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sale price to $869.2 million. These post-closing adjustments were funded included in Note 1(d), "Summary of Significant Accounting Policies—
through other current liabilities at December 31, 2007 and, therefore, are Cash and Cash Equivalents,” as a non-cash transaction,

Future Capital Requirements and Resources

Contractual Obligations
The following table shows the contractual obligations of integrys Energy Group, including its subsidiaries, as of December 31, 2008,

[ Payments Due By Period ,

Total Amounts 2010- 2012- 2014 and
(Millions) Commitbed 2009 2011 2013 Thereafter
Leng-term debt princizal and interest payments @ $ 36228 $ 2941 $ 8324 $ 787 $1.7675
Operating lease obligaticns 474 "4 185 132 4.6
Commadity purchase cbligations 112002 83,3286 2,0342 M3 9844
Purchase orders . 6268 6265 03 - -
Capital contributions to equity method investment P 73 " 3A - - -
Pension and other postretirement - _ L o o

funding obligations I ; - 542 1413

Total contractual cash obligations

" Reprasents bonds issued, notes issued, and loans made fo Integrys Energy Greup and its subsichiaries. Integrys Energy Group records all principal obligations on the balance sheet. For puposes of
this table, It is assumed that the current interest rates on variable rate debt will remain in effect until the debt matures.

@ Energy supply contracts at Intearys Energy Senvices included as part of commodity purchase ebfigations are generally entered into 1o meet abligations to defiver energy 10 customers. The utility
subsidiaries expect to recover the costs of their contracts in future customer ratas.

& Includes obfigations related to normal business oparations end lerge construction obligations.
% Obligations for certain pension and other postratirament banefits plans cannct be estimated bayond 2071,

The table above does not reflect any payments related to the uncertain. Ses Note 14, “income Taxes,” for more information about
manufactured gas plant remediation liability of $639.0 million at this liability.

December 31, 2008, as the amount and timing of payments are

uncertain, See Note 15, “Commitments and Contingencies,” for more Capital Requirements

information about environmental liabilities, In addition, the table does Estimated construction expenditures by company for the three-year

not reflect any payments for the December 31, 2008, liability related to period 2009 through 2011 are listed below.
uncertain tax positions, as the amount and timing of payments are

{Millicns)
WFS

Wind generation projects

Environmental projects

Electric and natural gas distribution projects

Other projects
UPPCO

Electric distribution projects and repairs and safety measures at hydroelectric facilities
MGU

Natural gas pipe distribution system and underground naturat gas storage facilities
MERC

Natural gas pipe distribution systern
PGL

Natural gas pipe distribution systemn and underground natural gas storage fadlities *
NSG

Matural gas pipe distribution systern

Integrys Energy Services

Landfil methana gas project, infrastructure project, solar energy projects, and miscellaneous projects
IBS

Corporate services infrastructure projects
Total capital expenditures

* Inclucles approximstely $55 million of expenditures related to tie accelerated replacerment of cast iron mains at PGL. The expenditures were initially included in a raquest for recovery in a ridar to
PGLs 2008 rate case; however, the llinois Commerce Cammission (/CC) rejected the rider. PGL again requested recovery in a rider as part of the rate case fled on Fabruary 25, 2009,
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Integrys Energy Group expects to provide additional capital
contributions to ATC (not included in the above t2ble) of approximately
%27 million in 2009 and approximately $12 million in 2010. No capital
contributions are expected in 2011,

Al projectad capital and investment expenditures are subject to
periodic review and revision and may vary significantly from the
estimates depending an a number of factors, including, but not
limited to, industry restructuring, regulatory constraints, acquisition
opportunities, market volatility, and econcrmic trends.

Capital Resources
As of December 31, 2008, Integrys Energy Group and each of its

subsidiaries were in compliance with all respective covenants relating
to outstanding short-term and {ong-term debt and expect to be in
compliance with all such debt covenants for the foreseeable future.

Integrys Energy Group and certain of its subsidiaries’ revalving credit
agreements and term loans contain financial and cther covenants,
including but not limited to, a requirement to maintain a debt to total
capitalization ratio not to exceed 65%, excluding nen-recourse debt.
Failure to meet these covenants beyond applicable grace periods could
result in accelerated due dates and/or termination of the agreements.
Termination of the agreements could permit lenders to require
immediate repayment of the outstancing borrowings thereunder,

Integrys Energy Group and certain of its subsidiaries’ long-term debt
ehligations contain covenants related to paymaent of principal and
interest when due and various financial reporting obligations. Failure
to comply with these covenants could result in an event of default
which, if not cured or waived, could result in the acceleration of
cutstanding debt obligations.

Integrys Energy Group plans to meet its capital requirements for the
period 2009 through 2011 primarily through internally generated funds,
net of forecasted dividend payments, and debt and equity financings.
Integrys Energy Group plans to maintain current debt to equity ratios at
appropriate levels to support current credit ratings and corporate
growth. Management believes Integrys Energy Group has adequate
financial flexibility and resources to meet its future needs. See Item 7,
“Management Discussion and Analysis, Other Future Considerations”
for additional information.

See Note 11, *Short-Term Debt and Lines of Credit,” for more
information on our credit facilities and other short-term credit
agreements.

Integrys Energy Group has the ability to publicly issue debt, equity,
certain types of hybrid securities, and other financial instruments under
an existing shelf registration staternant, which expires in April 2009.
Specific terms and conditions of securities issued will be determined
prior to the actual issuance of any specific security. Integrys Energy
Group's Board of Directors has authorized the issuance of up to
$700.0 million of equity, debt, or other securities under this shelf
registration statement, $300.0 million of which was used in December
2006 when Integrys Energy Group issued Junior Subordinated Notes.
Integrys Energy Graup plans to file 2 new shelf registration statement
in the first quarter of 2009.

in May 2008, WPS filed a shelf registration statement. As a result, WPS
may issue up to $25C millian of senior debt securities within the next
three years with amounts, prices, and terms to be determined at the time
of future offerings. On December 5, 2008, WPS izsued $125.0 million of
6.375%, 7-year Senior Notes under this shelf registration statement.

integrys Energy Group, Inc.

Other Future Considerations

Im i ial i il

Volatility and uncertainty in the financial markets has impacted Integrys
Energy Group in a number of ways. Due to unprecedented volatility
within the global financial markets beginning in the second half of 2008,
Integrys Energy Group has been exposed to increased interest costs
and challenges, at times, accessing short-term capital markets. Due to
disruptions in the cormmercial paper markets, Integrys Energy Group
made draws under its syndicated revolving cradit agreements for funds
that would normally have been borrowed in the commercial paper
market, and $300.0 million of these borrewings were cutstanding at
December 31, 2008, In addition, we believe that a decrease in the
number of wholesale counterparties actively trading in the energy
markets has reduced market liquidity and increased the risk of
counterparty concentrations. This factor, combined with worsening
economic conditions, has also increased the risk of credit losses. A
decline in the overall level of natural gas and electricity prices has
rasulted in increased cash margin calls on the exchanges utilized by
Integrys Energy Group for economically hedging its supply obligations.

In response to the factors discussed above, Integrys Enargy Group has
taken several steps to improve its aveilable liquidity, In the fourth quarter
of 2008, several transactions were closed in support of this effort. Firat,
PGL issued $50.0 million of first mortgage bonds, and NSG issued

$4.5 millicn of first martgage bonds in private placement transactions.
Next, integrys Energy Group entered into an approximate $156 million
drawn credit facility extending through March 2009 and entered into a
$250 million undrawn credit facility extending to May 2009. Finally,

WPS issued $125.0 million of 7-year fading lien first mortgage bonds,

In addition to the foregoing, Integrys Energy Services has adjusted its
product pricing strategy to account Jor the increased operating costs,
collateral requirernents, business risks, and potential cash margining
impact, This new pricing strategy has reduced the flow of new business,
therefore reducing future liquidity requirements, while improving the
profitability of transactions that are exscuted. Management believes that
these efforts have reduced its exposure to adverse market conditions.
While the impact of continued market volatility ard the extent and
impacts of any sconomic downturn cannot be predicted, Integrys Energy
Group currently believes it has sufficient operating flexibility and access
to funding sources to maintain adequate liquidity. Also, as Integrys
Energy Group heads out of the winter heating seassn, the natural gas
storage cycle at both the regulated natural gas utilities and Integrys
Energy Services will aid in the generation of positive cash flow as
inventory that has been built up in storage will be sold to customers,
These positive cash flows will be used to reduce short-term debt.

The recent volatility in global capital markets has also led to a reduction
in the current market value of lang-term investments held in Integrys
Energy Group’s pension and other postretirement benefit plan trusts.
The recent decline in asset value of the plans will likely rasult in higher
pension and other postretirernent benefit expenses, and additional
future funding requirements,

Impact of Divestin caling B e Nen 1 nt
Integrys Energy Group has made a decision to divest of its
nonregulated energy services business segment, Integrys Enerqy
Services, or reduce its size, risk, and financial requirements in response
to increased collateral requirements at a time when global credit and
financial markets are canstraining the availability and increasing the cost
of capital. As a result, Integrys Energy Services' operations will either be
fully or partially divested, or scaled back to include only the most
profitable products and markets, resulting in lower aperating expensas
and a reduced lavel of financial liquidity support, while invested capital
will be managed downward in order to obtain an acceptable leve! of
retum. Integrys Energy Group is seeking to deploy its capital to areas
with more desirable risk-adjusted rates of return,
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Execution of this strategic dedision will result in lower earnings capacity
from this business segment going forward, although, in return, Integrys
Energy Group expects an improved business risk profile and enhanced
financial security. A divestiture of the nonregulated business segment,
or a reduced segment scale, will alsc allow Integrys Energy Group to
either eliminate or reduce the amount of credit faciliies and other forms
of financial support committed to Integrys Energy Services.

To mitigate the volatility of the price of natural gas used for electric
generation, and purchased power costs in 2009 and beyond, WPS is
amplaying risk management techniques pursuant to its PSCW-approved
Risk Plan and Policy, including the use of derivative instruments such as
futures and options,

On February 1, 2007, the five utilities subject to the current Wisconsin
fuel rules filed proposed changes to the fuel rules with the PSCW., The
primary proposed change was to implernent a 1% “dead band” to limit
a utility's annual exposure or cpportunity to a maximum of 1% of fuel
costs. The proposed “dead band” differs from the current trigger
mechanism in that it would allow a utility to recover or refund all fuel
costs outside of the band, rather than anly those costs after the trigger
date. A proposed rule for PSCW Chapter 116, "Cost of Fuel,” was
issued by the PSCW on July 3, 2008, incorporating many of the
components of the utilities” proposal, with a 2% bandwidth as opposed
to the 1% bandwidth recommended by tha utilities. WPS filed comments
on the proposed fuel rules, continuing to support a true “dead band” of
1%. The PSCW will need to agree on a proposed rule that will then be
forwarded to the legislature for review and promulgation.

In the current political, econamic, and regulatory environment, the focus
on energy efficiency can lead to the implementation of decoupling
mechanisms. Under decoupling, utilities are allowed to adjust rates to
recover or rafund the difference betwesn the actual and anthorized
margin impact of variations in volumes. In the recently completed WPS
rate case, the PSCW approved a settlement filed by WPS and the
Wisconsin Citizens Utility Board to implement decoupling for natural
gas and electric residential and small commercial sales, along with
several energy efficiency initiatives. In approving the setlement, the
PSCW capped the annual amount that can be recovered under the
decoupling mechanism ta $4.0 million for natural gas service, and
$12.0 million for electric service. On January 16, 2009, WPS requested
rehearing to remove or increase the decoupling caps. On February 24,
2009, in a written order, the PSCW increased the caps to $8.0 million for
natural gas service and $14.0 millien for electric service. Recently
passed legislation in Michigan authorizes the MPSC to approve
decoupling mechanisms, and in its January 2009 rate order, MGU was
ordered to submit a proposal for decoupling in its next rate case filing.
In Minnesota, the legislature required the Minnesota Public Utility
Commission (MPUC) o evaluate decoupling. The MPUC is currently
engaged in that provess and has sought and received comments on
decoupling mechanisms from utilities and interveners in Minnesota.
Decoupling for residential and small commercial sales was approved by
the ICC for PGL and NSG on a fouryear trial basis on February 5, 2008,

integrys Energy Group, Inc.

and became effactive March 1, 2008. Interveners, including the illincis
Attorney General, oppose decoupling, and have appealed the ICCs
approval. PGL and N3G are actively supporting the ICC's decision to
approve decoupling.

