellers
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Rating Methodology:
Global Regulated Electric Utilities

Summary

"This rating methodology covers electric utility companies worldwide whose credit profile is significantly affected by
the presence of regulation. In order for a company to be included within this classification, at least 40% of its business
should derive from regulated electric activities. The methodology thus excludes all other electric and power companies
operating in the unregulated market, such as generators or power retailers, and other regulated industries such as
water and gas utilities.

Based upon this definition, Moody’s rates over 100 companies that either are electric utilities or are the parent
holding companies for subsidiaries that operate predominantly in the electric utility business. In addition, Moody’s
rates a large number of utility operating subsidiaries of the ultimate parent companies. Figure 1 offers a breakdown of
the ultimate parent companies by geographic region and rating category as of 1 February 2005:

Figure 1 — Electric Utility Companies Covered By This Methodology - by Geographic Region and
Rating Category

Aaa Aa A Baa Ba B TOTAL
Asia/Pacific 2 8 6 1 1 18
Europe 1 7 16 9 1 34
Japan 3 6 9
Americas 10 30 10 ® 55
Totals 1 12 40 45 12 6 116

Moody’s concludes that — despite the considerable number of common characteristics shared by electric utilities
on a worldwide basis — country-by-country regulatory differences and cultural and economic considerations make this
a local industry seen globally rather than a truly global industry.

In general, regulated electric udilities offer lenders some of the lowest business risks seen amongst corporate
entities. However, many of the companies in question may also be active in unregulated businesses, such as speculative
trading with exposure to unhedged commodity prices, which can be highly risky and may lead to serious financial
difficulties despite the presence of a regulator.

In addition, there is little consistency in the approach and application of regulatory frameworks around the world.
Some are highly supportive of the “system” and those that operate within them, often offering implied sovereign
support to ensure reliability of supply. Others are designed to protect the end-consumers from abuse of a monopoly
supplier — a priority that may work to the detriment of companies operating in the system if they cannot meet
regulators’ expectations, or if the regulator fails to achieve the appropriate balance in the regulatory framework.

Moody’s Investors Service
Global Credit Research




Under this rating methodology, Moody’s:

1.

E

Assesses the extent of a “regulated” company’s exposure to its unregulated businesses. The strongest credit
risk position is enjoyed by a company whose business is wholly regulated. Where non-utility activities are
substantial, the main credit driver will be the assessment of these businesses.

Assesses the credit support that is gained from operating within a particular regulatory framework.
Considers the exact level of risk posed by the unregulated businesses to the overall credit.

Looks at six specific financial ratios which are considered the most useful when assessing an electric utility
and the adjustments made to calculate these.
Considers more generic risk factors that are not specific to utility companies, e.g. the adequacy of liquidity
arrangements, appetite for acquisitions.

Figure 2 depicts the broad methodology for regulated udilities:

Figure 2

Assessment of the extent of regulated activities in the business mix

Regulated Businesses Unregulated Businesses

Four categories, from the more to the less supportive ‘

‘ Three categories of risk: High, Medium and Low

Overall Business Risk profile

Low Medium High

Weaker financial ratios
for a rating category to
reflect lower business risk

Quantitative risk factors
Stronger financial ratios
for a rating category to

reflect higher business risk

l

Non Utility-specific risk and support factors

Final rating

Profile of Key Characteristics by Rating Category

Figure 3 below describes the key characteristics of regulated electric utilities falling within each rating category.

Figure 3

Rating

Category Ownership Market and Regulatory Position Non-Regulatory Risks

Aaa Wholly owned by a Regulatory framework allows full cost recovery. No evidence of a | Zero or immaterial when
Aaa-rated sovereign regulator ever blocking regulated price rises. Large and well- considering revenue, earnings,
with unquestioned protected service area. Support for the electric transmission system |cashflow and assets.
support if needed outweighs customer considerations. No or very limited competition.

If owned by a Aaa-rated sovereign, the risk is deemed equivalent to
that of the Aaa parent.

Aa Wholly or majority Regulatory framework allows full cost recovery. No evidence of a | Non-electric utility businesses are
owned by a Aaa or Aa |regulator ever blocking regulated price rises. Large and well- predominantly low-risk businesses
rated sovereign or protected service area. Support for the electric transmission system |[such as natural gas distribution
investor-owned with | outweighs user considerations. No or very limited competition.
an effective monopoly |Financially robust under all scenarios with unquestioned access to
and highly supportive |the financial markets and very strong liquidity. Many companies in
regulation this category are either sovereign-owned or are deemed to have

certain support from the regulatory system or government in times of
stress.
2 Moody’s Rating Methodology




Figure 3

Rating

Category Ownership Market and Regulatory Position Non-Regulatory Risks

A Wholly or partially Medium to large-sized companies where the core operation is a stable, |Larger companies in this category
owned by a Aa or A regulated electric utility business. Well-capitalized companies with may have substantial non-
rated sovereign or moderately strong financials, that face more business risk and/or have regulated businesses but the
rating is based on weaker financial metrics than the issuers in the Aa category. If exposed to | overall profile remains dominated
intrinsic strength substantial competition, cost structure and rates are highly competitive | by regulation. Smaller companies
without factoring in for their region. Companies in this category often face greater competitive | in this category are likely to have
any uplift for sovereign | pressures than those in the Aa rating category. The regulatory very limited unregulated activities.
ownership; or investor- | environment has above-average stability and reliability. Recovery of costs
owned with highly under regulated rates is fairly predictable with automatic fuel and
predictable and purchased power recovery provisions in some jurisdictions. Service
reliable regulation. territory has moderate to strong demographics. Customer base is

predominantly commercial and residential, and issuer has only modest
potential for harm from loss of important industrial customers. There may
be some history of a lack of support by regulators on large spending
decisions for the regulated business but any amounts disallowed have
had only a modest impact on the issuer’s creditworthiness.

Baa Wholly or partially Medium-sized and smaller companies with average to below- Issuers may have other utility and
owned by a A or Baa |average capitalization and cash flow coverages, that face more energy businesses, especially
rated sovereign or business risk and have weaker financial metrics than the issuers in | natural gas distribution.
rating is based on the A category. Core operations are dominated by fairly stable Unregulated non-utility businesses
intrinsic strength integrated electric utility businesses. Issuers may be more exposed |may be substantial in size relative
without factoring in to competition, less competitive in costs and rates in their region, |to the regulated business, and
any uplift for sovereign |and may be at risk for the loss of large industrial customers. There |unregulated businesses may have a
ownership; or investor- | may be substantial competition for wholesale customers and some | higher risk profile than is the case
owned with highly competition for retail and small commercial customers. The for most issuers in the A category.
predictable regulation |regulatory environment has average to below-average stability and | Some issuers in this rating category
that has modest reliability. The regulatory environment may sometimes be have substantial investments in
potential for challenging and politically charged. Recovery of costs under higher-risk unregulated businesses,
unexpected rate regulated rates is usually predictable with fuel and purchased power |[including merchant power, energy
outcomes. recovery provisions in some jurisdictions, but there is a greater trading, oil and gas production,

tendency for regulatory surprises. There may be some history of real estate, telecom.
regulators disallowing large spending decisions for the regulated

business and disallowed amounts may have had a meaningful

impact on the issuer’s creditworthiness.

Ba Most of the issuers that | Medium-sized and smaller companies with below-average Compared to those Baa issuers that
are rated Ba are capitalization and cash flow coverages, that face more business risk |also have substantial riskier
holding companies for |and have weaker financial metrics than the issuers in the Baa unregulated investments, the
regulated utility category. Core operations may include fairly stable integrated investments are proportionately
subsidiaries that are electric utility businesses, but these are offset by substantial debt- larger in relation to the regulated
rated in the Baa financed investments in unregulated activities that are higher risk or |utility business and have
category. Excluding have performed poorly. performed more poorly. Issuers
emerging markets, Liquidity is likely to be weak, especially at the parent holding company. [may have other utility and energy
very few regulated Bank financing may be secured and the issuer may have limited businesses, especially natural gas
utility operating headroom under its covenants. Some issuers in this rating category are | distribution. Unregulated
companies have substantially more exposed to competition, less competitive in costs and | businesses have a higher risk
speculative grade rates in their region, and may be at risk for the loss of large industrial profile than is the case for most
senior ratings. customers. There may be substantial competition for all types of issuers in the Baa category. Issuers

customers: wholesale, retail, and small commercial. in this rating category usually have
Regulatory environment may be inconsistent, with surprisingly substantial investments in higher-
unfavorable rate decisions or regulatory unwillingness to make timely risk unregulated businesses,
changes to address unexpected market volatility. Issuer has below- including merchant power, energy
average relationship with regulators. There may be uncertainty of trading, oil and gas production,
recovery for spikes in costs such as for fuel or purchased power. real estate, telecom.

B Some issuers in this Medium-sized and smaller companies with well below-average Unregulated businesses tend to be

rating category are

majority owned by

low-rated sovereign
entities

capitalization and cash flow coverages, that face more business risk
and have weaker financial metrics than the issuers in the Ba
category. Core operations may include fairly stable integrated
electric utility businesses in some cases, but these are outweighed
by large highly risky unregulated activities that were debt-financed
and have performed extremely poorly.

Some issuers have very poor regulatory relationships. Regulators
may have engaged in second-guessing of spending decisions and
denied recovery of amounts that jeopardize the issuer’s ability to
fund its ongoing business activities.

Liquidity is likely to be very weak, especially at the parent holding
company. Bank financing may be secured and the issuer may have
limited headroom under its covenants.

There is a significant risk of detrimental sovereign actions such as:
politically motivated interference in the ratemaking process, actions
based on social/political needs rather than financial returns. There
may be a history of using the utility as a government funding source.
These issuers also face higher potential for disruption in power and
financial markets. The financial profile of these issuers may be
relatively strong but susceptible to rapid deterioration.

higher-risk activities, including
merchant power and energy
trading.
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Stand-Alone Company Credit Risk Factors

QUALITATIVE FACTORS

General rating methodology

Moody’s framework for rating regulated electric utilities is constructed around a number of credit risk factors rather
than on any one particular metric such as a financial ratio.

The first step is to assess the extent of a “regulated” company’s exposure to unregulated businesses. The strongest
position is enjoyed by those companies operating in a wholly regulated business. However, the majority of the
companies we consider in this sector have additional exposure to unregulated businesses, whether those are
unregulated power generation or supply activities or non-electric unregulated businesses.

The second step in the methodology is to assess the credit support that is gained from operating within a
particular regulatory framework. Moody’s considers each regulatory system and assesses whether there is a high or low
expectation of predictability in the system and whether operators can reasonably expect to recover their costs and
investments through regulator-approved revenue increases.

The third step is to consider the exact level of risk posed by the unregulated business. Note that a relatively small,
but high-risk, unregulated business has the capacity to cause a major credit deterioration for the entity as a whole.

"This then leads to an overall assessment of the qualitative business risk of the company’s activities.

Each of these steps is now considered in more detail.

Assessment of the extent of regulation around a business

Moody’s classifies companies into four categories to determine how much their business risk is influenced by regulated
activities.

"This is a measure of the relative weight of regulated to unregulated business within a rated entity. Weighting is
based on the element of earnings, cashflows and assets that fall within or outside a regulatory framework. In order to
define the “unregulated business” percentage, Moody’s takes the highest percentage out of the three measures
respectively based on earnings, cashflows and assets. This then allows us to derive the regulated business percentage
and to assign the entity to one of the four categories as below:

Category I: A wholly regulated business

Category 2:  80-99% of the business is regulated
Category 3:  60-80% of the business is regulated
Category 4. 40-60% of the business is regulated

Assessment of the supportiveness of the regulatory framework

WEe also classify entities into the following four categories based on a comparative assessment of the predictability and
stability of regulated cashflows for a company operating under a particular regulatory framework — or the
Supportiveness of Regulatory Environment (SRE):

SRE 1: Regulatory framework is fully developed, has shown a long track record of being highly
predictable and stable and there is a very high expectation of timely recovery of costs
and investments.