For a discussion of regulatory filings and dacisions, see Note 23,
“Regulatory Environment.”

flacti Ly
The reserves for uncollectible accounts at Integrys Energy Group reflect
management’s best estimate of probable losses an the accounts
receivable balances. The reserves are based on known troubled acoounts,
historical experience, and other cunently available evidence. Provisions
for bad debt expense are affected by changes in various factors,
including the impacts of the econemy, energy prices, and weather.

The impact of higher prices and the declining economic envirenment
could cause more accounts receivable to become uncallectible, Higher
levels of uncollectible balances would negatively impact Integrys Energy
Group’s results of operations and could result in higher working capital
requirements.

Goodwill Impairment Testing

Integrys Energy Group performs its required annual goodwill
impairment tests each April 1. SFAS Mo. 142, “Goodwill and Other
Intangible Assets,” requires goodwill to be tested on an annual basis
and between required annual testing dates if certain conditions exist.
One of these conditions is a change in buziness climate, which may be
evidenced by, among other things, a prolonged decling in a company’s
market capitalization below book value. Any annual or interim goodwill
impairment test could result in the recognition of a goodwill impairment
loss. See Note 9, “Goodwill and Other Intangible Assets,” fer more
information on goadwill balances for Integrys Energy Group's reporting
units at December 31, 2000,

New Lawsg

In February 2009, the American Recovery and Reinvestment Act of 2009
(ARRA)} was signed into faw. ARRA contains various provisions intended
to stimulate the sconomy. Integrys Energy Group is currently evaluating
the impacts of ARRA on its financial condition, results of operations, and
cash flows from operations.

in February 2009, Wisconsin Senate Bill (SB) 62 was signed into law.
5B 62 contains various tax provisions intended to reduce Wisconsin’s
current budget gap. Integrys Energy Group is curently evaluating the
impacts of SB 62 on its financial condition, results of operations, and
cash flows from operations.

OFF BALANCE SHEET ARRANGEMENTS

See Note 16, "Guarantees,” for information regarding guarantees.
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MARKET PRICE RISK
MANAGEMENT ACTIVITIES

Market price risk management activities include the electric and natural
gas marketing and related risk management activities of Integrys Energy
Services. Integrys Energy Services’ marketing and trading operations
manage electricity and natural gas procurement as an integrated
portfolic with its retail and whalesale sales commitments. Derivative
instruments are utilized in these operations.

integrys Energy Services measures the fair value of derivative instruments
on a mark-to-market basis. The fair value is included in assets or liabilities
from risk management activities on Integrys Energy Group's Consolidated
Balance Sheets, with an offsetting entry to other comprshansive income
{for the effective portion of cash flow hedges), 2lso on Integrys Energy
Group'’s Consolidated Balance Sheets, or to eamings. The following table
provides an assessment of the factors impacting the change in the net
value of Integrys Energy Services’ assets and liabilities from risk
managemant activities for the year ended Decamber 31, 2008,

Integrys Energy Services

Plus: Changes in fair value of contracts in existence at December 31, 2008

Mark-to-Market Roll Forward Qil

{Millions) Options Natural Gas Electric Total

Fair value of contracts at December 31, 2007 $(0.2) $ 895 $ 428 $132.1
Less: Contracts realized or settled during period @ 0.2 68.1) _165.6 973

Fair value of contracts at December 31, 2008 ™

" Reflects the valucs reported on the halance sheets for net mark-to-market current and long-term risk management assets and liabiities as of those dates.

B Includas the value of contracts in sxistence et Decamber 31, 2007, that were no longer included

in the net mark-to-market assets as of Dacarnber 31, 2008,

® Includes unrealized gains and losses on contracts that existed at Decernber 31, 2007, and contraces that were enterad into subsequent to Decemnber 31, 2007, which were included in Integrys Energy
Servicas’ portiofio ot Decernber 31, 2008, 25 well as gains and losses at the inception of contracts.

There were, in many cases, denvative positions entered into and settled
during the period resulting in gains or losses being realized during the
current paricd. The realized gains or losses from these derivative
positions are not reflected in the table above.

The table below shows Integrys Energy Services’ risk management
instruments categorized by fair value hierarchy levels and by maturity.
For more information on the fair value hierarchy, see Note 1(t),
"Summary of Significant Accounting Policies—Fair Value.”

CRITICAL ACCOUNTING POLICIES

integrys Energy Group has datermined that the following accounting
policies are critical to the understanding of its financial statements
because their application requires significant judgment and reliance on
estirnations of matters that are inherently unceriain. Integrys Energy
Group's management has discussed these critical accounting policies
with the Audit Committee of the Board of Directars.

Risk Management Activities

Integrys Energy Group has entered into contracts that are accounted for
as derivatives under the provisions of SFAS No. 133, “Accounting for
Derivative Instruments and Hedging Activities,” as amended. At
December 31, 2008, those derivatives not designated as hedges ara
primarily commedity contracts used to manage price risk associated
with natural gas and electricity purchase and sale activities. If the
derivatives qualify for requiatory deferral subject to the provisions of
SFAS No. 71, "Accounting for the Effects of Certain Types of
Regulation,” there is no impact on income availabte for carmmaon
shareholders prior to settlement of the contracts. In addition, Integrys
Energy Group may apply the normal purchases and sales exception,
provided by SFAS No. 132, as amended, 1o certain derivative contracts,
The nermal purchases and sales exception provides that recognition of
gains and |osses in the consolidated financial statements is not required
until the settlement of the contracts.

Integrys Energy Group, Inc.

Integrys Energy Services Matwurity Makurity Maturity Wisburity Total

Risk Management Contract Aging at Fair Value leasThan  1ta3 s in Exoess Fair

As of December 31, 2008 (Millions) 1 Year Years Years of 5 Years Value

Fair Value Hierarchy Level . o
Level 1 $P4G - seaT $0.5 o5 St
Level 2 463 - 948) 4.5 (3.4) 6B8
Level 3 763 o A 12,3 AT

Total fair vakie L

Cash flow hedge accounting treatment may be used when Integrys
Energy Group enters into contracts to buy or sell a commodity at a
fixed price for future delivery ta pratect future cash flows comresponding
with anticipated physical sales or purchases. |n addition, Integrys Energy
Group uses cash flow hedge accounting to protect against changes in
fareign currency exchange rates, and interest rates. Fair value hedge
accounting may be used when Integrys Energy Group holds assets,
Hiabilities, or firm commitments and enters into transactions that hedge
the risk of changes in commodity prices or interest rates. To the extent
that the hedging instrument is fully effective in offsetting the transaction
being hedged, there is no impact on income available for common
shareholders prior to setlement of the hedge.

Derivative contracts that are determined to fall within the scope of
SFAS No. 133, as amended, are recorded at fair value on the Consolidated
Balance Sheets of Integrys Energy Group. Changes in fair value, except
effective portions of derivative instruments designated as hedges or
gualifying for regulatory deferral, generally affect income available for
common shareholders at each financial reporiing date until the
contracts are ultimately settied.

In conjunction with the implementation of SFAS No. 157, on January 1,
2008, integrys Energy Group categorized its fair value measurements
into three |evels within a fair value hierarchy. See Note 1), “Summary
of Significant Accourtting Policies—Fair Value,” and Note 21, “Fair
Value,” for more information.
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Integrys Energy Group has based its valuations on observable inputs
whenever possible. However, at times, the valuation of certain derivative
instruments recjuires the use of internally developed valuation techniques
and/or significant unobservable inputs. These valuations require a
significant amount of management judgment and are classified as Level 3
measurermerits. Of the total risk management assets on Integrys Energy
Group's Consolidated Balance Sheets, $755.4 miltion (25.3%) utilized
Level 3 measurements. Of the total risk management liabilities,

$573.4 million (19.4%) utilized Level 3 measurements. integrys Energy
Group believes these valuations reprasent the fair values of these
instrurments as of the reporting date; howevey, the actual amounts
realized upon settlement of these instruments could vary materially from
the reported amounts due to movements in market prices and changes
in the hquidity of certain markets.

As a component of the feir value determination, Integrys Energy Group
considers counterparty credit risk ({including its own credit risk) and
liquidity risk. The liquidity compenent of the fair value determination
may be especially subjective when limited liquid market information is
available. Under SFAS No. 157, beginning January 1, 2008, Integrys
Energy Services ne longer includes transaction costs in these fair value
determinations, but included this in determining fair value prior to
2008. Changes in the underlying assumptions for these components of
fair value at December 31, 2008, woulg have the following effects:

Change in Components

100% increase

50% decrease

These hypathetical changes in fair value would be incdluded in current
and long-term assets and fiakilities from risk management activities on
the Consolidated Balance Sheets and as part of nonregulated revenue
on the Consolidated Statements of Income, unless the related contracts
are designated as cash flow hedges, in which case potential changes
would be included in Other Comprehensive Income—Cash Flow Hedges
on the Consolidated Statements of Common Shareholders” Equity.

Purchase Accounting

The 2007 PEC merger, as well as the acquisitions of natural gas
distribution operations in Michigan and Minnesota in 2006, were
accounted for using the purchase method of actounting in accordance
with SFAS No. 141, “Business Combinations.” Under this statement,
the purchase price paid by the acquirer, including transaction costs,

is allocated to the assets and liabilitias acquired as of the acquisition
date based on their fair values. The per share fair value of the commien
stock issued by Integrys Energy Group for the acquisition of PEC was
determined by using the average market value of Integrys Energy
Group's common stock over a five-day period, beginning two days
before the announcement date of the merger. As Integrys Energy
Group announced its intent to sell PEP at the time of the closing of the
matger, the PEP assets and liakilities were reported at estimated fair
value less costs to sell.

Management makes estimates of fair value based upen historical
experience and information obtained from the managemant of the
acquired company. Assumptions may be incomplete, and unanticipated
events and circumstances may occur which could affect the validity of
such assumptions, estimates, or actual results. As discussed below
within "Asset Impairment,” a significant amount of goodwill resulted
from these acquisitions, which requires impairment testing on at least
an annual basis. Goodwill was allocated to the vanous segments basad
on the excess of the purchase price cver the estimated fair value of net
identifiable assets.

tntegrys Energy Group, Inc. H

In conjunction with the PEC merger, a significant fair value estimate
related to nonderivative commodity contracts and customer
relationships, which were recorded as intangible assets at Integrys
Energy Services. The intangible asset related to the contracts is being
amortized into earings as the contracts settle, and the intangible asset
related to customer relationships is being amortized over the estimated
lives of those relationships. The amortization of these items had a
negative impact on earnings in 2008,

PGL, NSG, MGU, and MERC are predominantly requlated utilities;
therefore, in accordance with SFAS No. 71, the camying value of the
majerity of their assets and liabiiities approximated fair value, and as such,
did not change significantly as a result of applying purchase accounting.

Asset Impairment

Integrys Energy Group reviews certain assets for impairment as required
by SFAS No. 144, “Accounting for the Impairment and Disposal of
Long-Lived Assets,” and SFAS No, 142,

The carrying value of goodwill by segment for the year ended
December 31, 2008, was:

(Miffions)

WPS ™
PGLYE
NSG @
MERC ®
MGU @
Total Natural Gas Segment
Integrys Energy Services @
Balance at December 31, 2008

© Relsted to the acquisition of Wiscenain Fuel and Light in 2001,
2 Raiated to the PEC marger in 2007

A Raiated to the acquisition af the natural gas distnbution operations in Michigan and
Minnesota in 2006.

The goodwill for each of our reporting units is tested for impairment
annually on April 1 or more frequently when evernts or circumstances
warrant based on the guidance of SFAS No. 142, The test for impairment
includes estimating the fair market value of each reporting unit using
assumptions about future profitability. Key assumptions used in the
analysis include the use of an appropriate discaunt rate, long-term
growth rates, return on equity, financial forzcasts, capital expenditures,
and aother factors. A significant decrease in market values and/or
projected future cash flows could result in an impairment loss, In 2008,
an after-tax goodwill impairment loss of $6.5 million was recognized

for NSG, related to a decrease in forecasted resulis and worsening
economic factors. (See Note 9, "Goodwill and Other Intangibile Asssts,”
for turther discussion of the impairment.)

The review for impairment of tangible assets is more critical to Integrys
Energy Services than to our other segments because of its lack of
access to rate setting based on cost of service that is available to our
regulated segments. At December 31, 2008, the carrying value of
Integrys Energy Services’ property, plant, and equipment totaled
$187.5 million. Integrys Energy Group believes that the accounting
estimate related to asset impairment of power plants is a “critical
accounting estimate” because: (1) the estimate is susceptible to change
from period to period because it requires management to make
assumptions about future market sales pricing, production costs, capital
expenditures, and generation volumes and (2) the impact of recognizing
an impairment could be material to our financial position or results of
operztions. Management’s assumptions about future market sales prices
and generation volumes require significant judgment because actual
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prices and generation vofumes have fluctuated in the past as a result of
changing fuel costs and required plant maintenance and are expected
to continue to co so in the future.

The primary estimates used at Integrys Energy Services in the
impairment analyses are future revenue streams, capital expenditures,
environmental landlscape, and operating costs. A combination of inputs
from both intemnal and external sources is used to project revenue
streams. Integrys Energy Services forecasts future operating costs with
input from external sources for fuel costs. These estimates are modeled
over the projected remaining life of the power plants using the
methodology defined in SFAS No. 144,

Integrys Energy Services evaluates property, plant, and equipment for
impairment whenever indicators of impairment exist. These indicators
include a significant underperformance of the assets relative to historical
or projected future operating results, a significant change in the use of
the assets or business stratagy related to such assets, and significant
negative industry or aconomic trends. SFAS No. 144 requires that if the
sum of the undiscounted expected future cash flows from a company's
asset is less than the carrying value of the asset, an asset impairment
must be recognized in the financial statements. For assets held for sale,
impairment charges are recorded if the carrying value of such assets
exceeds the estimated fair value less costs to seil. The amount of
impairment recognized is calculated by reducing the carrying value of
the asset to its fair value {or fair valuz less costs to sell if held for sale).

Throughout 2008, Integrys Energy Services tested various power plants
for impairment whenever events or changes in ¢ircumstances indicated
that a test was required in compliance with SFAS No. 144. No material
impairment charges were recarded in 2008 as a result of the
recoverability tests. Results of past impalrment tests may not necessarily
be an indicator of future results given the nature of the accounting
estimates involved, as discussed more fully above. Future results or
changes in assumpticons could result in an impairment.

Receivables and Reserves

Our regulated natural gas and electric utilities and Integrys Energy
Services accrue estimated amounts of revenues for services rendered
but nat yet billed. Estimated unbilled revenues are calculated using a
variety of factors based on customer class. At December 31, 2008 and
2007, Integrys Energy Group's unbilled revenues were $525.5 million
and $464.7 million, respectively. Any difference between actual
revenues and the estimates are recorded in revenue in the next period,
Differences historically have not been significant.

With the exception of WPS, Integrys Energy Group records reserves for
potential uncollectible customer accounts as an expense on the income
statement and an uncollectible reserve on the balance sheet. At WPS,
the PSCW follows the direct write-off approach in rates rather than the
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allowance method; therefore, a regulatery asset is debited rather than
an expense account when the resarve for uncollectible accounts is set
up. Actual write-offs at WPS are charged directly to an expense account
in lieu of the reserve account. At the utilities, the reserves are based on
known troubled accounts, historical experience, and other currently
available evidence. Provisions for bad debt expense are affected by
changes in various factors, including the impacts of the economy,
comrodity prices, and weather. Each quarter, the utilities evaluate the
adequacy of the reserves for uncollectible accounts based on the most
current available information and adjust the reserves for changes in
estimated probable accounts receivable losses. Integrys Energy Services
calculates the reserve for potential uncollectible customer receivable
balances by zpplying an estimated bad debt experience rate to each
past due aging category and reserving for 100% of specific customer
receivable balances deemed to be uncollectible. The basis for
calculating the reserve for receivables from wholesale counterparties
considers netting agreements, collateral, and guarantees. If the
assumption that historical uncellectible experience matches cument
customer delault is incemect, or if a specific customer with a large
account receivable that has not previously been identified as a risk
defaults, there could be significant changes to bad debt expense and
the uncollectible reserve balance. At Decermber 31, 2008 and 2007,
Integrys Energy Group's reserve for uncaollectible accounts was

$62.5 million and $546.0 millicn, respectively.

Pension and Other Postretirement Benefits

The costs of providing non-contributory defined benefit pension benefits
and other postretirernent benefits, described in Nete 17, "Employee
Benefit Flans,” are dependent upon numerous factors resuling from
actual plan experience and assumptions regarding future experience.

Pension and other postretirement benefit costs are impacted by actual
employee demographics {including age, compensation levels, and
employmant periads), the leve! of contributions made to the plans, and
earnings on plan assets. Pension and other postretirement benefit costs
may be significantly affected by changes in key actuarial assumptions,
including anticipated rates of return on plan assets, discount rates used
in determining the projected pension and other postretirerment benefit
obligations and costs, and heelth care cost trends. Changes made to
the plan provisions may also impact current and future pension and
other postretirement benefit costs.

Integrys Energy Group's pension and other postretirement benedit plan
assets are primarily made up of equity and fixed income investments.
Fluctuations in actual equity and fixed income market retums, as well as
changes in general interest rates, may result in increased or decreased
benefit costs in future periods, Management believes that such changes
in costs would be recovered at our regulated segments through the
ratemaking process.
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The following chart shows how a given change in certain actuarial
assumptions would impact the projected benefit obligation and the
reported annual pension cost on the income statement. Each factor

below reflects an evaluation of the change based on a change in that
assurnption only.

Actuarial Assumgption
{Millions, except percentages)

Discount rata
Discount rate
Rate of return on plan assets
Rate of return on plan assets

The following chart shows how a given change in certain actuarial
assumptions would impact the accumulated other postretirement
benefit obligation and the reported annual other postretirement benefit

cost on the income statement. Each factor below reflects an evaluation
of the change based on a change in that assumption anly.

Actuarial Assumption
{Millions, except percentages}

Discount rate

Biscount rate

Health care cost trend rate
Heaith care cost trend rate
Rate of retum on plan assets
Rate of return on plan assets

Integrys Energy Group has developed an interest rate yield curve to
enable it to make judgments pursuant to Emerging Issues Task Force
Topic No. D-36, “Selection of Discount Rates Used for Measuring
Definad Benefit Pension Obligations and Obligations of Post Retirement
Benefit Plans Cther Than Pensions.” The yield curve is comprised of
non-callable (or callable with make-whole provisions), high-quality
corporate bonds with maturities between 0 and 30 years. The
included bonds are generally rated by Moody's as Aaa and Aa with a
minimum amount outstanding of $50 million. The expected annual
banefit cash flows are discounted for each of Integrys Energy Group's
pension and retiree welfare plans using this yield curve, and a single-
point discount rate is developed matching each plan’s expected
payout structure.

Integrys Energy Group establishes its expected return on asset
assumption based on consideration of historical and projected asset
class returns, as well as the targst allocations of the benefit trust
portfolics. The assumed long-term rate of return was 8.5% in 2008,
2007, and 2006. For 2008, 2007, and 2006, the actual rates of retum
an pension plan assets, net of fees, were (25.9%), 6.2%, and 11.3%,
respectively.

The determination of expected retum on qualified plan assets is based
on a market-related valuation of assets, which raduces year-to-year
volatility. Cumulative gains and losses in excess of 10% of the greater of
the pension benefit abligation or market-related value are amortized
over the average remaining future service to expected retirernent ages.
Changes in fair value are recognized over the subsequent five years

for plans previously sponsored by WPS, while differences between
actual investment returns and the expectad return on plan assets are
recognized over a five-year period for plans previously sponsored

by PEC. Because of this method, the future value of assets wilt be
impacted as previously deferred gains or losses are included in market
related value.

Integrys Energy Group, Inc.

In selecting assumed health care cost trend rates, past performance and
forecasts of health care costs are considered. More information on
health care cost trend rates can be found in Note 17, "Employee
Benefit Plans.”

For a table showing future payments that Integrys Energy Group
expects to make for pension and other postretirement benefits, see
Note 17, “Employee Benefit Plans.”

Regulatery Accounting

The electric and natural gas utility segments of Integrys Energy Group
follow SFAS No. 71, and our financia! statements reflect the effects of the
different ratemaking principles followed by the various jurisdictions
regulating these segments. Certain items that would otherwise be
imrmediately recognized as revenues and expenses are deferred as
regulatory assets and regulatory liabilities for future recovery or refund to
customers, 2s authorized by our regulators. Future recovery of regulatory
assets is not assured, and is generally subject to review by regulators in
rate proceecings for matters such as prudenca and reascnableness.
Management regularly assesses whether these regulatory assets and
lizbilities are prabable of future recovery or refund by considering factors
such as changes in the regulatory environment, eamings at the utility
segments, and the status of any pending or potential deregulation
legislation. Once approved, the regulatory assets and lisbilities are
amartized into income over the rate recovery period. f recovery of costs
is not approved or is no longer deemed probabile, these regulatory
assets or liabilities are recognized in current period income.

If our regulated electric and natural gas utility segments or a separable
portion of those segments would na langer meet the criteria for
application of SFAS No. 71, we would discontinue its application as
defined under SFAS No. 101, "Regulated Enterprises—Accounting for
the Discontinuation of Agplication of SFAS No. 71.” Assets and liabilities
recognized solely due to the actions of rate regulation would no tonger
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be recognized on the balance sheet, but rather would be classified as an
extraordinary item in income for the period in which the discontinuation
occurred. A wiite-off of zli of Integrys Energy Group's regulatory assets
and regulatory liabilities at December 31, 2008, would result in an 11.9%
decraase in total assets and a 3.0% decrease in tatal liabilities. Sea

Note 7, “Regulatory Assets and Liabilities,” for more information.

Environmental Activities Relating to Former
Manufactured Gas Operaticns

Integrys Energy Group's utility subsidiaries, their predecessors, and
certain former affiliates operated facilities in the past at mubtiple
manufactured gas plant sites for the purpese of manufacturing gas and
stering manufactured gas. The utility subsidiaries are accruing and
deferring the costs incurred in connection with environmental activities
at the manufactured gas plant sites pending recovery through rates or
from other entities. The amounts deferred include costs incurred but
not yet recovered through rates and management’s best estimates of
the costs that the utilities will incur in investigating and remediating the
manufactured gas sites. Management’s estimates are based upon a
probabilistic model and an ongoing review by management of future
investigative and remedial costs.

Management censiders this policy critical due to the substantial
uncertainty in the estimation of future costs with respect to the amount
and timing of costs, and the extent of recovery from other potential
responsible parties. See Note 15, “Commitments and Contingencies,”
for further discussion of envirenmental matters.

Tax Provisien

As part of the process of preparing our Consolidated Financial
Statements, we are required to estimate our income taxes for each of
the jurisdictions in which we operate. This process involves estimating
our actual current tax liabilities together with assessing tempaorary
differences resuiting from differing treatment of items, such as
depreciation, for tax and accounting purposes. These differences result
in deferred tax assets and liabilities, which are included within our

Integrys Energy Group, Inc.