SRE 2: Regulatory framework is fully developed, is predictable and stable and there is a high
expectation of timely recovery of costs and investments.

SRE 3: Regulatory framework is well developed but there is a lower assurance of timely
recovery of costs and investments; there may also be evidence of some inconsistency or
unpredictability in the way that the regulatory framework has been applied.

SRE 4: Regulatory framework is still being developed, is unclear, is undergoing considerable
change or has a history of being unpredictable.

Consideration is given to the substance of a regulatory ringfence including restrictions on dividends, restrictions
on capex and investments, separate financings, separate legal structure, and limits on the ability of the regulated entity
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to support its parent company. There is more credit uplift if these provisions are contained within a license or clear
regulatory rules rather than in financing documents that can be renegotiated.

In general, Moody’s sees regulatory frameworks as being fundamentally designed to achieve a balance between
supply reliability and service, efficiency, prices, and financial returns to the utilities. All jurisdictions consider all of
these factors, but there are regional differences in their application and degree of emphasis, as discussed below:

» Protecting the “system” to ensure a reliable supply. In such cases, the company receives considerable
implied support from the government, which may be at the expense of the end-user. Japan is an
example of a system that emphasizes these factors more heavily. Other examples would include systems
where considerable infrastructure build-out is needed and incentives for investment outweigh the need
to control customer prices. Italy and Spain are examples of jurisdictions that emphasize these factors
more strongly.

= Protecting consumers from monopoly over-charging or from sudden large rate increases that could be
imposed more gradually. When these concerns are more heavily weighted, companies are at financial
risk if they cannot economically deliver a service at the regulated price. Some degree of financial
deterioration of the utility may be accepted in the interests of protecting consumers from higher prices.
California demonstrated a heavier weighting of these factors when wholesale market prices spiked in
2000-2001.

» Attempting to achieve a balance between satisfying the need of companies to be able to provide a return

to their stakeholders and endeavoring to encourage efficiency and hold down prices. The regulatory
systems of Australia and the UK are good examples of models that consistently stress these factors most

heavily.
Examples of regulatory frameworks in each category:
SRE 1: Australia, Canada, Iceland, Finland, Hong Kong, Japan, UK
SRE 2: Austria, France, Germany, Italy, New Zealand, Portugal, Netherlands, Norway,

Singapore, Spain, Sweden, U.S. states: Alabama, Delaware, District of Columbia,
Florida, Georgia, Hawaii, Indiana, Iowa, Kentucky, Maryland, Massachusetts,
Michigan, Minnesota, Mississipi, Nebraska, New York, North Carolina, Oklahoma,
Oregon, Rhode Island, South Carolina, Tennessee, Utah, Virginia, Washington,
Wisconsin

SRE 3: Chile, Czech Republic, Estonia, Greece, Israel, Korea, Latvia, Malaysia, Taiwan,
Thailand, U.S. states: Arizona, Arkansas, California, Colorado, Connecticut, Idaho,
Mlinois, Kansas, Louisiana, Maine, Michigan, Missouri, Montana, Nevada, New
Hampshire, New Jersey, New Mexico, North Dakota, Ohio, Pennsylvania, South
Dakota, Texas, Vermont, West Virginia, Wyoming

SRE 4: Brazil, Bulgaria, China, Colombia, India, Indonesia, Philippines, Romania, South
Africa

Assessment of the risk of the unregulated businesses

A key component of Moody’s ratings of electric utility companies is an individual assessment of the business risks as
well as the financial risks for each company. The regulated activities of electric utility companies generally are more
stable and carry lower risk than the business activities of most other corporate entities. As a result, utility companies are
rated substantially higher than industrial companies that have a similar financial profile.

However, as noted above, many companies in the electric utility industry have a mix of regulated and unregulated
businesses. These companies typically combine a low-risk electric utility business and what is in most cases a higher-
risk unregulated business. The risk contribution from the unregulated businesses is determined by

1) The relative proportion of the total company’s business that comprises unregulated activities; and
2) The degree of risk of the particular unregulated activities.

Companies that have substantial unregulated activities that carry high or medium risk require stronger financial
ratios to achieve a particular rating level than companies whose unregulated activities are small in size or are low in
risk. Note that a company with a low-risk business profile will be rated more highly than a company that has the same
financial profile but which has larger or higher-risk unregulated activities. The presence of a high proportion of risky
non-regulated businesses could account for as much as a six rating notch differential over another company that was in
a wholly regulated business.
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Figure 4 shows a broad categorization of the relative riskiness of unregulated activities that are commonly part of
the business of electric utility companies. These are grouped into broad categories of high, medium and low business
risk. These classifications are general and do not fully capture individual company characteristics or differences in
regional markets. For example, uncontracted wholesale power generation is likely to be riskier in the US, where the
market is fragmented, than in Germany, where a smaller number of companies have relatively large market shares.

This categorization of the risks of unregulated businesses can be summarized as follows:

Category 1 — High

Category 2 — Medium

Category 3 — Low

Figure 4
High Business Risk

Merchant power generation that is located in highly competitive markets or merchant power generation that is high-cost and is not sold
under long-term contract to a highly creditworthy counterparty.

Energy trading and marketing that is speculative or market-making in nature.

Investments in unregulated international power assets in unfamiliar markets.

Various investments outside the core area of industry expertise. Frequent areas for such diversified investment include: telecommunications;
oil and gas exploration and production; and real estate development.

Medium Business Risk

Merchant power generation in markets in which competition is limited by the large market share of each participant, by geographic isolation,
or by the utility’s control of critical production and transmission infrastructure, or because the unregulated generation is relatively low-cost.

Affiliated energy generation and supply businesses that sell primarily under contract to the regulated utility or within the utility’s core market area.

Energy trading and marketing that is strictly limited to trading around the utility’s physical generation and transmission assets, with little or no
market making trading.

Operation of coal mines or natural gas pipelines that are closely integrated with the utility’s regulated generation business as the source of
fuel for the regulated power plants.

Low Business Risk

Unregulated electricity generation that is wholly sold under long-term contract to highly creditworthy counterparties which assume all risk of
fluctuation in the market prices of fuel and electricity.

Unregulated or lightly regulated electricity generation that is very well insulated from competition because of the utility’s high market share
or its ownership and tight control of the key infrastructure assets that are needed to generate or deliver electricity.

Selling and maintaining customer equipment that is related to the core utility business, or contractual arrangements to manage customers’
fuel and electricity needs, under which the customer retains all risk of fluctuation in market prices.

High-Business-Risk Unregulated Activities

This higher business risk category includes merchant generation in highly competitive markets, energy trading and
marketing that is speculative or market-making in nature, and unregulated electric generation investments in
unfamiliar or poorly developed markets.

Merchant energy is considered to include unregulated power generation for which the output is not sold under
long-term contract with a creditworthy counterparty. In the merchant model, power is sold into the competitive or
merchant market, and cash flows are subject to market price volatility. The absence of contracts results in less
predictable cash flows and higher business risk.

Energy marketing and trading is a related activity that often has a high level of risk associated with it. There can be
substantial differences in the riskiness of energy trading and marketing, dependlng upon the strategy and size of this
activity. Speculative trading activity has the potential to produce large swings in income or loss, has limited risk
transparency, and may result in large swings in liquidity needs. Trading and marketing activities that are ancillary to a
core utility business (trading around the physical assets) are considered to be much less risky than pure proprietary or
speculative trading. However, all energy trading is viewed as having a higher business risk profile than regulated
activities.

A number of other investments outside the core sector of industry expertise are likely to fall into the high business
risk category. Such areas of diversification may include telecommunications, equity investments in leases, oil and gas
exploration and production, miscellaneous manufacturing and real estate development.
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Some companies have high-risk businesses that are sizeable in comparison to the more stable regulated business.
These companies are expected to have financial ratios that are closer to those of an unregulated industrial company in
the same rating category, in contrast to the financial ratios typical for a lower-risk regulated utlity company.
Companies with substantial high-risk activities will need lower leverage, and stronger cash flow coverage ratios to
qualify for a particular rating category.

Medium-Business-Risk Unregulated Activities

Unregulated electricity generation may be medium-risk if competition is substantially limited by the structure of the
market or by the generators’ control over production and transmission infrastructure that is needed to reach
customers, or if the unregulated generation has costs that are well below-average.

Also likely to fall into this category is unregulated generation that is largely sold back to the regulated utility
without long-term contracts. This activity has a lower risk than merchant sales to third parties if the generating assets
are advantageously located for the regulated utility. This is particularly likely when generating assets have been legally
separated from the regulated udility. As part of the transition to deregulation, many utilities were required to
disaggregate their generation, and these plants were often put into affiliated supply companies under a common parent
holding company, but continue to sell a large portion of their output to the affiliated regulated utility.

Medium-risk unregulated generation is likely to have significant exposure to fluctuations in the price of fuel, or
capital spending needs to maintain competitiveness or to meet environmental requirements.

Lower-Business-Risk Unregulated Activities

This category includes unregulated generation of electricity that is sold under long-term contract to highly
creditworthy counterparties, with the purchaser bearing the risk of any change in the market price of fuel and
wholesale power.

Unregulated electricity generation may also be low-risk if there is little competition due to the structure of the
market or the generators’ exclusive control over critical production and transmission infrastructure that is needed to
reach customers.

Below-average costs are not necessarily sufficient for unregulated generation to be classified in the low-risk
category. Without other mitigating factors being present, low-cost merchant generation is likely to be classified as
medium-risk due to the potential for changes in relative cost competitiveness as market conditions change.

Conclusion on Qualitative factors

"This analysis of qualitative factors — the split of regulated versus non regulated activities and the respective risk analysis
of those businesses — allows us to determine how stable and predictable we feel the cashflows of the company should
be. The lowest business risk will be a company with wholly regulated activities in a supportive regulatory framework.
The highest business risk will be a company with a high degree of exposure to non-regulated businesses when those
businesses are viewed to be relatively high-risk.

Companies with a lower business risk can have weaker financial metrics than one with higher business risk for the
same rating category.

QUANTITATIVE FACTORS

Key ratios

Moody’s uses financial ratio analysis as part of our quantitative analysis of all corporates, including electric utilities.
Ratio analysis is a helpful way of comparing one company’s performance to that of another and the performance in one
year to that in another.

However, the importance of ratio analysis can be overstated. No two companies look exactly alike from a
qualitative assessment standpoint and each company we rate is constantly changing. It is impossible to assign an
accurate credit rating on the basis of financial ratio analysis alone, even less so on the basis of any one rato.
Therefore, Moody’s does not have any specific “hurdle rate” to explain which ratio will make the difference between
any two rating categories.

Nonetheless, we have identified six core ratios which we consider to be the most useful when looking at an
electric utility company. These are supplemented by other ratios which are particularly useful for various local
regulatory frameworks.
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The six core ratios' are as follows:

Primary:

1. Retained Cashflow” / Adjusted gross debt®

2. FFO / Adjusted gross debt

3. FFO / Interest

4. Adjusted gross debt / Regulated Asset Value*, or Capitalization

Secondary:
5. EBITDA Margin
6. Retained Cashflow / Capex

While other factors considered in this report may outweigh pure quantitative analysis, it is possible to provide
broad guidance on the ratio ranges that may generally be seen at different rating levels.

In general, other factors — such as the degree of likely support from a sovereign — tend to outweigh financial ratios
for companies operating in a very low business risk environment such as Japan or Finland. Similarly, considerations
such as an undeveloped regulatory framework, potendal political risk or relatively opaque corporate governance may
outweigh financial ratios for companies operating in a high business risk environment. Our analysis also considers
prospective future performance, which may differ from historic ratios.

Financial ratios are more useful for companies operating in a low business risk environment where there is a high
degree of regulated activities and a supportive regulatory system. This might include the UK, US transmission and
distribution utilities (T'&Ds), Canada or many European countries. Medium-business-risk operating environments
would include US integrated utilities.

As noted above, this is a local industry found globally rather than one where companies compete with each other
outside their own local area. While companies in, say, Japan or in the US or in Germany, all tend to have similar
profitability dynamics, there is little global similarity. Hence, measures of profitability are helpful in rank-ordering
companies within their own local regulatory operating environment, but not helpful as a global indicator of ratings.