Censclidated Balance Sheet. We must also assess the likelihood that
our deferred tax assets will be recovered through futurs taxable income
and, to the extent we believe that recovery is not likely, we must
establish a valtuation allowance, which is offset by an adjustment to
incoma tax expense in the Consclidated Income Statements. The
interpretation of tax laws involves uncertainty, since tax authorities
may interpret them differently. As of January 1, 2007, we adopted

the provisions of Financial Accounting Standards Board (FASB)
Interpretation No. 48, “Accounting tar Uncertainty in Income Taxes—
an Interpretation of FAS 109." As allowed under Interpretation Ne. 48,
Integrys Energy Group elected to change its method of accounting to
record interest and penalties paid on income tax cbligations as a
component of incomne tax expense.

Significant management judgment is required in determining aur
provision for income taxes, our deferred tax assets and liabilities, and
any valuation allowance recorded against our deferred tax assets. The
assumptions involved are supported by historical data, reasonable
projections, and technical interpretations of applicable tax law and
regulation across multiple taxing jurisdictions. Significant changes in
these assumptions could have a material impact on Integrys Energy
Group’s financial condition and results of cperations. See Notes 1{p)
“Income Taxes,” and 14, “Income Taxes,” for a discussion of accounting
for income taxes.

IMPACT OF INFLATION

Qur financial statemnents are prepared in accordance with accounting
principles generally accepted in the United States of America and
report operating results in terms of historic cost. The statements
provide a reasonakle, objective, and quantifizble statement of financial
results, but they do not evaluate the impact of inflation. For cur
regulated operations, to the extent we are not recovering the effects of
inflation, we will file rate cases as necessary in the various jurisdictions.
Our nonregulated businesses include inflation in forecasted costs.
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CONSOLIDATED STATEMENTS OF INCOME

Year Ended December 31 (Millions, except per share data) 2007 2006
Nonregulated revenue % 69870 $5,156.7
Utility revenue 33054 17340
Total rev 10,2%2.4 68907
Monregulated cost of fuel, nawrat gas, and purchased power &,676.2 49689
Utitity cost of fuel, natural gas, and purchased power 2044.2 1,006.1
Qperating and maintenance expense Q221 4843
Goodwilt impairment loss - -
Depreciation and amortization ¢xpense 1951 121.3
Taxgs other than income taxes §7.4 50,9
Oparating income 367.4 24%.2
Miscellaneous incoma 64.1 428
Interest axpense (164.5) 79.2)
Minority interest 0.1 . 3.8
Qther expanse {100.3) {52.6)
Income before taxes 2671 196.6
Frovision far income taxes 86.0 45.0
Inceme from continuing operations 181.1 151.6
Discantinued operations, net of tax 733 7.3
Income before preferrad stock dividlends of subsidiary 254.4 158.9
Preferred stodk dividends of subsidliary 3.1 3.1
Income avaitable for common sharaholders $ 2513 3 1558
Average shares of common stock

Basic 716 42.3

Diluted 71.8 42.4
Eamings per common share {basic}

Income from continuing operations $2.49 $3.51

Digcontinued operations, net of tax £.02 Q.17

Eamings per common share (basic) $3.51 $3.68
Eamings per commeon share {diluted)

Incorme from continuing operations $z.48 $3.50

Discontinued operations, net of tax 1.02 0.17

£arnings per common share (diluted) $3.50 $3.67
Dividends per commeon share $2.56 $2.28

The accompanying notes to Integrys Energy Group’s consalidated financial statements are an integral part of these statements.
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CONSOLIDATED BALANCE SHEETS

At Decembar 31 (Millions) 2008 2007
Assets

Cash and cash equivalents 3 2549 $ M2
Accounts receivable and acerued unbilted revenues, net of reserves of 562.5 and $56.0, respectively 21563 1,870.0
Inventories 7319 6534
Assets from risk management activities 22232 840.7
Regulatory assets 2440 1417
Cther current assets 280.8 169.3
Current assets - 5890.8 ) 37263
Property, plant, and equipment, net af accumulated depraciation of $2,710.0 and $2,602.2, respectivaly 47733 4.463.8
Regulatary assets 1,443 ’ 1,102.3
Assets from risk management activities 7587 459.3
Goodwill 93319 948.3
Pension assets ) - 1014
Othar 4710 4336
Total assets 5142725 - $11,2344
Liabilities and Shareholders' Equity ‘

Short-term dabt _ $.5.2098 3 4682
Current portion of long-termn delst . 18953 55.2
Accounns payable 15343 1331.8
Liabiiities from risk management activities L R1WeR 8135
Requlatary liabilities S = 779
Deferred income taxes Fi B 13%
Other current liabilities MR 487.7
Currant llabities BT 32482
Long-term debt 2384 w0 2,265.1
Deferred income taxes 438F . T 4944
Deferred investmernt tax cracts . . S 383
Reguiatory liabllites B - T S 2924
Erwironmental remediation labilities 58 705.4
Panrsion and other postretirement benedit abligations 4348 2479
Liabilities frorn risk management activities o TR 3720
Asset retirement obligations . - I 1402
Othar _152E 143.4
Long term hiablities SA0TE 45993
Commitments and contingencies

Preferred stodk of subsidiary with no mandatory redemption - $100 par value; 1,000,000 shares authorized;

511,882 shares issued; 510,516 shares outstanding =41 511
Commaan stack — $1 par value; 200,000,000 shares authorized; 76,430,037 shares issued; 75,992,768 shares outstanding . F N 764
Additional paid-in capital - T B 24738
Retained eamings T AMME 701.9
Accumulated other comprehensive loss Fa.9) 1.3)
Treasury stock and shares in deferred compensation trust {165 {15.0)
Total liabilities and shareholders' equity $11,234.4

The accompanying notes to Integrys Energy Group’s consolidated finarcial staternents are ar integral part of these statements.
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CONSOLIDATED STATEMENTS OF COMMON SHAREHQLDERS' EQUITY
| Accumulated Cther Comprehensiva Income (Loss)
Daferred Additional Cash  Minimum SRAS 158 Available Fereign
Compensation Common  Paidin  Retained Treasury Flow Pension Pension ForSale Currency
(Mitlions) Total Trust Stock  Capltal Eamings Stock Hedges Liabillty Costs Secwities Translation
HBalance at December 31, 2005 §1,304.2  $(10.9) $401 ¢ 7170 S5e87 B0l $ (e H3m 5 - $0.6 $04
Income available for common shareholders 1558 - - - 155.8 - - - - = —
Cther Comprensive Income
Net unrealized {losses) on cash flow hedges
{net of tax of $11.9) {180 - - - - - (18.0) - - - -
Redassification into earnings from cash flow
hedges (net of tax of $11.4) 174 - - - - _ 17.4 - - - _
Minirmum pension fiability (net of tax of $1.8} 24 - - - - - - 2.4 - - -
Available for sale securities (net of tax of $0.2} 04 - - - - - - - - 0.4 _
Foreign currency transiation (net of tax of $0.2) 0.3 - - - - - - - - - 0.3
Comprehensive income 1569 - - - - - - - - - -
Issuance of common stock 164.6 - 3.2 1614 - - - - - - -
Diviclends on common stock 8.0 - - - {94.0) - - - - - -
Adjustment to initially apply SFAS No. 158
{net of taxes of $2.9) a5 - - - - - - 1.4 {59 - -
Crther 8.4 2.3) 0.1 109 10.3) - - - - - -
Balance at December 31, 2006 $1,5336  $(i3.3) $434 § 8893 346282 $0.3) $ (8.2 $ - [ $0.2 $0.1
Income available for common shareholders 2513 - - - 2513 - - - - - _
Other Comprensive Income
MNet unrealized {losses) on cash flow hedges
{net of tax of $11.9} (18.4) - - - - - (18.4) - - - -
Reclassification into earnings from cash flow
hedges het of tax of $15.0) 233 - - - - ~ 233 - - _ _
SFAS No. 158 unrecegnized pension costs
(net of taxes of $3.0) 38 - - - - - - - 38 - -
Availabie for sale securities (net of tax of $0.2) 0.4 - - - - - - - - a4 -
Foreign curency translation net of tax of $2.2) 36 - - - - - - - - - 1.6
Comprehensive income 2640 - - - - - - - - - -
Issuance of common stock 45.6 - 1.1 445 - - - - - - -
Peoples Energy Corperation merger 1,559.3 - 319 1,527.4 - - - _ - - -
Stock based compensation B7 - - 8.7 - - - - - - -
Dividends on common stock (177.00 - - - 177.0) - - - - - _
Other 1.4 {15 - 39 0.6 - 0.3) - - - 0.1
Balance at Dacember 31, 2007 $3,235.8 1470 764 $2,4738 §7019 503 § (3.6 - 20 $0.6 $38
Income available for common sharehclders 1264 - - - 1264 - - - = — —
Cther Comprensive Income
Net unreslized (losses) on cash flow hedgas
(net of tax of $53.7) (84.0) - - - - - {84.0) - - - -
ReclassHfication inta earnings from cash flow
hedges net of tax of $20.0) 31.2 - - - - - 3.2 - - - -
SFAS No. 158 unrecognized pension costs
(net of taxes of 58.1) 1zn - - - - - - - 12.7) - -
Available for sale securities (net of tax of $0.3) [0.5) - - - - - - - - 0.5) -
Fareign currency translation (net af tax of $3.4) (5.5) - - - - - - - - - (5.5)
Comprehensive income 54.9 - - - - - - - - - -
Cumulative effect of change in accounting principle 4.5 - - - 45 - - - - - -
Effects of changing pension plan measurement
date pursuant to SFAS No. 158 (3.5) - - - (3.5) - - -~ - - -
Purchase of deferred compensation shares =N 270 - - - - - - - - -
Stack based compensatien 1256 - - 125 - 01 - - - - -
Dividends on common stock {203.9) - - - {2039 - - = - -
Cther P =gk st ... L o s ¢ .
Balance at Dacember 31, 2008

The accompanying notes to Integrys Enargy Group's consolidated financial statements are an integral part of these statements.

Integrys Energy Group, Inc. An Environment of Energy




~ CONSOLIDATED STATEMENTS OF CASH FLOWS
Year Ended Dacamber 31 [Milfions) g 2007 2006
Operating Activities
Income before preferred stock dividends of subsidiary §254.4 $ 1589
Adjusiments to recondile income before prefermed stock dividends of subsidiary to net cash
(used for) provided by cperating activities
Discontinued operations, net of tax (73.3) 7.3
Gooedwill impaiment loss - -
Depreciation and amortization expense 195.1 1213
Refund of nenqualfied decammissicring trust (70.6) 54.5)
Weston 3 outage expenses (22.7) -
Recovary of Midwest independent Transmission Systermn Operater, Ine. (MISO) Day 2 expenses - -
Recoveries and refunds of other regulateory assets and liabilities 324 152
Arnortization of nonregulated custemer contract intangibles 210 -
Net unrealized (gains) losses on nonregulated erergy contracts (59.5) 7.3
Nanregulated lower of cast or market inventory adjustments 7.0 09
Bad debt expense 3?1 0.9
Pensicn and other postretirernent expense 675 51.6
Pensian and other postretirement funding (35.3) 43.2)
Deferred income taxes and investment tax credit 658 124
Gain on sale of investrents 27 21.6)
{Gain) loss on sale of property, plant, and equipment 1.1 1.3
Equity income, net of dividends 24 144
Other (22.5) 28
Changes in working capital
Receivables and unbilled revenues, net 51.3 (19.4)
Inventories 1n72.M 206.5)
Dther current assats 0.9 (32.4)
Accounts payable (24,5 75
Crher current liabilities 55.3 333
Net cash (used for} provided by operating activities 238.5 729
Investing Activities
Capital expenditres [392.6) 1342.0)
Proceads from sale or disposal of proparty, plant, and equipment 15.6 45
Purchase of equity investments and other acouisitions (66.5) [60.1)
Praceeds from the szle of investments - 58.4
Cash paid for transaction costs related to Peoples Energy Corporation merger [14.4) {5.5)
Acquisition of natural gas operations in Michigan and Minnesota, net of liabilities assumed 1.9 {659.3)
Restricted cash for repayment of lang-term debt 220 22.00
Cash paid fer transmission interconnection 23.9 11.6)
Proceeds received from transmission interconnection - -
Cther 64 75
Met cash usad for investing activities {451.5) (1,030.1}
Financing Activities
Short-term debt, net {463.7) 458.0
tssuance of nates payable - -
Proceeds from sale of borrowed natural gas 211.9 197.0
Purchase of natural gas to repay natural gas (oans (177.5} (265.4)
Issuance of long-term debt 125.2 447.0
Repayment of long-term debt (26.5} 14.0)
Payment of dividends
Preferred stock 3.9 3.1
Comron stock (177.Q) 26.0)
Issuance of common stock 45.6 164.6
Cther 5.9 {6.4)
Net cash provided by (used for) financing activities {459.2) 8917
Change in cash and cash equivalents — continuing operations {672.2) {65.5)
Change in cash and cash equivalents — discontinued operations
Net cash (used for} provided by operating activities (1092.3) ng
Net cash provided by investing activities 799.5 19.1
Change in cash and cash equivelents 18.0 {4.5)
Cash and cash equivalents at beginning of year 232 2.7
Cash and cash equivalents at end of year § 4.2 $ 232