Measures of interest cover, cashflow to debt and balance sheet measures tend to be more consistent across the
whole universe of global regulated electric utility companies.

As a guide, the following primary ratios, as set out in Figure 5, might be expected for a utility company without
factoring in any uplift for possible sovereign support.

Figure 5

Aa Aa A A Baa Baa Ba Ba
Business risk Medium Low Medium Low Medium Low Medium Low
FFO int. cov. (X) >6 >5 3.5-6.0 3.0-5.7 2.7-5.0 2-4.0 <25 <2
FFO/Debt (%) >30 >22 22-30 12-22 13-25 5-13 <13 <5
RCF/Debt (%) >25 >20 13-25 9-20 8-20 3-10 <10 <3
Debt/Capital (%) <40 <50 40-60 50-75 50-70 60-75 >60 >70

Other utility-specific issues relevant to quantitative analysis

Power Purchase Agreements (“PPAs”)

Although many utilities own and operate power stations, some have entered into PPAs to source electricity from third
parties to satisfy retail demand. The motivaton for these PPAs may be one or more of the following: to outsource
operating risks to parties more skilled in power station operation, to provide certainty of supply, to reduce balance
sheet debt or to fix the cost of power. While Moody’s regards these risk reduction measures positively, some aspects of
PPAs may negatively affect the credit of utilities.

1. Please see Appendix 2 for definitions.

Retained Cashflow (RCF) is FFO less dividends

3. Moody's concentrates on gross debt but will also consider net debt ratios if the cash is clearly being held for future debt maturities or for reasons such as hedging. A
good example of this would be a company that has hedged the exchange risk of an overseas investment with the local currency debt despite having surplus cash at
the parent level. In such cases, the net ratio will take predominance over the gross ratio.

4. The Regulated Asset Value (RAV) or Regulated Asset Base (RAB)

N
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Under most PPAs, a utility is obliged to pay a capacity charge to the power station owner (which may be another
utility or an Independent Power Producer — IPP); this charge covers the portion of the IPP’ fixed costs in relation to
the power available to the utility. These fixed payments cover debt service and are made irrespective of whether the
utility requires the IPP to generate. When the utility requires generation, a further energy charge, to cover the variable
costs of the IPP, will also be paid by the utility. Some other arrangements are characterized as tolling agreements, or
long-term supply contracts, but most have similar features to PPAs and are thus analyzed by Moody’s as PPAs.

Factors determining the treatment of PPAs

PPAs have a wide variety of financial and regulatory characteristics and are thus each particular circumstance may be
treated differently by Moody’s. The most conservative treatment would be to treat the PPA as a debt obligation of the
utility as, by paying the capacity charge, the utility is effectively providing the funds to service the debt associated with
the power station. At the other end of the continuum, the financial obligations of the utility could also be regarded as
an ongoing operating cost, with no long-term capital component recognized. Factors which determine where on the
continuum Moody’s treats a particular PPA are as follows:

¢ Risk management: An overarching principle is that PPAs have been used by utilities as a risk management
tool and Moody’s recognizes that this is the fundamental reason for their existence. Thus, Moody’s will not
automatically penalize utilities for entering into contracts for the purpose of reducing risk associated with
power price and availability. Rather, we will look at the aggregate commercial position, evaluating the risk to
a utility’s purchase and supply obligations. In addition, PPAs are similar to other long-term supply contracts
used by other industries and their treatment should not therefore be fundamentally different from that of
other contracts of a similar nature.

¢ Pass-through capability: Some utilities have the ability to pass through the cost of purchasing power under
PPAs to their customers. As a result, the utility takes no risk that the cost of power is greater than the retail
price it will receive. Accordingly Moody’s regards these PPA obligations as operating costs with no long-term
debt-like attributes. PPAs with no pass-through ability have a greater risk profile for utilities. In some mar-
kets, the ability to pass through costs of a PPA is enshrined in the regulatory framework, and in others can be
dictated by market dynamics. As a market becomes more competitive, the ability to pass through costs may
decrease and, as circumstances change, Moody’s treatment of PPA obligatons will alter accordingly.

*  Price considerations: The price of power paid by a utility under a PPA can be substantially below the current
spot price of electricity. This will motivate the utility to purchase power from the IPP even if it does not
require it for its own customers, and to sell excess electricity in the spot market. This can be a significant
source of cash flow for some utilities. On the other hand, utilities that are compelled to pay capacity payments
to IPPs when they have no demand for the power or when the spot price is lower than the PPA price will suf-
fer a financial burden. Moody’s will particularly focus on PPAs that have mark-to-market losses that may have
a material impact on the utility’s cash flow.

*  Excess Reserve Capacity: In some jurisdictions there is substantial reserve capacity and thus a significant
probability that the electricity available to a utility under PPAs will not be required by the market. This
increases the risk to the utility that capacity payments will need to be made when there is no demand for the
power. For example, Tenaga, the major Malaysian utility, purchases a large proportion of its power require-
ment from IPPs under PPAs. PPA payment totalled 42.5% of its operating costs in FY2004. In a high reserve
margin environment existing in Malaysia, capacity payment under these PPAs are a significant burden on
"Tenaga, and some account must be made for these payments in its financial metrics.

¢ Risk-sharing: Utlities that own plant bear the associated operational, fuel procurement and other risks.
These must be balanced against the financial and liquidity risk of contracting for the purchase of power under
a PPA. Moody’s will examine on a case-by case basis which of these two sets of risk poses greatest concern
from a ratings standpoint.

¢ Default provisions: In most cases, a default under a PPA will not cross-default to the senior facilities of the
utility and thus it is inappropriate to add the debt amount of the PPA to senior debt of the entity. The PPA
obligations are not senior obligations of the utility as they do not behave in the same way as senior debt.
However, it may be appropriate in some circumstances to add the PPA obligation to Moody’s adjusted debt,
in the same way as other off-balance sheet items.’

5. See “The Analysis of Off-Balance Sheet Exposures — A Global Perspective”, Rating Methodology, July 2004.
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Each of these factors will be weighed by Moody’s analysts and a decision made as to the importance of the
PPA to the risk analysis of the utility.

Methods of accounting for PPAs in our analysis

According to the weighting and importance of the PPA to each utility and the level of disclosure, Moody’s may
analytically assess the total obligations for the utility using one of the methods discussed below.

Operating Cost: If a utility enters into a PPA for the purpose of providing an assured supply and there is
reasonable assurance that regulators will allow the costs to be recovered in regulated rates, Moody’s may view the PPA
as being most akin to an operating cost. In this circumstance, there most likely will be no imputed adjustment to the
obligations of the utility.

Annual Obligation x 8: In some situations, the PPA obligation may be estimated by multiplying the annual
payments by a factor of eight. This method is sometimes used in the capitalization of operating leases.® This method
may be used as an approximation where the analyst determines that the obligation is significant but cannot be quanti-
fied otherwise due to limited information.

Net Present Value: Where the analyst has sufficient information, Moody’s may add the NPV of the stream of PPA
payments to the adjusted obligations of the utility. The discount rate used will be the cost of capital of the udility.

Debt Look-Through: In some circumstances, where the debt incurred by the IPP is directly related to the off-
taking utility, there may be reason to allocate the entire debt (or a proportional part related to share of power dedicated

to the utility) of the IPP to that of the utility.

Mark-to-Market: In situations in which Moody’s believes that the PPA prices exceed the spot price and thus a
liability is arising for the utility, Moody’s may use a net mark-to-market method, in which the NPV of the net cost to
the utility will be added to its total obligations.

Consolidation: In some instances where the IPP is wholly dedicated to the utility, it may be appropriate to
consolidate the debt and cash flows of the IPP with that of the utility. Again, if the utility purchases only a portion of
the power from the IPP, then that proportion of debt might be consolidated with the utility.

In some circumstances, Moody’s will adopt more than one method to estimate the potential obligations imposed
by the PPA. This approach recognizes the subjective nature of analyzing agreements that can extend over a long period
of time and can have a different credit impact when regulatory or market conditions change. In all methods the
Moody’s analyst will account for the revenue from the sale of power bought from the IPP. We will focus on the term to
maturity of the PPA obligation, the ability to pass through costs and curtail payments, and the materiality of the PPA
obligation to the overall cash flows of the utility in assessing the affect of the PPA on the credit of the utility.

Nuclear liabilities

In several integrated European companies, nuclear power generation form a significant component of their power
generation activities. These activities will usually be unregulated but comprise an important element of the analysis
of these companies. The analysis is complicated by the lack of consistency in treating nuclear related items in
different countries.

In general, nuclear waste management obligations are factored into debt using Moody’s methodology for
unfunded pensions. This recognizes the uncertainty of final amounts and timing in assessing the likely call on future
cash flows. The methodology simulates a pre-funding of the obligation, taking into account access to the equity market
and management’s probable funding strategy. The existing debt-to-equity mix is generally used as a starting point.

For ratio analysis purposes, Moody’s excludes reprocessing provisions from its calculation of total nuclear liability
provisions if such provision is expected to remain a permanent component of the nuclear liabilities that will continually
be replenished as fuel is used in the production process in line with the expectation that nuclear power will remain an
important component of the company’s generation portfolio for the foreseeable future.

For nuclear provisions that are recorded and funded on balance sheet, Moody’s does consider the impact of
their inclusion on adjusted debt ratio. However, we do recognize that their inclusion does understate the company’s
degree of financial flexibility for meeting financial debt obligations given the long duration of those provisions. This

6. For further discussion of the methodology of rating lease obligations see “Off-Balance Sheet Leases: Capitalization and Ratings Implications — Out of Sight But Not
Out of Mind”, October 1999.
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is because the cash outflows for these liabilities will not occur for a number of years and will then extend out in a
form similar to operating expenses over a further extended period of time. This is taken into account by looking at
both gross and net debt ratios.

U.S. Securitization

Beginning in the late 1990s, legislatively approved stranded cost securitization has become an increasingly used
financing technique among investor-owned electric utilities. In its simplest form, a stranded cost securitization isolates
a dedicated stream of cash flow into a separate special purpose entity (SPE) and uses that stream of cash flow to provide
annual debt service for the securitized debt instrument.

Moody’s generally treats securitization debt of industrial and financial issuers as being on-credit debt. The debt that is
being securitized usually carries a rating that is higher than that of the issuing entity, and the assets that are being sold
to the separate SPE are often of better quality than the assets that remain with the issuer.

Stranded cost securitization differs somewhat from other generic securitizations because the asset being sold is
often of poor quality prior to the passage of legislation and the completion of a securitization. In most cases, the asset
represents stranded costs that would have been written off by the utlity in the absence of legislation allowing for
recovery through a surcharge on regulated customers.

Instead, the state regulator — and sometimes the state legislature — establishes the authority for a surcharge on
customers’ bills, and authorizes the sale of securitized debt. The utility then sells the right to collect a dedicated stream
of future cash flows from its regulated customer base that is sufficient to provide debt service on the securitized piece
of debt. The issuing utility is typically required to use the proceeds of the debt offering to retire both debt and equity
in a manner intended to maintain a predetermined capital structure. The securitization generally has language that
enables the tariff to be unilaterally raised in the event that future sales turn out to be lower than originally planned.

Generally speaking, Moody’s views stranded cost securitization as being credit-neutral to credit-positive
since it typically addresses a major credit overhang, some form of potential stranded costs, and legislatively
requires the utilities to use the proceeds for debt and equity reduction in a manner that targets a relatively
conservative capital structure.

For the most part, the securitization tariff is separate from the “general tariff” charged to customers and any
increase in the size of the securitization tariff is not at the expense of the general tariff. However, in two states, Illinois
and Michigan, the utilities operate under a rate freeze, which precludes them from raising rates until the termination
of their respective rate freeze. As such, any increase in the securitization tariff is at the expense of revenues and cash
flow that would be available to service debt of the remaining creditors of the utility.