The accempanying notes to Integrys Energy Groups consolidated financizl statements are an integral part of these statements.
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NOTE 1—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

fa) Nature of Operations—Integrys Energy Group is & holding
company whose primary wholly owned subsidiaries at December 31,
2008, included Wisconsin Public Service Corporation (WPS), Upper
Peninsula Power Company (UPPCO), Michigan Gas Utilities Cerporation
{MGU), Minnesota Energy Resources Carporation (MERC), The Peoples
Gas Light and Coke Company (PGL), Nerth Shore Gas Comipany (NSG),
and Integrys Energy Services. Of these subsidiaries, six subsidiaries

are regulated electric and/or natural gas utilities and cne subsidiary,
Integrys Energy Services, is a nonregulated energy supply and

services company.

The term "utility” refers to the regulated activities of the electric and
natural gas utility segments, while the term "nonutility” refers to the
activities of the electric and natural gas utility segments that are not
regulated. The term “nonregulated” refers to activities at Integrys
Energy Services.

The fine item on the Consolidated Statements of Income titled “Income
available for common shareholders” is net income.

{b) Consolidation Basis of Presentation—The Consolidated Financial
Staterments include the accounts of Integrys Energy Group and all
majority owned subsidiaries, after eliminating intercompany transactions
and balances. If a minority owner's equity is reduced ta zero, our policy
is to record 100% of the subsidiary’s losses until the minority owner
makes capital contributions or commits ta fund its share of the
operating costs. The cost method of accounting is used for investments
when Integrys Energy Group owns less than 20% of the voting equity of
a company, unless other evidence indicates we have significant
influence over the operating and financial policies of the investee,
Investments in businesses not controlled by Integrys Energy Group, but
over which we have significant influence regarding the operating and
financial policies of the investee, are accounted for using the equity
method. For additional information on our equity method investments
sae Note &, “Investments in Affiliates, at Equity Method.”

Mergers and Acquisitions
Effective February 21, 2007, the Peoples Energy Cormporation (FEC)

merger was consummated and the assets and liabilities, results

of operations, and cash flows of PEC were included in Integrys

Energy Group's Cansalidated Financial Staterments commencing
February 22, 2007. See Note 5, “Acquisitions and Dispositions,”

for more information. |
The assets and liabilities, results of operations, and cash flows of MGU
and MERC were included in Integrys Energy Group’s Consolidated
Financial Statements effective April 1, and July 1, 2006, respectively.
See Note 5, "Acquisitions and Dispositions,” for more information,

Dispositions

A contingent payment made by the buyer of integrys Energy Services’
Stoneman generatian facility resufted in a gain that was recorded as a
component of discontinued operations in the fourth quarter of 2008.
See Note 3, "Discontinuad Operations,” for more information.

Peoples Energy Production Company’s (PEP's) results of operations and
cash flows are reported in discontinued operations in 2007. The sale of
PEP was completed on September 28, 2007. Refer to Note 3,

" Discontinued Operations,” for more information.

For all applicable periods presented, Sunbury (sold in 2006} and
Niagara (sold in 2007) have been reclassified as held for sale, and
results of operations and cash flows for these entities have been
reclassified as discontinued operations. Refer to Note 3, *Discontinued
Operations,” for mare information.

Integrys Energy Group, Inc. §

(¢} Use of Estimates—We prepare our consolidated financial
statements in confermity with accounting principles generally accepted
in the United States of America. We make estimates and assumptions
that affact assets, fiatilities, the disclosure of contingent assets and
liabilities at the date of the financial statements, and the reported
amounts of revenues and expenses during the reporting period. Actual
results may differ from these estimates.

{d) Cash and Cash Equivalents—Short-term investments with an
eriginal maturity of three months or less are reported as cash equivalents.

The foliowing is supplemental disclosure to the Integrys Energy Group
Consolidated Statements of Cash Flows:

(Millions) 2007 2006
Cash paid for interest $1445  387.6
Cash paid for income taxes 1928.1 377
Significant non-cash transactions were:

{Millions) 2007 2006
Canstruction costs funded

through accounts payable $ 261 %320
Equity issued for net assets acquired

in PEC merger 1,559.3 -
Realized gain on settlement of

contracts due to PFEC menger o 40 -
PEP post-closing adjustments funded

through other current liabilities 2.9 -
Transaction costs related to the

merger with PEC funded through

cther current liabilites - 8.1

{e) Revenue and Customer Receivablaes—Revenues are recognized on
the accrual basis and include estimated amounts for electric and natural
gas sarvices provided but not billed. At December 31, 2008, and 2007,
Integrys Energy Group's unbilled revenues were $525.5 million and
$464.7 million, respectively. Currently there are no customers or industries
that account for more than 10% of Integrys Energy Group's revenues.

Pruclent fuel and purchased power costs are recovered from customers
under one-for-one recovery mechanisms by UPPCO and by the
wholesale electric operations and Michigan retail electric operations of
WPS, which provide for subsequent adjustments to rates for all changes
in commadity costs. There is a portion of WPS%s wholesale electric
business that limits cost recovery to no greater than the 2-year average
rate charged to large industrial retail customers for that same period.
The costs of natural gas prudently incurred by the natural gas utility
subsidiaries are also recovered from customers under one-for-one
recovery mechanisms.

WPS's Wisconsin retail electric operations do not have a ene-for-one
recovery mechanism. Instead, a “fuel window” mechanism is used to
recover fuel and purchased power costs. Under the fuel window, if
actual fuel and purchased power costs deviate by more than 2% from
costs included in the rates charged to customers, a rate review can be
triggered. Once a rate review is triggered, rates may be reset (subject
to Public Service Commission of Wisconsin (PSCW) approval) for the
remainder of the year to recover or refund, on an annualized basis, the
projected increase or decrease in the cost of fuel and purchased power.

All of Integrys Energy Group's utility subsidiaries are required to provide

service and grant credit ta customers within their service territaries. The
companies continually review their customers’ credit-worthiness and
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obtain or refund deposits accordingly. The utilities are generally
preduded from discontinuing sarvice to residential customers during
winter maratorium months.

Revenues related to derivative instruments classified as trading are
reported net of related cost of sales for all pericds presented.

In connection with the March 2006 settlement of Natural Gas Charge
proceedings for fiscal years 2001 through 2004, PGL now nets revenues
against expenses from natural gas hub services, resulting in a credit to
utility custormers’ natural gas charges.

Integrys Energy Group presents revenue net of pass-through taxes on
the Consolidated Statements of Income.

{f) Inventories—inventories consist of natural gas in storage, liguid
propane, and fossil fuels, including coal. Average cost is used to value
fossil fuels, liquid propane, and natural gas in storage for our regulated
segments, excluding PGL and NSG. PGL and NSG price natural gas
storage injections at the calendar year average of the costs of natural
gas supply purchased. Withdrawals from storage are priced on the
last-in, first-out (LIFQ) cost method. Inventories stated on a LIFO basis
reprasent approximately 16% of total inventories at December 31, 2008,
and 14% of wtal inventories at December 31, 2007. The estimated
replacement cost of natural gas in inventory at December 31, 2008,
and December 31, 2007, exceeded the LIFQ cost by approximately
$212.2 miflion and $304.4 million, respectively. In calculating these
replacement amounts, PGL and NSG used a Chicago city-gate natural
gas price per dekatherm of $5.80 at December 3%, 2008, and $7.33 at
December 31, 2007.

Inventories at Integrys Energy Services are valued at the lower of cost
or market unless hedged pursuant to a fair value hedge, in which case
changes in the fair value of inventory subsequent to the hedge
designation are recorded directly to inventory.

fg) Risk Management Activities—As part of our regular operations,
Integrys Energy Group enters into contracts, including options, swaps,
futures, forwards, and other contractual commitments, to manage
market risks such as changes in commadity prices, interest rates, and
foreign currency exchange rates, which are described more fulty in
Note 2, *Risk Management Activities.” Derivative instruments at the
utilities are entered into in accordance with the terms of the risk
management policies approved by Integrys Energy Group's Board of
Directors and, if applicable, by the respective regulaters.

Integrys Energy Group accounts for derivative instruments pursuant
to Statement of Financial Accounting Standards (SFAS) No. 133,
"Accounting for Derivative Instruments and Hedging Activities,” as
amended and interpreted. Under the provisions of SFAS No. 133,

all derivatives are recognized on the balance sheet at their fair value
unless they qualify for the normal purchases and sales exception.
Maost energy-related physical and financial derivatives in our regulated
operations qualify for regulatory deferral subject to the provisions of
SFAS No. 71, "Accounting for the Effects of Certain Types of Regulation.”
These derivatives are marked to fair value pursuant to SFAS No. 7133
and are offset with a corresponding regulatory asset or liability.
Management believes any gains or losses resulting from the eventual
settlement of these darivative instruments will be collected from or
refunded to customers,

imtegrys Energy Group classifies unrealized gains and losses on derivative
instruments that do not qualify for hedge accounting or regulatory
deferral as a component of revenues. Unrealized gains and losses on
fair value hadges are recognized currantly in revenus, as are the changes
in fair value of the hedged items. To the extent they are effective, the
changes in the values of contracts designated as cash flow hedges are
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included in other comprehensive income, net of taxes. Fair value hedge
ineffectiveness and cash {low hedge ineffactiveness are recorded in
revenue or operating and maintenance expense on the Consolidated
Statements of Income, bzsed on the nature of the transactions.

Financial Accounting Stanclards Board (FASB) Interpretation No. 39,
“Offsetting of Amounts Related to Certain Contracts,” as amended,
provides the cption to present certain asset and liability derivative
positions net on the balance sheet and to net the related cash coliatersl
against these net derivative positions. Integrys Energy Group elected
not to net these iterns. On the Consolidated Balance Sheets, cash
collateral provided to athers is reflected in accounts receivable, and cash
collateral received from others is reflected in other current liabilities.

{h) Emission Allowances—Integrys Energy Services accounts for
emission allowances as intangible assets, with cash inflows and outflows
related to purchases and sales of emission allowances recorded as
investing activities in the Consolidated Statements of Cash Flows.
Integrys Energy Services uses the guidance in SFAS No. 144,
“Accounting for the Impairment and Disposa| of Long-Lived Assets,”
to test allowances far impairment. The utilities account for emission
allowances as inventory at average cost by vintage year. Charges to
incorme result when allowances are utilized in operating the utilities’
generation plants. Gains on sales of allowances at the utilities are
generally returned to ratepayers,

{i) Property, Plant, and Equipment—hility plant is stated at the
original cost of construction, including Allowance for Funds Usad
During Censtruction (AFUDC). The costs of renewals and batterments
of units of property {as distinguished from minor items of property) are
capitalized as additions to the utility plant accounts. Except for fand,
no gain of [oss is recognized in connection with erdinary retirements
of utility property units. Maintenance, repair, replacement, and renewal
costs associated with items not qualifying as units of property are
considered operating expenses. PGL and NSG charge the cost of units
of property retired, sold, or otherwise disposed of to the accumulated
provision for depreciation and record the cost of removal, less salvage
value, associated with the retirement to depreciation expense. The
other utilities charge the cost of units of property retired, sold, or
otherwise disposed of, less salvage value, to the accumuiated provision
for depreciation and record a regulatory liability for removal costs,

with removal costs charged against the lability as incurred.

Integrys Energy Group recards straight-line depreciation expense over
the estimated useful life of utility property, using depreciation rates as
approved by the applicable regulators. Annual utility compesite
depreciation rates are shown below,

Annual Utility Composite

Depreciation Rates 2007 2004
WPS — Electric 3.35% 3.36%
WPS — Natural gas 3.52% A.57%
UFPCO 3.01% 2.90%
MGU 2.67% 206%™
MERC 3.42% 1.76%2
PGL 2.86%0 -
NSG 1.85%® -

1 Composits depreciation rate for ¥ months of the year.
B Composite deprecistion rate for & months of the year
@ Composite depreciztion rate fram Fabruary 22, 2007, through the end of 2007

Interest capitalization is epplied to nonutility property during
construction, and a gain and loss is recognized for retirements.
Currently, nonutility property at the regulsted utilities consists
primarily of land.
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Nonregulated plant is stated at cost, which indudes capitalized interest,
or estimated fair value at the time of acquisition. The costs of renewals,
betterments, and major overhauls are capitalized as additions to plant.
The gains or losses associated with ordinary retirements are recorded in
the pericd of retirement. Maintenance, repair, and minor replacement
costs are expensed as incurmed,

Mast of the nonregulated subsidiaries compute depreciation using the
straight-line method over the following estimated useful lives:

Structures and improvements 15 to 40 years
Office and plant equipment 5 to 40 years
Office furniture and fixtures 3 to 10 years
Vehicles 5 years
Computer equipment 3 1o 8 years

Shorter of: life of the lease
or life of the asset

Leasehold improvements

The nonregulated Combined Locks Energy Center uses the units of
production depreciation method for selected components of eguipment
having defined lives stated in terms of hours of production.

Integrys Energy Group capitalizes certain costs related to software
developed or abtained for internal use and amortizes those costs to
operating expense over the estimated useful life of the related software,
which ranges from 3 to 15 years.

See Note 4, "Property, Plant, and Equipment,” for details regarding
Integrys Energy Group's property, plant, and equipment balances.

(i) Capitalized Interest and AFUDC—Cur nonregulatad subsidiaries
capitalize interest for construction projects, while our utilities capitalize
the cost of funds used for construction using a calculation that includes
both intemal equity and external debt components, as required by
regulatory accounting. The internal equity carmponent of capitalized
AFUDC is accounted for as other income, and the external debt
component is accounted for as a decrease to intarest expense.

Approximately 50% of WPS's retail jurisdictional construction work
in progress expenditures are subject to the AFUDC cateulation.

For 2008, WPS's average AFUDC retail rate was 8.61%. WPSY
construction work in progress average AFUDC wholesale rate was
8.04%. WPS’ allowance for equity funds used during construction
for 2008, 2007, and 2006 was $5.2 million, $0.9 million, and

$0.6 million, respectively. WPS’s allowance for borrowed funds

used during construction for 2008, 2007, and 2004 was $1.8 million,
$0.3 million, and $0.2 millicn, respectively.

The AFUDC calculation for the other utilities is determined by the
respective state commissions, each with specific requirements.
Based on these requiremants, the other utilities did not record
significant AFUDC for 2008, 2007, or 2006,

The interest rate capitalized on long-term construction at our
nonregulated subsidiaries is based upon the monthly short-term
borrowing rate Integrys Energy Group incurs for such funds. The
nanregulated subsidiaries had no significant interest capitalized
during 2008, 2007, and 2006.

(k) Regulatory Assets and Liabilities—The regulatad electric and
natural gas utility segments of Integrys Energy Group are subject to
the provisions of SFAS Ma. 71. Regulatory assets represent probable
future revenue associated with certain costs or liabilities that have been
deferred and are expacted to be recovered from customers through
the ratemaking process. Regulatory liabilities represent amounts that
are expected to be refunded to customers in future rates or amounts
collected in rates for future costs. If at any reporting date a previously
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recorded regulatory asset is no longer probable of recovery, the
regulatory asset is reduced to the amount considered probable of
recovery with the reduction charged to expense in the year the
determination is made. See Note 7, "Reguistory Assets and Liabilities,”
for more infermation.

(1) Asset Impairmant—\W\e review the recoverability of long-lived
tangible and intangible assets in accordance with SFAS No. 144, This
statement requires review of assets when events or circumstances
indicate that the carrying amount may not be recoverable. We base our
evaluation on the presence of impairment indicators such as the nature
of the assets, the future economic benefit of the assets, any historical or
future profitability measurements, and other external market conditions
or factors.

The carrying amount of assets held and used is considered not
recoverable if it exceeds the undiscounted sum of cash flows expected
to rasult from the use and eventual disposition of the asset. K the
carrying valug is not recoverable, the impairment loss is measured as
the excess of the asset's carrying value over its fair value.

The carrying value of assets held for sale is not recoverable if it exceeds
the fair value less cost 1o sell the asset. An impaiment charge is
recorded for any excess of the carrying value aver the fair value less
cost to sell.

The carrying values of cost and equity method investments are assessed
for impaimant by comparing the fair values of these investments to
their carrying values, if 5 fair value assessment was complatec, or by
reviewing for the presence of impairment indicators. if an impzirment
exists and it is cetermined to be other-than-temporary, a charge is
recognized equal to the amount the carrying value exceeds the
investment’s fair value.

{m) Goodwill and Cther Intangible Assets—In accordance with SFAS
No. 142, “Goodwill and Other Intangible Assets,” goodwill and other
intangible assets with indefinite lives are not amortized, but are subjact
to an annual impairment test. WPS, MGU, MERC, PGL, NSG, and
Integrys Energy Services, our reporting units with goodwill, perform
their annual goodwill impairment tests during the second quarter of
each year. Interim impairmant tests are performed whenever events or
changes in circumstances indicate that the asset might be impaired.

Cther intangible assets with definite lives consist primarily of emission
allowances, customer related intangible assets, and customer contract
assets and liabilities. The impairment testing for these intangible assets
is performed in accordance with SFAS No. 144 and is discussed in

Note 1(), “Summary of Significant Accounting Policies — Asset Impairment.”

For more information on Integrys Energy Group's goodwill and other
intangible assets, see Note ?, "Goodwill and Other Intangible Assets.

{n) Retirement of Debt—Any call premiums or unamortized expenses
assaciated with refinancing utility debt chligations are amortized
consistent with regulatory treatment of those items. Any gains or {osses
resulting from the retirement of nonutility debt are recorded through
eamings, while gains or losses resulting from the retirement of utility
debt that is not refinanced are either amortized over the ramaining life
of the eriginal debt or recorded through eamings.

(o) Asset Retirement Obligations—Integrys Energy Group applies
SFAS Ne. 143, *Accounting for Asset Retirement Okligations,” and
FASE Interpretation No. 47, “Accounting for Conditional Asset
Retirement Obligations.” Under these accounting standards, Integrys
Energy Group recognizes legal obligations at fair value associated
with the retirement of tangible long-lived assets that result from the
acquisition, construction or development, and/or normal operation of
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the assets. A liability is recarded for these obligations as long as the
fair value can be reasonably estimated, even if the timing or method of
settling the abligation is unknown. The asset retirement obligations are
accreted using a credit-adjusted risk-free interest rate commensurate
with the expected settlement dates of the asset retirgment obligations;
this rate is determined at the date the obligation is incurred. The
associated retirement costs are capitalized as part of the related long-
lived assets and are depreciated over the useful lives of the assets, See
Note 13, "Asset Retirerent Obligations,” for more information.

{p) Income Taxes—We account for income taxes using the liability
method as prescribed by SFAS No. 109, “Accounting for Income
Taxes.” Under this method, deferred income taxes have been recorded
using currently enacted tax rates for the differences between the tax
basis of assets and liabilities and the basis reported in the financial
statements. Our regulated utilities are allowed to defer certain
adjustments made to income taxes and record regulatory assets or
liabilities related to these adjustments.

Integrys Energy Group adopted the provisions of FASB Interpretation
No. 48, "Accounting for Uncertainty in Income Taxes — an Interpretation
of FAS 109, on January 1, 2007. As a result of the implementation

of Interpretation No. 48, Integrys Energy Group recognized a

$0.1 million decrease in the liability for unrecognized tax banefits,
which was accounted for as an increase in the January 1, 2007,

balance of retained earnings.

Investment tax credits that reduce our income taxes payable for the
cumrent year are eligible for carryover and are recognized as a reduction
of income tax expense if the credits are generated in our nonregulated
operations. We do not reduce our current year income tax expense if

it is likely that we will sell the related property that generated the tax
credits sfter the end of the year and the tax credits would also be
transferred to the seller as permitted under tax law. For credits generated
in our regulated operations that apply SFAS No. 71, our regulators
reduce our future rates over the lives of the property to which the tax
credits relate; accordingly, we defer the investment tax credits in the
year our taxes payable are reduced and we reduce income tax expense
over the useful [ives of the related property.

Integrys Energy Group files a consclidated United States income tax
return that includes domestic subsidiaries of which its ownership is
80% or more. Integrys Energy Group and its consolidated subsidiaries
are parties to a tax allocation arrangement under which each entity
determines its income tax provision on a stand-alone basis. In several
states, combined or consclidated filing is required for certain members
of Integrys Energy Group doing business. in that state. The tax allocation
arrangement equitably allocates the state taxes associated with these
combined or consolidated filings.

For more information regarding Integrys Energy Group's accounting for
income taxes, sea Note 14, *Income Taxes.”

(q) Guarantees—integrys Energy Group applies Interpretation No. 45,
“Guarantor’s Accounting and Disclosure Requirements for Guarantees
Including Indirect Guarantees of Indebtedness of Others,” which requires
that the guarantor recognize, at the inception of the guarantee, a liability
for the fair value of the obligation undertaken in issuing the guarantee.
For acditional information on guarantees, see Note 16, “Guarantees.”

fr) Employee Benefits—The costs of pension and other postretirement
benefits are expensed over the periods during which employees render
service. The transition abligation related to other postretirement plans
that existec at Integrys Energy Group prior to the PEC merger is being
recognized over a 20-year period beginning in 1993, In computing the
expected return on plan assets, Integrys Energy Group uses a market
related value of plan assets. Changes in fair value are recognized over
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the subsequent five years for plans previously sponsored by WPS, while
differences between aclual investment retums and the expected return
on plan assets are recagnized over a five-year period for plans previously
sponscred by PEC. The benefit costs associated with erployee benefit
plans are allocated among Integrys Energy Group's subsidiaries based
on employees’ time reporting and actuarial calculations, as applicable.
Integrys Energy Group's regulators allow recovery in rates for the
regulated utlities’ net periodic benefit cost caleulated under United
States Generally Accepted Accounting Principles {GAAP).,

Integrys Energy Group adopted SFAS No. 158, “Employers’ Accounting
for Defined Benefit Pension and Other Postretirement Plans — an
amendment of FASE Staternents No. 87, 88, 106, and 132(R),” at
December 31, 2006. 5FAS No. 158 requires employers to recognize a
defined benefit postretirement plan‘s funded status in the balance
sheet, and recognize changes in the plan's funced status in other
comprehensive income in the year in which the changes occur. Integrys
Energy Group’s regulated utilities record changes in the funded status
to regulatory asset or liability accounts, pursuant to SFAS No. 71,

Integrys Energy Group uses a December 31 measurement date for all
of its pension and other postretirement benefit plans.