Along the same lines, Moody’s notes that the size of the securitization tariff relative to the total tariff is an
important element in evaluating the credit implications of a securitization because it can impact the future ability of a
utility to obtain subsequent rate relief for other costs of service. In effect, customers do not discriminate between the
securitization tariff and the general tariff when paying their bills. Consequently, to the extent that the securitization
tariff needs to be increased, the financial flexibility and associated credit quality of the utility may be compromised,
particularly if the securitization tariff is large relative to the general tariff and if the increase is taken from the cash flow
of the utility. As a consequence, Moody’s considers the impact that a securitization may have on the ability of the utility
to raise rates in the future.

In calculating balance sheet leverage, Moody’s treats the securitized bonds as being fully non-recourse to the
utility even though accounting guidelines require the debt to appear on the utlity’s balance sheet. Consistent with this
view, all balance sheet capitalization metrics exclude the securitized debt from the capital structure given the legal
separateness that exists between the debt of the utility and the debt of the SPE, and the fact that regulators set future
rates based upon a capital structure that does not include the securitization debt.

However, in looking at cash flow coverages, Moody’s analysis stresses ratios that include the securitized debt in the
company’s total debt as being the most consistent with the analysis of comparable companies. This recognizes that
regulatory approval for recovery of stranded costs and securitization are not always inextricably linked. Many utilities
have approval for recovery of stranded costs but do not execute a securitization financing. Regulatory approval of
stranded costs can be a credit transforming event when there is substantial doubt about recovery. However, the
subsequent completion of a securitization financing does not change the amounts that are expected to be recovered. A
securitization transaction does make it extremely unlikely that regulators can later disavow an agreement to allow
recovery, and regulatory approval is often packaged together with a securitization with the view that ratepayers will
benefit from low borrowing costs.

Moody’s Rating Methodology 11



While our standard credit ratios for funds from operations to total debt and funds from operations interest
coverage include the securitization debt, Moody’s also looks at these two metrics without the securitization debt, to
ensure that the benefits of securitization are not ignored. In making this adjustment, funds from operations is
adjusted downward by the amount of principal amortization that is annually paid to the SPE in support of the
securitization. Consistent with that adjustment, Moody’s excludes the principal amount of securitization debt in the
denominator in calculating a company’s Adjusted FFO/Adjusted Total Debt and excludes the portion of a company’s
interest costs relating to the securitized debt when calculating a company’s Adjusted FFO/Adjusted Interest. The
analytical benefit of making this adjustment helps to determine the amount of residual cash flow (cash flow after
satisfying securitization debt service) that is available to service the debt of general creditors.

The recent bankruptcy of Pacific Gas and Electric Company (PG&E) fortifies the strength of the legal separation
among cash flows available to the SPE and cash flows available to the utility. Throughout the bankruptcy, funds
dedicated to the securitization debt were collected by the utility and transferred on a daily basis to the trustee for the
SPE creditors and PG&E’ general creditors and the bankruptcy judge never challenged the continued transfer of such
funds to the SPE. For this reason, the securitization debt of PG&E remained rated Aaa while the company operated in
bankruptcy for more than three years.

ADDITIONAL RISK CONSIDERATIONS

Analysis of Multiple Legal Entities within a Single Issuer Family

Utility companies may have multiple legal entities within a single consolidated organization. This is the prevalent legal
structure in the US, even for small utilities. The multiple-entity legal structure is also common in Canada and the UK
and is employed by a number of the larger international utilities in other countries. In the US, most utility families
have an unregulated holding company. The holding company will have one or more regulated operating subsidiaries,
and may have one or more unregulated subsidiaries. Most utility families in the US issue debt at multiple legal entities
within the organizational family.

In the case of multiple legal entities within a single issuer family, our approach is to assess each issuer on a stand-
alone basis as well as evaluating the creditworthiness of the consolidated entity. We then assess the degree of legal and
regulatory insulation that exists between the lower-risk regulated entities and the higher-risk unregulated entities.

The degree of notching (i.e. the rating differential) between entities in a single family of companies depends upon
the degree of insulation that exists between regulated and unregulated endties. If the regulatory framework or
regulatory practice establishes that there is substantial ring-fencing type insulation for the regulated entity, there may
be three or more notches of rating differential between the regulated and the unregulated entides. If there is little or
no ring-fencing, there will usually be only a one- or two-notch differential between the unregulated entity (in most
cases a holding company) and the regulated entity (in most cases an operating company).

Regulatory ring-fencing for utilities may include minimum equity requirements, limitations on the movement of
funds from regulated entities to unregulated entities, and prohibitions against credit support by regulated entities for
unregulated entities. This may exist by statute, but most typically takes the form of rules that are established by the
regulator. In the United States, where these provisions are most common, the rules may differ for individual utilities in
the same state.

Many regulators restrict the ability of utilities to extend intercompany loans, guarantees, or to make payments to
unregulated affiliates and parent holding companies. For example, utilities in the state of Wisconsin may only pay
dividends to their unregulated holding company (the ultimate parent company in these organizations) in excess of an
amount established in each rate case if common equity falls below an authorized level.

Regulators also often have wide discretion to impose new restrictions on regulated entities when the udility
appears to be threatened by weakness of its unregulated affiliates. For example, the state regulatory commission in
Oregon established tight limitations on any movement of funds by Portland General to its parent company when the
parent company filed for bankruptcy protection. These ring-fencing protections were a key reason that Portland
General did not default or experience substantial financial distress while its parent was in bankruptcy.

Where regulated utility entities are not well insulated from unregulated affiliates, the ratings of these entities will
be notched fairly closely, generally within one or two notches. This will be the case even when one entity has
substantially stronger financial ratios than its affiliate, if there is little or no restriction upon movement of funds
between the two entities, or if there is a substantial operational interdependence. For example, where the regulated
utility is highly dependent upon contractual purchases of power from its unregulated generating affiliate, the ratings of
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these two entities will likely be one or two notches apart even if their individual financial profiles would suggest
different ratings on a stand-alone basis.

Where regulated utility entities are strongly insulated from unregulated affiliates through prohibitions on loans
and credit support, where there are strong regulatory limitations on dividends, and where there is little or no
operational interrelationship between regulated and unregulated affiliates, the ratings will be driven more by the
stand-alone credit quality of each entity, and may be three or more notches apart.

Non-specific utility risk factors

The majority of the risks considered in this rating methodology are specific to utilities. However, lenders to utilities
are also exposed to many of the risks that are common to all industrial companies. These are not covered in detail here
as a full analysis can be found in the relevant Moody’s research. However, it should be noted that such factors may
potentially outweigh the utility-specific considerations covered in depth in this report.

For example, a company that currently shows very strong financial ratios and operates in a supportive regulatory
framework could still have a relatively low rating if it had very weak liquidity arrangements or high “event risk” such as
if it were pursuing an acquisition policy that was very likely to result in a change in the company’s business risk policy
going forward.

The generic industrial company risks to which a utility may also be exposed include the following:”

e An assessment of the adequacy of the company’ liquidity arrangements®

*  Anassessment of the quality of its corporate governance arrangements’

*  An assessment of the quality of its management — their experience, appetite for risk and ability to fulfill the
company’s stated strategy

* An assessment of event risk and the probability that this could lead to a change in the company’s financial
position, business risk profile or its regulatory and political operating environment
e Exposure to off-balance sheet risks'!

*  The potential support of or interference by a sovereign or sub-sovereign entity'?

Regional Considerations

RATING DIVERGENCE LIMITED AMONG JAPANESE UTILITIES

Japanese electric utilities are rated in a relatively narrow range from Aa3 to Al. This reflects Moody’s view that the
conservative and predictable regulatory regime, and the individual companies’ solidly established franchises in their
operating regions, will not lead to major differences in credit risks among the rated utilities. Their financial profiles are
more or less comparable, and they have simple corporate structures and limited business diversification exposures.

Moody’s rates the three utilities that cover Japan’s three largest economic areas at Aa3 (Chubu Electric Power, Kansai
Electric Power, and Tokyo Electric Power), and six other udlities at Al (Chugoku Electric Power, Hokkaido Electric
Power, Hokuriku Electric Power, Kyushu Electric Power, Shikoku Electric Power, and "Tohoku Electric Power).

Japan’s regulator makes the maintenance of supply security its primary policy objective, followed in priority by
environmental protection and, finally, allowing market mechanisms to work. This approach preserves utilities’
integrated operations and makes them responsible for final supply to users in the liberalized market.

The government is gradually deregulating the industry and expanding the liberalized market. This market, which
was partially introduced in 2000, was expanded from about 26% of the total to about 40% in April 2004, and will be

7. See, for example, “Industrial Company Rating Methodology”, July 1998

8. See, for example, “Moody’s Liquidity Risk Assessments — Q&A”, March 2002, “Moody’s Analysis of US Corporate Rating Triggers Heightens the Need for Increased
Disclosure” and “Rating Triggers in Europe: Limited Awareness but Widely Used Among Corporate Issuers”, September 2002

9. See, for example, “U.S. and Canadian Corporate Governance Assessment”, August 2003 and “Moody’s Findings on Corporate Governance in the United States and
Canada: August 2003 - September 2004”, October 2004

10. See, for example, “Event Risk’s Four Horsemen of the Apocalypse: Decapitalization, Cash-financed M&A, Litigation, and Accounting Irregularities”, November 2000
and “Event Risk For European Corporates 2003 — Still A Credit Risk, Still Part Of Our Analysis”, February 2003

11. See, for example, “The Analysis Of Off-Balance Sheet Exposures: a Global Perspective”, July 2004

12. Note: Moody's paper “The Incorporation of Joint-Default Analysis into Moody's Corporate, Financial and Government Rating Methodologies” February 2005 which
may effect the ratings of, for example, a municipality supported by a regional or national government.
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turther expanded to about 63 % in April 2005. However, the pace of deregulation has been set as moderate so that the
regulator can monitor the risks and the effects on the power companies, especially in the context of supply security.

The Japanese utilities hold strongly established franchises in their operating regions, maintaining dominant
market shares despite the market for large customers being deregulated. Some utilities still hold 100% shares.

Direct competition among integrated utilities has been very limited. This is mainly because: (1) each integrated
operator holds a solid franchise in its operating region due to effective regional monopolies; (2) the companies display
similar cost positions, and achievement of any meaningful differentiation in pricing is difficult; (3) the utilities are fully
aware that an aggressive challenge by one utility in another’ franchise would trigger industry-wide competition, which
would, in turn, significantly weaken the industry’s overall profitability; and (4) all the utilities exhibit similarly
leveraged balance sheet positions and place priority on debt reduction, having completed most of their major
investments.

In addition, the ability of power producers and suppliers (PPSs) to take utilities” shares has been restrained by
limitations on: (1) their ability to purchase power from, for example, captive power plants; (2) their opportunities to
build competitive plants on their own; and (3) their marketing abilities.

Although PPSs have been gaining minor shares in some utilities” franchise areas, and some are constructing their
own power plants, their aggregate share is expected to remain insignificant over the intermediate term, due to power
companies’ rate strategies aimed at protecting their franchises and PPSs’ ongoing limited access to power sources.

As such, although the rates are to be further lowered through the ongoing deregulation process, we expect the
utilities’ franchises to remain solid and stable over the intermediate term.

Government energy policy has made nuclear generation a core power source, while leaving actual implementation
of the policy — construction and operation of nuclear power plants — to privately owned and managed utilities. Thus,
these companies play an important role in the nation’s energy policy, although the government remains the main
driver by establishing and maintaining their nuclear power operation systems.

The government is now reviewing the economic feasibility of the nuclear fuel cycle, the allocation of back-end
costs, and power utilities’ reserves for back-end costs. While the outcome of the review could affect utilities’
investment, cost, and balance sheet positions to some extent, we do not expect any significant changes in their policy
role, business risks or cost competitiveness.

EUROPE

EU policy is the driver for regulatory development in Europe

The EU Electricity Directive of 1999, subsequently amended by the EU Energy Council in 2002, set the roadmap
towards full supply liberalization in the European Union as well as addressing issues such as non-discriminatory access
to the transmission grid and the granting of new generation licenses. The current aim is to have full liberalization

within the EU by 2007.