For additional information on Integrys Energy Group's employee
benefits, see Note 17, "Employee Benefit Plans.”

(s) Stock-Based Employee Compensation—Integrys Energy Group
has stock-based employee compensation plans, which are described
more fully in Note 20, "Stock-Based Compensation.” Effective
January 1, 2006, Integrys Energy Group adopted the fair valua
recognition provisions of SFAS No. 123(R), "Share-Based Payment,”
using the madified prospective transition method. Under this transition
method, prior periods’ results were not restated. Stock-based
compensation cost for 2006 included ¢ompensation cost for all
stock-based compensation awards granted pricr to, but nat yet fully
vested as of January 1, 2006, based on the grant date fair value
estimated in accordance with the origina| provisions of SFAS Ne. 123,
adjusted for estimatad future forfeitures. The fair values of stock-based
compensation awards granted after January 1, 2008, were estimated
in accordance with the provisions of SFAS No. 123(R). The cumulative
effect of a change in accounting principle recorded upon adoption of
SFAS No. 123(R} was not significant.

(t) Fair Value—Eftective January 1, 2008, Integrys Energy Group
adopted SFAS No. 157, “Fair Value Measurements.” This standard
defines fair value and requires enhanced disclosures about assets and
lizbilities carried at fair value. As of December 31, 2008, these additional
disclosures are requirad only for financial assets and liabilities measured
at fair value and for nonfinancial assets and liabilities measured at fair
value on a recurting basis, following the guidance in FASB Staff Position
FAS 157-2, "Effective Date of FASB Statement No. 157." These
disclosures can be found in Note 21, “Fair Value.”

SFAS No. 157 requires that a fair valua measursment reflect the
assumptions market participants would use in pricing an asset or liability
based on the best available information. These assumptions include the
risks inherent in a particular valuation technique (such as a pricing
maodel) and the risks inherent in the inputs to the madel. SFAS Na. 157
also specifies that transaction costs should not be considered in the
determination of fair value. On January 1, 2008, Integrys Energy Group
recognized &n increase to nonregulated revenues of $11.0 million due
to the exclusion of transaction costs from Integrys Energy Services’ Tair
value sstimates.

SFAS No. 157 nullified a portion of Emerging Issues Task Force Issue

No. 02-3, "Issues Invoived in Accounting for Derivative Contracts Held
for Trading Purpeses and Contracts Involved in Energy Trading and
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Risk Management Activities.” Under Issue No. 02-3, inception gains

or losses were deferred unless the fair value of the derivative was
substantially based on quoted prices or other current market transactions.
However, SFAS No. 157 provides a framework to consider, in evaluating
a transaction, whether a transaction represents fair value at initial
recogniticn. integrys Energy Services recognized a pre-tax cumulative
effect increase to retained earnings of $4.5 million on January 1, 2008,
related to the rullification of the aforementioned porticn of issue

No. 02-3.

In conjunction with the implementation of SFAS No. 157, Integrys
Energy Services determined that the unit of account for its derivative
instruments is the individual contract level; accordingly, these contracts
are now presented on the Conzolidated Balance Sheets as assets or
liabilities based on the nature of the individual contract.

According to SFAS No. 157, fair value is the price that would be
received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date
(exit price). As permitted under SFAS No. 157, Integrys Energy Group
utilizes a mid-market pricing convention (the mid-point price between
bid and ask prices) as a practical expedient for valuing certain
derivative assets and liabilities.

SFAS No. 157 establishes a fair value hierarchy that pricritizas the
inputs used to measure fair value. The hierarchy gives the highest
pricrity to unadjusted queted prices in active markets for identical
assets or liabilities (Level 1 measurement) and the lowest priority to
unabservable inputs {Level 3 measuremant). The three levels of the
fair value hierarchy defined by SFAS Mo. 157 arz as follows:

Level 1 - Quated prices are available in active markets for identical
assets or liabilities as of the reporting date. Active markets are those in
which transactions for the asset or liability oceur in sufficient frequency
and volume to provide pricing infermation on an ongoing basis.

Lovel 2 — Pricing inputs are observable, either directly or indirectly, but
are not quoted prices included within Level 1. Lavel 2 includes those
financial instruments that are valued using external inputs within models
or other valuation methodologies.

Level 3 - Pricing inputs include significant inputs that are generally less
observable from objective sources, These inputs may be used with
internally developed methodclogies that result in management’s best
estimate of fair value. Leve! 3 instruments include those that may be
more structured or otherwise tailored to customers’ needs.

As required by 5FAS No. 157, financial assets and liabilities are
dassified in their entirety based on the lowest level of input that is
significant to the fair value measurement.

{u) New Accounting Pronouncements—n December 2007, the FASB
issued SFAS Mo. 141(R}, “Business Combinations.” SFAS No. 141(R)
provides greater consistency in the accounting for and financial reporting
of business combinations. Among other changes, the standard will
require the following: (1) alt assets acquired and liabilities assumed

must be recognized at the transaction date, including those related to
contractual contingencies, (2) wansaction costs and restructuring costs
that the acquirer expacts, but is not obligated, to incur are to be
expansad, (3) changes to deferred tax benefits as a result of the business
combination must be recognized immediately in income from continuing
operations or equity, depending on the circumstances, and (3 in a
bargain purchase, a gain is to be recorded instead of writing down fixed
assets. Certain new disclosure requirements will enable the evaluation
of the nature and finanzial effect of the business combination. SFAS

No. 141(R) is effective for business combinztions consurmmsted after
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January 1, 2009. Also eflective January 1, 2009, any adjustments to
uncertain tax positions from business combinations consummated prior
to January 1, 2009, will no longer be recorded as an adjustment to
goodwill, but will be reported in income.

SFAS No. 160, “Noncontrofling Interests in Conselidated Financial
Statements,” was issued in December 2007. This standard changes
the accounting and reparting related to noncontreliing interests and
requires, among other things, that the amount of consolidated net
income attributable to the parent and to the nencontrolling interest

be clearly identified and presented on the face of the consolidated
statement of income. This standard is effective for Integrys Energy
Group for the periad ending March 31, 2009. Integrys Energy Group
expects this standard to change the presentation of the preferred stock
dividends of its subsidiary on its Consolidated Statements of Income.

In March 2008, the FASB issued SFAS No. 161, “Disclosures about
Derivative Instruments and Hedging Activities — an amendment of
FASE Statement No. 133.” SFAS No. 161 requires enhanced disclosures
abeut {1} how and why an entity uses derivative instruments, (2) how
derivative instruments and related hedged items are accounted for
under SFAS No. 133, as amended, and (3} how derivative instruments
and related hedged items affect an entity’s financial position, financial
performance, and cash flows. SFAS No. 161 is effective for Integrys
Energy Group for the reporting period ending March 31, 2009, and wili
result in expanded disclosures for derivative instruments.

FASB Staff Position (FSP) No. EITF 03-46-1, “Determining Whether
Instruments Granted in Share-Based Payment Transactions Are
Participating Securities,” was issued in June 2008. This FSP clarifies that
unvested stock-based compensation awards with rights to dividends or
dividend equivalents that cannot be forfeited are to be included in the
basic earnings per share calculaticn using the two-class method defined
in SFAS No. 128, "Earnings per Share." This FSP is effective for Integrys
Energy Group for the quarter ending March 31, 2009. The guidance
must be applied retrospectively. We do not expect this FSP to have a
significant impact on basic eamings per share.

Emerging Issues Task Force [EFTF) Issue No. 08-6, “Equity Method
Investmeant Accounting Censiderations,” was ratified in November 2008.
Issue No. 08-6 is intended 1o clarfy the application of the equity method
of accounting following adoption of SFAS No. 141(R). Accarding to the
guidance, the initial canying value of an equity method investment
should include transaction costs; an other-than-temporary impairment
test should be performed on the overall investment, rather than on

the underlying indefinite-lived intangible assets; the equity method
investee’s issuance of shares should be accounted for as the sale of a
proportionate shara of the investment; znd no gain or loss should ke
recognized when changing the method of accounting for an investment
from the equity method to the cost method. This EITF Issue is effective
for Integrys Energy Group for the guarter ending March 31, 2009.
Integrys Energy Group does not expect EITF [ssue No. 08-6 to have a
significant impact on its financial statements.

FSP Na. FAS 132(R)-1, “Employers’ Disclosures about Postratirement
Benefit Plan Assets,” was issued in December 2008. This FSP amends
SFAS No. 132(R), “Employers’ Disclosures about Pensions and Other
Postretirement Benefits,” and requires additional disclosures about plan
assets. These disclosures include: a description of investment policies
and strategies, disclosures of the fair value of each major category of
plan assets, information about the fair value measurements of plan
assets, and disclosures about significant concentrations of risk in plan
assets. This F5P is effective for Integrys Energy Group for the reparting
period ending December 31, 2009, and will result in expanded
disclosures related to postretirement benefit plan assets.
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NOTE 2—RISK MANAGEMENT ACTIVITIES

The fallowing table shows Integrys Energy Group's assets and liabilities from risk management activities as of December 31, 2008, and 2007:

Assets and liabilities from risk management activities are classified
as current or long-term based upan the maturities of the
underlying contracts.

Utility Segments

The derivatives listed in the above table as “commodity contracts”
include natural gas purchase contracts as well as financial derivative
contracts (New York Mercantile Exchange (NYMEX) futures, options, and
swaps) used by both the electric and natural gas utility segrments to
mitigate the risk associated with market price volatility of natural gas.
Tha alectric utility segment also uses financial instruments to manage
transmission congestion costs, which are shown in the above table as
“financial transmission rights.”

Nonregulated Segments

The derivatives in the nonregulated segments not designated as hadges
under GAAP are primarily commeodity contracts used to manage price
risk associated with natural gas and electric energy purchase and sale
activities and foreign currency contracts used to manage foreign
currency expasure. Changes in the fair value of non-hedge derivatives
are recognized currently in earnings.

In the second quarter of 2006, Integrys Energy Services began entering
into a limited number of derivative energy contracts with terms that
extended as long as 12 years. Observable market data was not
available for the langer-dated portion, generally periods greater than
five years (the uncbservable periods), of these contracts at the time
and, therefore, Integrys Energy Services had valued the unabservable
periods of these contracts at zero. In the third quarter of 2007,
Integrys Energy Services determined that this approach was
inappropriate under GAAP and began 1o use internally developed
pricing data to estimate the fair value of such unchservable periods.
The cumulative effect related to prior periods was an increase in
income from continuing operations and income available for comman
sharehalders of $4.6 million, net of taxes. Management determined
that this amount was not material to pricr periads. The determination
of fair value for these derivative contracts is subjective and requires
significant management judgment.
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Assets | | Liabilities |
(Miflions) 08 2007 2008 2007
Utility Segments .
Commodity contracts 214 5 8z § 1664 § 304
Financial transmission rights B -T2 13.4 4.2 44
Cash flow hedges — commodity contracts e - 1.5 03
Nonregulated Segments S . '
Commaodity and foreign curency contracts 28352 12414 25814 1,125.7
Fair value hedges
Commaodity contracts 142 7.4 - 20
Interest rate swaps C AR - - a3
Cash flow hedges N -
Commodity confracts © BEA. 79.6 a2 183
Interest rate swaps . - - R X T 4.1
Foreign currency . - ‘ - -
Total o R $2.953.0 §71,185.5
Balance Sheet Presantation N _
Current $21903. $ 8135
Long-term Xy - 3720
Total SRElE R 511955

Integrys Energy Services also enters into commaodity derivative contracts
that are designated as either fair value or cash flow hedges. Integrys
Energy Services uses fair value hedges to mitigate the risk of changes in
the price of natural gas held in storage. Fair value hedge ineffectiveness
was not significant in 2008 and 2007, and was a pre-tax gain of

$3.7 million in 2006. Changes in the difference between the spot and
forward prices of natural gas were excluded from the assessment of
hedge effectiveness and raported directly in nonreguiated revenue.