Despite EU policy, there is a regulatory patchwork across Europe

Despite the EU directive, there is some flexibility in its implementation, leading to different regulatory models. The
process has in most cases led to the establishment of an independent regulator, although the degree of independence
from government influence varies significantly. In some countries, such as Spain and Greece, the government
maintains control for final setting of tariffs and the regulator acts in an advisory capacity, whilst at the other end of the
spectrum are those countries where there is a fully independent regulator, such as in the UK.

Having achieved full supply liberalization, the regulator can focus on regulating the monopoly wires activities —
transmission and distribution. The UK has adopted an ex-ante approach, with a tight regulatory framework for wires
activities. “Ex-ante” means setting the tariffs in advance, normally for a 3-5 year period, and the regulator allows the
company to recover operating and capital expenditures as well as a return on capital. Normally the regulator will
benchmark companies against their peers and will allow certain revenues (a revenue or price cap), often adjusted for
inflation and an efficiency incentive, depending on how efficient the company is perceived to be.

By contrast, Sweden and Finland initially adopted a much lighter “ex-post” system, which allows companies to set
their own prices to achieve a reasonable return on a cost-plus basis, with an arbitration mechanism to allow for
complaints and remedies. Despite this looser regime, prices in these markets have been some of the lowest in Europe,
benefiting no doubt from the overall greater price transparency from a fully liberalized market. However, under
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further direction from the EU, Finland and Sweden (and Denmark) are now moving towards an ex-ante regime and
this we would expect to become the norm in Europe.

Germany has yet to establish an independent regulator — although it is now moving in this direction — with
network tariffs being set within the context of a voluntary agreement between utilities. Access tariffs are set on a
negotiated basis, but in practice the German market is difficult and expensive for new entrants to access.

In Moody’s view, power shortages in 2003 have led to an easing in regulatory pressure as security of
supply displaces cost as a key aim

Regulators initially introduced quite harsh efficiency incentives or tariff caps, with tariffs reduced in real terms as
companies have become more efficient. However, recent tariff pressure has been upward, e.g. Spanish tariffs fell in real
terms between 1996 and 2002 but the current tariff framework now allows for gradual increases. This can be explained
by greater concern over security of supply, with Europe having experiencing blackouts during 2003. Moody’s believes
that regulators wish to ensure that an incentive to invest remains, particularly as some aged thermo capacity and a
number of nuclear plants are earmarked for decommissioning in the next few years.

In Central and Eastern European countries, regulation is following in a similar direction but at a
slower pace

Central and Eastern European countries and the Baltic states are following EU directives, but are at an earlier stage
of regulatory evolution. Whilst most have put in place at least the first Energy Law, implementation is often at an
early stage under an extended implementation timetable or relatively new and untested. Many of these countries
have now established an independent regulator although there is still a state-owned incumbent with a dominant or
monopoly position.

These countries typically face privatization, structural separation (generation, transmission, distribution and
supply), tariff increases and issues concerning cross-subsidization — with accession states such as Romania and Bulgaria
aiming to have completed the process by 2007. Electricity market development is often linked to the economic and
structural development of the country in which they operate. Indeed, the requirements of the IMF or World Bank may
allow for only a gradual increase in tariffs (Romania and Bulgaria).

From a credit perspective, whilst the timely recovery of all costs may be delayed or constrained, the impact of such
can be mitigated by the dominant market position of these key utilities and/or their strategic importance to the State
and the role they play in the development of the economy.

Rating the UK regulated transmission and distribution companies

The UK electricity system is divided into a number of monopoly areas for the high-voltage transmission and lower-
voltage local distribution of electricity. There is one monopoly transmission area and 12 Distribution Network
Operators (DNOs) covering England and Wales. Two additional companies have the monopoly rights to transmission
and distribution in distinct areas within Scotland. As these businesses are monopolies they are subject to price control
regulation primarily aimed at protecting the consumer’ interests.

All of these businesses are regulated by the Office of Gas and Electricity Markets (OFGEM). OFGEM itself is an
independent body governed by an authority made up of independent, non-executive Directors and an Executive team.
OFGEM is not part of the UK government but its duties and powers were established by Acts of Parliament and they
must have regard to guidance from the government on issues such as protecting the environment.

The revenue that a monopoly business can earn on its regulated business is restricted by an RPI-X price control
formula that is reviewed every five years. The formula is designed to allow a company to increase prices to reflect
inflation while encouraging efficiency through a “-X” from the RPI. In addition, at the start of each regulatory period,
prices are raised or reduced by a one-off price adjustment known as the P adjustment. In order to calculate the “X”
and the “Py” for each company, OFGEM considers the Regulatory Asset Base of each company and sets a formula to
provide a fair rate of return on those assets, typically around 6-7%. The next regulatory period for the transmission
companies starts in 2007 and for distribution companies in 2005.

The practical regulation system involves a very detailed analysis of each company’s regulated asset base and
operating and capital expenditures. The output is a very detailed and highly predictable cashflow forecast for the next
regulatory period. If the companies can improve efficiency, then they can retain most of the benefit. However, if they
lose efficiency or the regulatory outcome proves unachievable, then this is a risk for the stakeholders in that company.
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For Moody’s, the ratings of these businesses depend upon two key factors:

1. The projected financial position of the company once the final regulatory outcome is known. This
is measured by a number of financial ratios including FFO interest cover and Debt/Regulated
Asset Value.

2. The additional burdens placed on the regulated entity’s cash flows by its parent, mainly in the form of
additional parental debt which needs to be serviced by dividends from the regulated operating
company.

3. DNO-specific issues such as unfunded pension deficits unrelated to the distribution business, debt
maturity profile and debt capital structure considerations.

According to OFGEM, after these adjustments, the intention is that all companies will earn the same baselines
return of 6.6% on a pre-tax, real basis if they perform in line with the regulator’s projections. The main issues are
expected to be the need to increase capex to replace network assets and improve network performance, to put a greater
emphasis on quality of service, and to respond to the growth in sources of renewable energy. These final
determinations for the 2005-2010 price control period will become effective in April 2005.

The main rating implication from these proposals is likely to fall on companies whose overall financial profile is
burdened by the need to pay large dividends to service and repay debt at holding company levels. While this can lead
to a significant cash drain, the debt at the holding companies is outside the regulatory ringfence and is not protected by
the OFGEM framework. One such holding company, Avon Energy Partners, has already defaulted on its debt
obligations, while the operating company Midlands Electricity had no financial difficulties, thus illustrating that
lending to such holding companies is significantly more risky than lending to the regulated entity itself.

When looking at the financial ratios for regulated UK DNOs, there are a number of important considerations to
bear in mind:

1. The Regulated Asset Value (RAV) is an important reference point as allowable revenues and allowable
capital expenditures both feed from or into this. Hence, the Debt/RAV ratio is one of the more critical
financial ratios to consider.

2. OFGEM’s scope of regulation is limited to the regulated entity, while Moody’s rating of the DNO also
factors in debt which must be serviced by cash flows from the DNO. This means that an RCF number
(cashflow after dividends) is an important one for a DNO. It also means that ratios factoring in any
“Holdco” debt tend to outweigh pure “stand-alone” DNO ratios. In practice, there are no remaining
stand-alone DNO:s.

3. Some DNOs retain cash to meet future debt maturities and where this is the case, the emphasis falls on
net rather than gross debt numbers.

As a guideline and ignoring other considerations, the following ratios might be expected for UK DNOs at various
rating levels, without factoring the need to support other group debt (if there is such debt, stronger ratios would be
needed for the same rating level):

Figure 6

DNO RCF/Net debt Net debt/RAV FFO interest cover
Aa >17% <45% >45X

A 7-18% 40 - 68% 2.8 -5.0X

AUSTRALIAN T&D RATINGS ARE HIGHER THAN UK RATINGS FOR COMPARABLE ENTITIES

Differences in regulatory philosophy between Australia and the UK mean that Moody’s on average rates Australian
electricity transmission and distribution (T&D) companies one notch above the ratings of their UK peers, even
though both parties may have approximately the same level of debt coverage measures.

Furthermore, the impact of the regulatory differences is such that when Australian and UK companies share the
same rating level, the Australian companies conversely exhibit weaker debt coverage measures. Moody’s believes that
the financial profiles of Australian T&D companies are sustainable within their present ratings, given their benign
regulatory environments.
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Moody’s compared — on a senior unsecured basis — Baa-rated T&D companies in Australia and those in the UK.
"The projected average financial ratios for Australian T'&D companies over the next few years are as follows:

Figure 7 — Average Financial Ratios for Baa Credits

Debt-to-Regulated-Asset-Base 103%
RCF-to-Debt 4%
FFO-to-Interest 2.3 times

The UK T&D companies — on the other hand — have higher financial ratio hurdles at the Baa rating range. For
instance, UK Baa-rated T&D companies are expected to have Debt-to-RAB ratio in the range of 60-90%, RCF-to-
Debt 10-15%, and FFO-to-Interest of above 2.8 times.

On one level, the Australian and UK regulatory regimes are close matches. For example, regulators in both
countries have adopted similar frameworks for determining revenues and returns. However, on a practical level,
regulators in Australia have assumed a more benign stance on requirements for revenues and returns.

Moody’s believes that this situation reflects the Australian regulators’ approach in the following areas: (1) more
generous cost allowances for maintaining minimum levels of service and system reliability for T&D assets; (2)
appropriate levels of return for regulated T&D companies; (3) regulators’ willingness to allow the retention of
efficiency out-performances; and (4) greater certainty in regulatory outcomes at the next resets.

A comparison of recent tariff resets in both countries supports the conclusion that the Australian environment is
more benign, a situation which Moody’s believes will prevail over the medium term. Consequently, we do not expect
an aggressive tariff decision at the next reset, scheduled for 2006 for electricity distributors in the state of Victoria.

In the UK, electricity distributors are undergoing a tariff reset for the five-year period commencing April 2005.
The expected outcome for this reset is still evolving. However, the UK electricity distributors’ cash flows could come
under some pressure as the regulator restricts the ability of distributors to carry through to the next regulatory period
the efficiency savings achieved. At the same time, distributors are expected to face higher cash commitments as a
consequence of increased tax obligations and capital expenditure requirements to support various policy initiatives. As
a result, UK T'&D companies would need a more prudent set of financial policies to preserve their credit profiles.

While there is relative certainty in the Australian regulatory environment over the next reset period, it is more
difficult to predict with confidence developments in regulatory thinking over the longer term. Consequently,
Australian T&D companies must adopt prudent financial policies in readiness for a possible evolution in regulatory
thinking at the end of the next regulatory period in 2010.

In this regard, companies that persist with highly leveraged capital structures on a Debt-to-RAB basis — that is, a
ratio of over 100% — and exhibit no ability or commitment to de-leverage over the longer term may be more exposed
to severe regulatory outcomes.

The ability of a company to de-leverage is indicated by the extent of free cash flow generation — relative to debt
levels — after servicing all operational, debt, and dividend obligations.

UNITED STATES

The US electric utilities are characterized by a substandal diversity in both their business models and their regulatory
risk. Business models vary from the lowest-risk companies that have purely regulated activities and which operate in
states that have supportive regulation, to the highest-risk companies that have substantial unregulated activities and
which operate in states that have less supportive or less predictable regulation.

Moody’s views the business risk of US utilities as being higher in most cases than that of utilities in some other
developed countries, including Japan, Australia, and the United Kingdom. This difference in risk reflects the
following factors:

1. State regulation is seen as less predictable than national regulation. State regulation is the primary form
of regulation in the US. Compared to national regulators, state regulators represent a smaller
economic region. As a result, Moody’s believes that state regulators may be more likely to be responsive
to the objections of local customers and politicians when a utility seeks a large rate increase to address a
large increase in costs or capital expenditures. As noted in the default section in Appendix 3, failure to
obtain timely rate increases was a key factor in four recent defaults by US utilities. In addition, various
parties may seek to intervene in in U.S. state regulatory proceedings, which can cause delay and
increased uncertainty.
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2. Alarge fragmented market structure results in stronger competition in unregulated wholesale power
markets. The US electric udlity industry is fragmented in comparison to Japan and major countries in

Europe. Although the US represents over one fourth of global electricity consumption, none of the US
utilities ranks in the top ten in terms of revenues among global utility companies. As portions of the
market have become deregulated, US utilities are more vulnerable to changes in wholesale power costs
because their market share and market power is more limited than those of comparable utilities in most
other countries. Regulators have strived to limit market power to protect consumers, resulting in
longstanding legal and regulatory impediments to industry mergers and consolidation.

3. More volatile fuel and wholesale power markets. Natural gas prices are completely unregulated in the
US, which can result in rapid and wide swings in prices. There is a large unregulated power market in
the US, which responds quickly to changes in fuel costs and passes these changes through to wholesale
power prices. This combination of factors can result in more rapid and wider swings in prices than in
more controlled markets.

4. Low likelihood of extraordinary political action to support a failing company. Utilities provide an
essential service, so financial distress has a high political profile. Governments in the US have broadly

demonstrated a reluctance to intervene on behalf of troubled investor-owned utilities when this could
be viewed as providing economic assistance to private shareholders. This approach is in sharp contrast
to the large US municipal utility sector, in which supportive government action is far more likely.
Governments in many other countries (for example, Japan or Canada) are perceived as being more
likely to work with regulators and financial institutions to support electric utilities as highly visible
entities that provide a critical service.

5. Holding company structures limit regulatory oversight. State regulators only have authority over the
regulated operating utility. The vast majority of companies have established unregulated holding

companies that have the ability to engage in higher-risk unregulated businesses in the hopes of earning
shareholder returns that are higher than the returns provided for the regulated business.

6. Overlapping or unclear regulatory juridisction. The electric utilities industry in the US is characterized
by regulation at both the federal and state levels. Traditionally, the federal government has regulated
the interstate and wholesale transmission of electricity, while distribution and retail services to
consumers have been regulated by the states. Each state exhibits its own unique regulatory
characteristics which set the parameters and define the environment in which a particular utility
operates. In some instances the jurisdictions can overlap, such as in the case of mergers and transactions
with affiliates.

Federal Energy Regulatory Commission (FERC)

The key federal regulatory agency governing utilities in the US is the Federal Energy Regulatory Commission
(FERC), an independent agency that regulates the interstate transmission of natural gas, oil, and electricity, as well as
natural gas and hydroelectric power projects. In the electric market, the FERC’s responsibilities include the approval
of rates for the wholesale sale of electricity and transmission on an interstate basis for utilities, power marketers, power
pools, power exchanges, and independent system operators. The FERC sets the price for those utility transmission
systems that fall within its jurisdiction, although many portions of utility transmission systems fall under the
jurisdiction of the state regulatory agencies.

In recent years, FERC has issued several orders aimed at opening the transmission lines of utilities in the US. In
1996, FERC Order 888 provided rules for open access of transmission lines to all suppliers and for competition in the
wholesale market and set standards for regional transmission organizations (RTOs). In 1999, FERC Order 2000
encouraged utilities with transmission assets to voluntarily transfer control of their transmission systems to these
RTOs, which could either be non-profit independent system operators (ISOs) or for-profit transmission companies.
Although some utilities have transferred their transmission assets into RT'Os, others have thus far resisted attempts to
place their transmission assets under outside control.

Public Utility Holding Company Act (PUHCA)

The most significant piece of legislation governing public utility holding companies at the federal level is the Public
Utility Holding Company Act, more commonly known as PUHCA. The Act was passed in 1935 to regulate interstate
utility holding companies in response to the financial collapse of a number of such holding companies following the
stock market crash of 1929. When utilities in different states combine or merge under a holding company, the new
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entity becomes registered under PUHCA, which provides for SEC regulation of their financing activities, including
the sale and purchase of securities and assets. PUHCA gives the SEC the power to exercise broad oversight over
business combinations that result in functional or geographic diversification of utilities.

Historically, the SEC has severely restricted the types of business activities in which registered holding companies
may engage. The National Energy Policy Act of 1992 (NEPA) eased some of the regulatory restrictions imposed by
PUHCA by allowing registered holding companies to establish non-utility generating subsidiaries and to purchase
foreign utilities without seeking prior SEC approval. However, registered holding companies are still prohibited from
owning both electric and gas operations or possessing unregulated businesses without SEC approval. Although there
have been a number of attempts over the last few years to repeal PUHCA, most recently as part of comprehensive
energy legislation considered but not passed in 2003, it remains a key federal regulatory constraint and limitation for
those holding companies registered under PUHCA.

State Regulatory Commissions

The most important regulatory factor affecting the sale of electricity by udlities at the retail level are state agencies
generally known as Public Utility Commissions or Public Service Commissions. These commissions comprise elected
or appointed officials in each state who determine, among other things, whether utility expenditures are reasonable
and how they should be passed on to consumers through their electric rates. They also regulate each utility’s rates of
return and monitor the quality and reliability of a utility’s electric service. The state-level factors that Moody’s takes
into consideration when evaluating the credit quality of utilities include the following:

e Status of Deregulation/Retail Access

Since industry restructuring began in the mid-1990s, states have taken a variety of approaches to the question of
whether they should deregulate their electricity markets. Some states have passed comprehensive deregulation
legislation and completely restructured. Some have avoided it entirely, while others have introduced some elements of
deregulation into their markets. Over the last several years, 18 states have undertaken some form of deregulation or
retail open access, while 32 others have elected not to deregulate after studying and debating restructuring initiatives
(see Figure 8 for details).

= Ring-Fencing Provisions

State commissions sometimes attempt to insulate and protect regulated operating utilities from the often riskier
activities of their parent companies or unregulated subsidiaries. Some so-called “ring-fencing” provisions that have
been adopted at the state level include: dividend limitations, minimum equity requirements, limits on unregulated
activities, credit rating requirements, the maintenance of collateral, limitations on intercompany transactions, and
restrictions on asset sales.

* Transition Periods and Rate Caps

Some utilities are subject to price limitations or rate freezes which were put in place as states implemented transition
plans to deregulate their electric markets. These rates were often thought to be adequate to permit the utilities to both
recover stranded costs and earn an adequate rate of return until a fully competitive environment developed. Many of
these transition periods and associated rate caps are now ending without a fully competitive market having developed,
and the likelihood that these transition periods will be extended is an important credit consideration.

 Cost Recovery Provisions

States have various policies with respect to fuel and wholesale power cost recovery, and the recent volatility in
commodity prices have made these provisions important elements of a utility’s cost management capability. Such
provisions make it possible for utilities to quickly adjust rates in the event of an unexpected hike in fuel costs. Although
the number of states permitting such recovery has declined, particularly in those that have transitioned to a
competitive market, they remain critical risk mitigants to those utilities still operating in regulated environments.

« Incentive- or Performance-Based Rates (Earnings Sharing)

Ultilities in the US have traditionally operated under “cost of service”-based rates under which revenues were set to
permit the utility to cover its costs and provide for an acceptable rate of return. However, a number of state regulatory
commissions have implemented incentive- or performance-based rates which give utilities incentives to operate better
and more efficiently. Often, these incentives take the form of an earnings sharing mechanism, allowing a utility to keep
some of the profits earned above a predetermined range, while returning any excess to ratepayers.
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Figure 8 — Regulatory Characteristics of States in The U.S.

State Deregulation Rate Cap

Cost Recovery

Earnings Sharing
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N/A
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x
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x| X| X| X| X| X

DC X X
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x| x| X| X
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N/A

N/A

Nevada

New Hampshire X X

x

New Jersey X

New Mexico X

New York X

North Carolina

North Dakota

Ohio X X

Oklahoma

Oregon

>

Pennsylvania X X

Rhode Island X

South Carolina

South Dakota

Tennessee

Texas X

x| x| X| X| X

Utah

Vermont

Virginia X X

Washington

West Virginia

Wisconsin

Wyoming

x| x| X| X

Source: Moody’s, Regulatory Research Associates.
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APPENDICES
Appendix 1 — Three Year Average Ratios and Current Ratings

EBITA in':ggst RCF/ TD/
Revenues margin times FFO/TD RCF/TD Capex Capitalization
Company hame Country Rating $bnequiv %  coverage % % % %
EUROPE

Landsvirkjun Iceland Aaa 0.2 28.2 2.7 6.7 6.4 67.7 68.2
EVN Austria Aa3 11 119 10.3 30.0 26.2 111.8 43.6
Fingrid Finland Aa3 0.3 33.9 2.6 8.1 7.5 165.2 78.4
Electricite de France France Aa3 45.4 134 4.3 20.1 16.9 93.6 64.2
E.on Germany Aa3 411 12.1 4.7 13.7 9.6 76.2 374
Terna Italy Aa3 12 50.8 3.8 17.7 15.7 43.9 50.0
Statnett Norway Aa3 0.5 30.8 3.1 15.6 9.7 92.3 57.6
Scottish & Southern Energy UK Aa3 7.2 154 8.5 38.6 20.7 94.9 45.3
hi 50.8 10.3 38.6 26.2 165.2 78.4

avg 24.1 5.3 20.6 15.2 96.9 53.8

med 15.4 4.3 17.7 15.7 93.6 50.0

low 11.9 2.6 8.1 7.5 43.9 37.4

Verbund Austria Al 2.3 21.9 2.1 8.7 7.6 311.4 74.4
RWE Germany Al 42.0 11.5 3.6 15.8 13.6 58.3 40.3
ENEL Italy Al 38.1 15.1 5.0 21.9 14.7 69.1 53.3
hi 219 5.0 219 14.7 311.4 74.4

avg 16.2 3.6 15.5 12.0 146.3 56.0

med 15.1 3.6 15.8 13.6 69.1 53.3

low 11.5 2.1 8.7 7.6 58.3 40.3

Suez France A2 45.2 9.3 2.3 12.0 7.8 42.0 68.8
EWE Germany A2 2.9 73 224 77.5 69.4 100.8 42.9
Essent Netherlands A2 8.8 104 5.6 28.4 25.5 152.5 61.3
Nuon Netherlands A2 4.7 9.4 7.0 28.6 25.2 93.9 40.8
Red Electrica de Espana Spain A2 0.5 36.6 8.2 25.2 18.1 37.0 56.9
Iberdrola Spain A2 7.0 18.7 3.3 14.4 9.9 72.3 57.9
National Grid Company UK A2 25 0.4 4.0 0.2 0.1 1.2 0.6
United Utilities Electricity UK A2 0.5 53.6 4.5 22.2 14.4 75.8 52.4
hi 536 224 77.5 69.4 152.5 68.8

avg 18.2 7.2 26.1 21.3 71.9 47.7

med 9.9 5.0 23.7 16.3 74.0 54.6

low 0.4 2.3 0.2 0.1 1.2 0.6

Eesti Energia Estonia A3 0.3 126 10.9 49.6 49.6 71.2 23.3
Energie Baden-Wuerttemberg (EnBW) Germany A3 9.7 6.9 2.3 5.8 3.6 21.9 80.3
Electricidade de Portugal Portugal A3 8.7 11.8 3.6 10.8 7.3 65.2 58.3
Endesa Spain A3 21.0 194 3.3 12.7 9.2 -971.8 66.6
Vattenfall Sweden A3 13.6 16.5 4.0 15.6 14.0 84.1 53.9
hi 19.4 10.9 49.6 49.6 84.1 80.3

avg 13.4 4.8 18.9 16.7 -1459 56.5

med 12.6 3.6 12.7 9.2 65.2 58.3

low 6.9 2.3 5.8 3.6 -971.8 23.3
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Appendix 1 — Three Year Average Ratios and Current Ratings

FFO
EBITA interest RCF/ TD/
Revenues margin times FFO/TD RCF/TD Capex Capitalization

Company name Country Rating $bnequiv %  coverage % % % %
CEZ Czech Republic Baal 2.2 18.7 8.4 50.0 45.6 145.7 21.8
Public Power Corp (PPC) Greece Baal 3.5 19.6 4.9 15.8 14.4 101.6 69.3
Latvenergo Latvia Baal 0.3 11.8 146 63.2 59.0 63.0 25.3
Eskom South Africa Baal/A3 35 37.3 34 24.2 23.8 202.7 53.2
Scottish Power plc UK Baal 9.3 195 3.8 16.2 8.7 30.6 56.6
hi 373 146 63.2 59.0 202.7 69.3

avg 21.4 7.0 33.9 30.3 108.7 45.2

med 195 4.9 24.2 23.8 101.6 53.2

low 11.8 34 15.8 8.7 30.6 21.8

Israel Electric Corporation (IEC) Israel Baa2 2.6 17.3 2.2 7.5 7.4 65.1 69.9
Union Fenosa Spain Baa2 5.6 15.7 2.1 4.4 23 54.8 65.1
WPD Holdings UK UK Baa3 0.5 47.7 24 9.1 6.7 50.0 68.3
CE Electric UK Baa3 11 36.8 2.6 10.5 8.1 -1.1 75.0
hi 47.7 2.6 10.5 8.1 65.1 75.0

avg 29.4 2.3 7.9 6.1 42.2 69.6

med 27.0 2.3 8.3 7.1 52.4 69.1

low 15.7 21 4.4 2.3 -1.1 65.1

Transelectrica Romania Ba3 0.2 -1.4 7.3 77.1 76.4 122.6 10.1
hi -1.4 7.3 77.1 76.4 122.6 10.1

avg -1.4 7.3 77.1 76.4 122.6 10.1

med -1.4 7.3 77.1 76.4 122.6 10.1

low -1.4 7.3 77.1 76.4 122.6 10.1

ASIA/PACIFIC

Singapore Power Singapore Aal 2.6 26.0 7.0 32.0 -8.0 -362.0 48.0
SP PowerAssets Aal 0.4 44.0 6.0 8.0 8.0 625.0 61.0
hi 44.0 7.0 32.0 8.0 625.0 61.0

avg 35.0 6.5 20.0 0.0 1315 54.5

med 35.0 6.5 20.0 0.0 131.5 54.5

low 26.0 6.0 8.0 -8.0 -362.0 48.0

CLP Holdings Al 34 35.0 14.0 22.0 49.0 94.0 20.0
hi 35.0 140 22.0 49.0 94.0 20.0

avg 35.0 140 22.0 49.0 94.0 20.0

med 35.0 140 22.0 49.0 94.0 20.0

low 35.0 14.0 22.0 49.0 94.0 20.0

Australian Gas Light Company Australia A2 3.8 13.0 4.1 23.0 14.0 96.0 49.0
hi 13.0 4.1 23.0 14.0 96.0 49.0

avg 13.0 4.1 23.0 14.0 96.0 49.0

med 13.0 4.1 23.0 14.0 96.0 49.0

low 13.0 4.1 23.0 14.0 96.0 49.0
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Appendix 1 — Three Year Average Ratios and Current Ratings

EBITA inEngst RCF/ TD/
Revenues margin times FFO/TD RCF/TD Capex Capitalization

Company name Country Rating $bnequiv %  coverage % % % %
KEPCO A3 18.0 24.0 6.0 33.0 31.0 112.0 40.0
Citipower A3 0.5 39.0 3.0 10.0 7.0 132.0 88.0
ETSA A3 0.7 42.0 2.0 4.0 -2.0 69.0 64.0
Powercor A3 0.6 42.0 4.0 12.0 12.0 111.0 51.0
SPI Powernet A3 0.3 62.0 2.0 10.0 10.0 258.0 71.0
TXU Australia A3 24.0 3.0 10.0 8.0 171.0 57.0

hi 62.0 6.0 33.0 31.0 258.0 88.0

avg 38.8 33 13.2 11.0 142.2 61.8

med 40.5 3.0 10.0 9.0 122.0 60.5

low 24.0 2.0 4.0 -2.0 69.0 40.0

United Energy Baal 0.4 32.0 3.0 13.0 7.0 71.0 60.0
Vector Baal 0.5 39.0 3.0 8.0 5.0 117.0 67.0
Electranet Baal 0.1 46.0 2.0 3.0 3.0 151.0 74.0
Gasnet Baal 0.1 61.0 2.0 6.0 4.0 687.0 68.0
hi 61.0 3.0 13.0 7.0 687.0 74.0

avg 44.5 25 7.5 4.8 256.5 67.3

med 42.5 25 7.0 45 134.0 67.5

low 32.0 2.0 3.0 3.0 71.0 60.0

Tenaga Baa2 4.1 18.0 3.0 11.0 10.0 82.0 61.0
hi 18.0 3.0 11.0 10.0 82.0 61.0

avg 18.0 3.0 11.0 10.0 82.0 61.0

med 18.0 3.0 11.0 10.0 82.0 61.0

low 18.0 3.0 11.0 10.0 82.0 61.0

National Thermal Power Corporation Baa3 4.1 20.5 5.5 31.2 25.7 93.8 29.1
hi 20.5 5.5 31.2 25.7 93.8 29.1

avg 20.5 5.5 31.2 25.7 93.8 29.1

med 20.5 515 31.2 25.7 93.8 29.1

low 20.5 515 31.2 25.7 93.8 29.1

Tata Power Bal 1.1 17.9 3.6 28.6 25.1 133.3 42.7

hi 17.9 3.6 28.6 25.1 133.3 42.7

avg 17.9 3.6 28.6 25.1 133.3 42.7

med 17.9 3.6 28.6 25.1 133.3 42.7

low 17.9 3.6 28.6 25.1 133.3 42.7

National Power Corporation B1 2.1 29.7 21 3.6 1.9 129.0 94.5
hi 29.7 2.1 3.6 1.9 129.0 94.5

avg 29.7 2.1 3.6 1.9 129.0 94.5

med 29.7 21 3.6 1.9 129.0 94.5

low 29.7 21 3.6 1.9 129.0 94.5
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Appendix 1 — Three Year Average Ratios and Current Ratings

FFO
EBITA interest RCF/ TD/
Revenues margin times FFO/TD RCF/TD Capex Capitalization

Company name Country Rating $bnequiv %  coverage % % % %
AMERICAS

WPS Resources Corp USA Al 2.4 9.1 4.1 18.4 11.9 51.1 51.7

hi 9.1 4.1 18.4 11.9 51.1 51.7

avg 9.1 4.1 18.4 11.9 51.1 51.7

med 9.1 4.1 18.4 11.9 51.1 51.7

low 9.1 4.1 18.4 11.9 51.1 51.7

Consolidated Edison Inc USA A2 9.2 16.7 4.1 20.3 14.0 80.3 45.3

FPL Group, Inc. USA A2 8.7 17.0 6.0 29.0 23.0 57.0 47.0

Hydro One, Inc CAN A2 3.3 25.1 3.0 13.0 9.3 83.3 60.3

NSTAR USA A2 2.9 16.0 35 16.7 12.8 127.0 52.7

Otter Tail Corporation USA A2 0.7 13.3 4.3 17.6 11.9 84.9 53.0

hi 25.1 6.0 29.0 23.0 127.0 60.3

avg 17.6 4.2 19.3 14.2 86.5 51.7

med 16.7 4.1 17.6 12.8 83.3 52.7

low 13.3 3.0 13.0 9.3 57.0 45.3

Ameren Corporation USA A3 4.1 24.3 5.0 19.5 11.1 51.2 44.0

Scana Corporation USA A3 3.3 18.3 3.1 13.2 9.7 99.3 54.3

Southern Company (The) USA A3 10.7 24.3 4.7 19.7 12.3 67.0 50.0

Wisconsin Energy Corp USA A3 3.9 18.1 3.8 15.3 13.1 124.1 60.1

hi 24.3 5.0 19.7 13.1 124.1 60.1

avg 21.3 4.2 16.9 11.6 85.4 52.1

med 21.3 4.2 17.4 11.7 83.2 52.2

low 18.1 3.1 13.2 9.7 51.2 44.0

Constellation Energy USA Baal 6.1 18.7 3.7 16.3 14.0 135.0 52.0

Dominion Resources USA Baal 11.0 23.0 3.3 14.4 10.3 45.7 54.3

Duke Energy Corp USA Baal 18.7 15.0 3.4 17.3 12.7 166.0 49.3

OGE Energy Corp. USA Baal 33 9.2 3.9 16.5 11.4 117.6 53.0

Sempra Energy USA Baal 7.2 151 4.0 18.6 18.1 76.3 56.3

Xcel Energy Inc. USA Baal 7.9 15.8 4.6 18.8 14.0 114.3 61.6

hi 23.0 4.6 18.8 18.1 166.0 61.6

avg 16.1 3.8 17.0 13.4 109.1 54.4

med 15.4 3.8 16.9 13.3 116.0 53.7

low 9.2 3.3 14.4 10.3 45.7 49.3
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Appendix 1 — Three Year Average Ratios and Current Ratings

EBITA inEngst RCF/ TD/
Revenues margin times FFO/TD RCF/TD Capex Capitalization

Company name Country Rating $bnequiv %  coverage % % % %

Cinergy Corp USA Baa2 4.1 22.3 4.2 14.4 9.5 55.8 56.3

DTE Energy Company USA Baa2 6.5 24.0 2.8 11.0 7.5 NM 58.0

Emera Inc. CAN Baa2 1.0 27.8 2.7 10.5 7.0 151.7 64.9

Empire District Electric Company USA Baa2 0.3 21.0 3.0 15.0 8.0 51.0 51.0

Energy East Corporation USA Baa2 4.1 16.0 2.6 111 8.3 127.0 58.0

Exelon Corp USA Baa2 15.2 25.8 4.4 24.7 14.0 86.1 39.9

Great Plains Energy Inc. USA Baa2 1.8 16.9 4.3 17.4 11.9 139.1 56.6

IDACORP, Inc. USA Baa2 1.0 14.3 4.3 19.7 14.0 98.7 44.0

Northeast Utilities USA Baa2 5.7 18.1 2.9 11.0 9.6 124.7 42.9

Pepco Holdings, Inc. USA Baa2 5.8 12.5 3.3 10.8 8.4 136.2 56.5

Pinnacle West Capital Corp. USA Baa2 2.6 21.7 4.8 18.8 15.3 81.2 50.8

Progress Energy USA Baa2 8.3 15.1 34 14.4 10.1 68.6 59.1

Public Service Enterprise Group Inc. USA Baa2 8.7 23.7 2.4 10.0 6.3 52.7 59.0

hi 27.8 4.8 24.7 15.3 151.7 64.9

avg 19.9 35 14.5 10.0 97.7 53.6

med 21.0 3.3 14.4 9.5 92.4 56.5

low 12.5 2.4 10.0 6.3 51.0 39.9

American Electric Power Co USA Baa3 135 19.6 3.4 13.2 9.0 208.0 58.5

Cleco Corp USA Baa3 0.8 22.0 3.4 16.0 12.0 132.3 57.0

Duquesne Light Holdings USA Baa3 1.0 16.9 3.9 18.9 13.4 428.4 54.4

Edison International USA (P)Baa3 11.6 33.6 3.0 17.7 17.6 NM 59.8

Entergy Corporation USA Baa3 9.0 19.0 4.1 21.1 18.0 100.4 41.3

FirstEnergy Corp. USA Baa3 10.8 18.1 3.0 10.9 8.3 108.6 60.1

MidAmerican Energy Holding Co. USA Baa3 5.1 25.1 2.2 8.6 8.6 128.4 75.7

PG&E Corporation USA Baa3 10.4 28.7 29 14.4 14.3 142.4 76.4

PNM Resources, Inc. USA Baa3 1.6 114 4.4 17.4 14.8 83.0 52.5

PPL Corporation * USA Baa3 5.4 21.6 25 13.6 11.1 104.5 67.1

UIL Holdings Corporation USA Baa3 1.0 12.3 4.0 16.0 10.3 100.7 50.3
* Rating on guaranteed debt issued by PPL Capital

hi 33.6 4.4 21.1 18.0 428.4 76.4

avg 20.8 3.3 15.3 12.5 153.7 59.4

med 19.6 34 16.0 12.0 118.5 58.5

low 11.4 2.2 8.6 8.3 83.0 41.3

Avista Corp USA Bal 12 15.7 2.3 10.0 8.7 128.0 54.3

Empresa Nacional de Electricidad S.A.  Chile Bal 15 35.3 2.1 8.2 6.3 217.7 56.0

Enersis S.A. Chile Bal 4.0 17.7 2.3 11.5 9.3 207.0 76.0

Puget Energy, Inc. USA Bal 2.6 15.0 2.8 13.3 10.0 94.7 56.3

TXU Corp USA Bal 10.3 17.0 2.9 13.0 10.0 160.3 62.0

Westar Energy USA Bal 14 26.2 2.1 8.9 7.0 93.1 60.7

hi 35.3 2.9 13.3 10.0 217.7 76.0

avg 21.1 24 10.8 8.5 150.1 60.9

med 17.3 2.3 10.8 9.0 144.2 58.5

low 15.0 2.1 8.2 6.3 93.1 54.3
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Appendix 1 — Three Year Average Ratios and Current Ratings

FFO
EBITA interest RCF/ TD/
Revenues margin times FFO/TD RCF/TD Capex Capitalization
Company name Country Rating $bnequiv %  coverage % % % %
Centerpoint Energy, Inc. USA Ba2 9.4 17.0 2.4 9.7 7.0 90.0 65.0
DPL Inc. USA Ba2 1.2 35.8 2.6 12.6 8.1 107.2 67.0
TECO Energy USA Ba2 2.6 8.8 2.7 11.0 5.6 24.3 59.4
hi 35.8 2.7 12.6 8.1 107.2 67.0
avg 20.5 2.6 11.1 6.9 73.8 63.8
med 17.0 2.6 11.0 7.0 90.0 65.0
low 8.8 24 9.7 5.6 243 59.4
COELCE Brazil Ba3 0.3 22.3 6.3 435 28.9 113.3 35.8

hi 22.3 6.3 43.5 28.9 113.3 35.8
avg 22.3 6.3 43.5 28.9 113.3 35.8
med 22.3 6.3 43.5 28.9 113.3 35.8
low 22.3 6.3 43.5 28.9 113.3 35.8

Allegheny Energy Inc. USA B1 2.2 2.4 1.9 6.2 4.1 40.6 62.0
CEMIG Brazil B1 1.8 16.8 2.4 15.7 11.8 66.7 43.9
CMS Energy Company USA B1 7.4 6.5 1.8 5.2 5.2 -46.8 84.0

hi 16.8 2.4 15.7 11.8 66.7 84.0

avg 8.6 2.0 9.0 7.0 20.2 63.3

med 6.5 1.9 6.2 5.2 40.6 62.0

low 2.4 1.8 5.2 4.1 -46.8 43.9

Sierra Pacific Resources USA B2 35 5.2 -0.1 -6.3 -7.0 NM 64.7
hi 52 -01 -6.3 -7.0 NM 64.7

avg 52 -01 -6.3 -7.0 NM 64.7

med 52 -01 -6.3 -7.0 NM 64.7

low 52 -01 -6.3 -7.0 NM 64.7

EDELNOR Chile B3 0.1 6.0 1.8 3.0 3.0 343.6 49.1
hi 6.0 1.8 3.0 3.0 343.6 49.1

avg 6.0 1.8 3.0 3.0 343.6 49.1

med 6.0 1.8 3.0 3.0 343.6 49.1

low 6.0 1.8 3.0 3.0 343.6 49.1

Note: The listed U.S. issuers are all holding company parent entities. Almost all have regulated operating utility subsidiaries that have higher ratings.
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Appendix 1 — Three Year Average Ratios and Current Ratings

EBITA

Revenues margin

FFO

interest

times

RCF/

TD/

FFO/TD RCF/TD Capex Capitalization

Company name Country Rating $bnequiv %  coverage % % % %
JAPAN

Tokyo Electric Power Company, Inc. Japan Aa3 46.6 131 6.0 15.8 12.3 150.3 92.7

Chubu Electric Power Company, Inc. Japan Aa3 20.2 145 5.4 174 135 153.9 81.7

Kansai Electric Power Co., Inc. Japan Aa3 24.4 135 7.1 19.3 15.4 156.7 77.9

hi 14.5 7.1 19.3 15.4 156.7 92.7

avg 13.7 6.2 17.5 13.8 153.7 84.1

med 13.5 6.0 17.4 13.5 153.9 81.7

low 13.1 5.4 15.8 12.3 150.3 77.9

Hokuriku Electric Power Co., Inc. Japan Al 4.3 15.2 4.8 15.1 13.0 128.1 85.5

Chugoku Electric Power Co., Inc. Japan Al 9.3 12.9 55 15.9 11.6 167.3 80.7

Tohoku Electric Power Company, Inc. Japan Al 15.0 131 5.4 18.2 14.0 142.3 80.6

Shikoku Electric Power Company, Inc. Japan Al 5.4 13.3 6.6 21.0 17.4 199.7 76.0

Kyushu Electric Power Company, Inc. Japan Al 134 13.7 6.0 18.2 16.2 154.8 81.6

Hokkaido Electric Power Co., Inc. Japan Al 5.0 155 5.9 20.3 16.3 137.0 72.1

hi 155 6.6 21.0 17.4 199.7 85.5

avg 13.9 5.7 18.1 14.7 154.9 79.4

med 13.5 5.7 18.2 15.1 148.5 80.7

low 12.9 4.8 15.1 11.6 128.1 72.1
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Appendix 2 — Definition of Ratios

FFO Interest cover

(Cash Flow from Operations — Changes in Working Capital + Interest Expense) / (Interest Expense + Capitalized
Interest Expense)

FFO / Adjusted gross debt

(Cash Flow from Operations — Changes in Working Capital) / (Total debt + operating lease adjustment + under-
funded pension liabilities + basket-adjusted hybrids + securitizations + guarantees + other debt-like items)

Retained Cash Flow / Adjusted gross debt

(Cash Flow from Operations — Changes in Working Capital — Common and Preferred Dividends) / (Total debt +
operating lease adjustment + under-funded pension liabilities + basket-adjusted hybrids + securitizations + guarantees +
other debt-like items)

Adjusted gross debt / Regulated Asset Value or Capitalization

(Total debt + operating lease adjustment + under-funded pension liabilities + basket-adjusted hybrids + securitizations +
guarantees + other debt-like items) / RAV or (Shareholders’ equity + minority interest + deferred taxes + goodwill
write-off reserve + Total debt + operating lease adjustment + under-funded pension liabilities + basket-adjusted hybrids
+ securitizations + guarantees + other debt-like items)

EBITA / Sales (margin)

(Net operating income + Equity Earnings of Affiliates + Income from Financial Asset Investments + Goodwill
amortization + Interest Component of Operating Lease (1/3 of Rent) + Interest Income — Other expense) /
Total revenues

Retained Cash Flow / Capex

(Cash Flow from Operations — Changes in Working Capital — Common and Preferred Dividends) / (Capex +
Acquisitions — Divestitures)
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Appendix 3 — Description of Utilities Bond Default History

Electric utilities have historically enjoyed a relatively strong credit quality thanks to their stable and predictable cash
flows and the tendency of regulators to be supportive when a utility experiences financial stress. Over the past 70 years
(since the Great Depression), only five rated investor-owned utilities have experienced bond defaults in highly
developed countries; these were all US-domiciled issuers:

1988 Public Service Company of New Hampshire (bankruptcy)
1992 El Paso Electric (bankruptcy)

2001 Pacific Gas & Electric Company (bankruptcy)

2001 Southern California Edison Company (payment default)
2003 Northwestern Corporation (bankruptcy)

"Two principal factors contributed to these defaults. In four of the five defaults, a state regulatory commission failed
to provide sufficient and timely rate relief for recovery of costs or capital investment in utility plant. This reflected
regulatory commission concerns about the impact of large rate increases on customers, as well as debate about the
appropriateness of the regulatory relief being sought by the utility. In two of these four cases, transition towards
deregulation of the electricity market was a key contributing factor in that it exposed the utilities to dramatic increases
in wholesale market prices for purchased power. These two California utilities also lacked long-term contracts such as
PPAs, leaving them highly exposed to sharp spikes in market prices. In the remaining case, the default resulted from a
failed diversification into unregulated businesses that were totally unrelated to the basic utility business.

These defaults resulted in an average recovery for bondholders that is well above the average for corporate bonds.
Holders of secured debt recovered 100% of principal and interest in all five cases. In the case of Pacific Gas & Electric
and Southern California Edison Company, 100% of all debt holder claims were ultimately paid.

Figure 9 below lists each of the five bond defaults within the sector and categorizes the reasons for the defaults as
the “Principal Factor” or a “Contributing Factor”.

Figure 9 — Bond Defaults of US Investor-Owned Utilities: Principal and Contributing Factors

Regulators/ Legislators Transition from a Regulated

Failed to Respond on a Environment to a Poor-Performing
Issuer Timely Basis Unregulated Marketplace Unregulated Investments
Public Service Company of New Hampshire Principal Factor
El Paso Electric Company Principal Factor Contributing Factor
Pacific Gas and Electric Company Principal Factor Principal Factor
Southern California Edison Company Principal Factor Principal Factor
Northwestern Corporation Principal Factor

LESSONS FROM THE ELECTRIC UTILITY INDUSTRY’S DEFAULT HISTORY

Among rated utilities in developed countries, only US utilities have experienced defaults in the last 70 years. In
addition to the five US defaulting utilities, several US utilities have narrowly avoided default. In 2002, Allegheny
Energy and Centerpoint Energy each experienced a serious liquidity crisis and only avoided defaulting on debt
payments due to last-minute agreements with bank lenders that allowed all payments to be made on a timely basis.
The greater historic tendency for US companies to default is consistent with Moody’s view that regulatory risk is
greater in the US than in a number of other highly developed countries.
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The methodology that Standard & Poor's Ratings Services uses to rate vertically integrated electric, gas,
and combination investor-owned utilities in the U.S. is based on the same precepts that we have used for
many years, though the emphasis has changed as the utility industry has evolved. The fundamental
methodology encompasses two basic components--business risk and financial risk--and their relationship.
Where a utility presents a strong business risk profile, the financial profile can be less robust for any given
rating. Likewise, where a utility's business risk profile is weaker, its financial performance must be stronger
for any given rating. For combination utilities, the gas operations may have a stabilizing influence on credit
quality, but since the electric business is typically significantly larger, it is the major credit driver. (For
details on Standard & Poor's analytical approach to gas utilities, see "Key Credit Factors For Natural Gas
Distributors" published Feb. 28, 2006.)

Often, an integrated utility is a part of a larger holding company structure that also owns other businesses,
frequently unregulated electricity generation. This fact does not alter how we analyze the utility, but it may
affect the ultimate rating outcome due to any credit drag that the unregulated activities may have on the
utility. Such considerations include the freedom and practice of management with respect to shifting cash
resources among subsidiaries and the presence of ring-fencing mechanisms that may protect the utility.

Five Factors Determine The Business Profile
Five basic characteristics define a vertically integrated utility's business profile:

Regulation,

Markets,

Operations,
Competitiveness, and
Management.

Standard & Poor's is most concerned about how these elements contribute individually and in aggregate to
the predictability and sustainability of financial performance, particularly cash flow generation relative to
fixed obligations. While considerable attention has focused in recent years on companies in states that
deregulated in the late 1990s and the early part of this decade and the related credit consequences of
disaggregation and nonregulated generation, 27 states (plus four that formally reversed, suspended, or
delayed restructuring) have retained the traditional regulated model. For utilities operating in those states,
the quality of regulation and management loom considerably larger than markets, operations, and
competitiveness in shaping overall financial performance. Policies and practices among state and federal
regulatory bodies will be key credit determinants. Likewise, the quality of management, defined by its
posture towards creditworthiness, strategic decisions, execution and consistency, and its ability to sustain
a good working relationship with regulators, will be key. Importantly, however, it is virtually impossible to
completely se