The amount excluded was a pre-tax gain of $5.5 million during 2008,
and was not significant during 2007 and 2006.

Commodity contracts that are designated as cash flow hedges extend
through April 2014, and are used to mitigate the rigk of cash flow
variability associated with future purchases and sales of natural gas

and electricity. Cash flow hedge ineffectiveness related to commodity
contracts was not significant during 2008, was a pre-tax loss of

%4.4 million in 2007, and was a pre-tax gain of $8.4 million in 2006.
Whan testing for effectiveness, no portion of the derivative instruments
was excluded. Amounts recorded in other comprehensive income
refated to these cash flow hedges will be recagnized in eamings when
the hedged transactions occur, which is typically as the related contracts
are settled, ar if it is probsble that the hedged transaction will not
occur, The amount reclassified from other comprehensive income into
eamings as a result of the discontinuance of cash flow hedge accounting
for certain hedge transaciions was a pre-tax ioss of $2.7 million during
2008, was not significant during 2007, and was a pre-tax gain of

$2.1 million in 2006. In the next 12 months, subject 1o changes in
market prices of natural gas and electricity, we expect that a pre-tax
loss of $72.8 million will be recognized in earnings as the hedged
transactions occur. We expect this amount to be substantially offset by
settlement of the related nonderivative contracts that are being hedged.
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In November 2008, Integrys Energy Group designated as cash flow
hedges two forward foreign currency exchange contracts entered inte
to hedge the variability in the foreign currency exposure of a fixed rate
Japanese yen denominated terrmn koan that matures on March 30, 2009,
Cash flow hedge ineffectiveness recarded in nonregulated revenue
related to this transaction was not significant during 2008,

NOTE 3—DISCONTINUED OPERATIONS

neman
in tha third quarter of 2008, integrys Energy Services sold its subsidiary
Mid-American Power, LLC, which owned the Stoneman generation
facility, located in Wisconsin, The historical revenue, expenses, and
effects of disposing of this facility were not significant. In the fourth
quarter of 2008, Integrys Energy Services recognized a $6.3 million
pre-tax gain ($3.8 million aftertax) on the sale of this facility when a
previous contingent payment was earned and paid by the buyer. This
contingent payment resulted from legislation that was passed in the
fourth quarter of 2008, which extended the production tax credits
available for certain biomass facilities. The $3.8 million after-tax gain
was reported in discontinued operations.

EEF
In September 2007, Integrys Energy Group completed the sale of PEF,

an oil and natural gas production subsidiary acquired in the PEC merger,
for $869.2 million, nat of certain post-closing adjustments. These
post-closing adjustments were funded through other current liabilities
at December 31, 2007 and, therefore, are included in Note 1(d),
“Summary of Significant Accounting Policies — Cash and Cash
Equivalents,” as a non-cash transaction for 2007, Including the impact
of the post closing adjustments, the pre-tax gain recorded for 2007 was
$12.6 million {$7.5 million after-tax), and was included as a companent
of discontinued cperatians. In 2008, a $0.8 million impact of tax
adjustments related to the 2007 PEP sale was recorded as income

from discontinued operations.

Components of discontinued operations recorded in the Consolidated
Statements of Income related to PEP were:

(Millions) B December 31, 2007
Cash collateral

provided to others $23.5
Cash collateral

received from others 491

Curing 2008, ntegrys Energy Services recorded $0.1 million of income
from discontinued operations related to amortization of an envirenmental
incemnification guarantee included as part of the sale agreement.

Components of discantinued cperations recorded in the Consolidated
Statements of Income related to Miagara for the years ended
December 31 were as fallows:

{Millions) 2007 2006
Nenregulated revenue %15 312.3
Nonregulated cost of fue!, natural gas,

and purchased power 10 129
Operating and maintenance expense 0.5 53
Gain on Niagara sale (24.6) -
Depreciation and amoertization expense - 0.4
Taxes ather than income taxes - 03
Other income - 0.2
Income before taxes 246 0.6
Provision for income taxes 9.8 02
Discontinued operations, net of tax $14.8 % 04

Nao interest expense was allocated to discontinued operations as Niagara
had no external debt cbligations during the periods shown above.

Sunbury
In July 2006, Integrys Energy Services completed the sale of Sunbury.

February 22, 2007 Sunbury’s primary asset was the Sunbury genaration plant lacated in
) thraugh Pennsylvania. This facility soid power on a wholesaie basis when market
(Mitlions) December 31, 2007 conditions were economically favorable. The gain recorded in 2006 was
Nonregulated revenue $114.2 $20.2 million pre-tax ($12.5 mitlion ‘af'ter-tax}, and was included as a
companent af discontinued operations.
Dperating and maintenance expense 285 . . ‘
Gain on PEP sale (12.8 Components of discontinued operations recorded in the Consalidated
] ’ Statements of Income for the year ended Dacember 31, 2008, related
Taxes other than income taxes 5.1 to Sunbury were as follows:
Qther expense 0.1
(Millions 2006
income before taxes 931 )
Provision for income taxes 34.6 Norregulated revenue $69.2
Discontinued operations, net of tax $ 58.5 Nonregulated cost of fuel, natural gas,
It is Integrys Energy Group's policy to not allocate intersst to discontinued and Purchased power 61.6
operations unless the asset group being sold has external debt obligations. Operating and maintenance expense 17.9
PEP had rec external debt obligations during the period shown above. Gain on Sunbiry sale (20.2)
) Depraciation and amortization expense 0.3
4 ) Taxes other than income taxes 03
In January 2007, Integrys Energy Services completad the sale of
Niagara for approximately $31 millian. This facility was a merchant Income before taxes 9.3
generation facility and sold power on a wholesale basis. The gain Provis . ta
recorded in 2007 was $24.6 million pre-tax {($14.7 million after-tax) and I:OWS'OP 'fo;moome. Xes ; 24
was included as a component of discontinued operations. Discontinued operations, net of e 5 63

Integrys Energy Group, Inc.
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NOTE 4—PROPERTY, PLANT, AND EQUIPMENT

Property, plant, and equipment in service at December 31 consisted of the following utility, nonutility, and nonregulated assets:

(Mitlions) 2008 2007
Electric utility * . SZITIS $2,230.0
Natural gas utility . AR032 . 4,058.1
Total utility plant 4,580.7 4,288 1
Less: Accumulated deprediation SA0TH . 2,533.1
Net © 43729 3,755.0
Construction work in progress * 1896 543.5
Nat utifity plant 45325 4,298.5
Nonutility plant-utlity segments 0.5 279
Less: Accumulated depreciation 522 8.8
Net - 383 19.1
Caonstruction work in progress 155 -. 1.4
Net nonutility plant-utility segments 538 20.5
Electric nonregulated - ¥9E2. 148.0
Natural gas nonregulated 12.6
Ciher nonregulated 19.4
Total nonregulated praperty, plart, and equipment 200.0
Less: Accumulated depreciation 60.3
Net, 139.7
Caonstruction work in progress 5.1
Net nonregulated property, plant, and aquipment 144.8
Total property, plant, and equipment $4,463.8
* Includas the impact of the Weston 4 power plant becoming commercially cperational m June 2008.

NOTE 5—ACQUISITIONS AND DISPOSITIONS

Merger with PEC {Millions) 2007

The PEC merger was completed on February 21, 2007. The merger

was accounted for under the purchase methad of accounting, with Accrued ermployee severance costs

Integrys Erergy Group as the acquirer. In the merger, sharcholders of at beginning of period $ -

PEC received 0.825 shares of Integrys Energy Group common stock, Adjustments to purchase price 1.7

% h1 pahr T;ll:le, f(;; eatcr sha_)re :)f fhEC commo_?hstcick, |r‘lo pal.rl value,. which Cther adjustments -

they held immediately prior to the merger. The tetal purchase price

Wr—zsy approximately $15(6pbillion_ The res?:l'ts of operatizns attribll.lotable to i:ilu:yments 04

PEC are included in the Consolidated Financial Statements for the year emplo;fe @ severance costs

ended December 31, 2008, and for the period from February 22, 2007, at end of period $1.3

through Decernber 31, 2007,

The purchase price was allocated based on the estimated fair market
value of the assets acquired and liabilities assumed. The excess of the
purchase price over the estimated fair values of the tangible net assets
acquired was allocated to identifiable intangible assets, with the
remainder allocated to goodwill.

In order to achieve Integrys Energy Group's anticipated merger
synergies, a restruciuring plan was implemented, which included a
process to eliminate duplicative positions within Integrys Energy Group.
Costs associated with the mergerrefated involuntary termination of
employees at PEC {the acquired company) were recognized as a liability
assumed in the merger and included in the purchase price allocation

in accordance with Emerging Issues Task Force lssue No, 95-3,
*Recognition of Liabilities in Connection with a Purchase Business
Combination.” The following table summarizes the activity related to
these specific costs for the years ended December 31:

Integrys Energy Group, Irc.

Costs related to the involuntary termination of the acguirer's employees
were expensed following the guidance of SFAS No. 144, “Accounting
for Costs Associated with Exit or Disposal Activities.” Costs associated
with the relocation or voluntary terminations of both Integrys Energy
Group and PEC employees were expensed in accordance with SFAS
Mo, 88, "Employers” Accounting for Settlements and Curtailments of
Defined Benefit Pensien Plans and for Termimation Benefits.” The
following table surnmarizes the activity related to these specific costs
for the years ended December 31:

(Miflions) 2007
Accrued employee severance costs

at beginning of periad $ -
Severance expense recorded 72
Cash payments (2.4)
Accrued employes severance costs

at end of pericd $4.8
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Purchase of Aquila, Inc.’s Michigan and Minnesota
Matural Gas Distribution Operations

On April 1, 2006, Integrys Energy Group, through its wholly owned
subsidiary MGU, completed the acquisition of natural gas distribution
operations in Michigan from Aguila. On July 1, 20086, Integrys Energy
Group, through its wholly owned subsidiary MERC, completed the
acquisition of natural gas distribution operations in Minnesota from
Aquila. (ntegrys Energy Group paid total consideration of $341.7 million
for the Michigan natural gas distribution operations, and $315.7 million
for the Minnesota natural gas distribution operations. Both amounts
incude clesing adjustments related primarily to purchased warking
capital. Both transactions were accounted for under the purchase
method of accounting.

Supplemental Pro Forma Information

The following table shows pro forma results of operations for Integrys
Energy Group for the year ended December 31, 2007, as if the
acquisition of PEC had been completed at January 1, 2007, as well
as pro forma results of operations far integrys Enargy Group for the
year ended December 31, 2008, as if the acquisitions of PEC and the
Michigan and Minnesota natural gas distribution operations from
Aquila had been completed at January 1, 2006. Pro forma results are
presented for informational purposes only, assume commercial paper
was used to finance the Michigan and Minnesota transactions, and
are not necessarily indicative of what the actual results would have
been had the acquisitions actually occurred on January 1, 2007, and
January 1, 2006.

Pro Farma for the Year Ended

December 31

{Millions, except per share amounts) 2007 2004
Total revenuss $10,997.7 $9 686.1
Income from continuing operations $211.2 $144.8
Income available for

common sharehclders $283.4 $178.4
Basic earnings per share —

continuing operations $2.73 $1.91
Basic earnings per share $3.72 $2.40
Diluted earnings pear share -

continuing operations $2.73 $1.91
Diluted earnings per share $3.72 $2.40

The fallowing dispesitions occurred in 2006 but are reported as
continuing operations.

Sale of WPS ES! Gas Storage, LLC

In April 2006, Integrys Energy Services sold WPS £S1 Gas Storage, LLC,
which owned a natural gas storage field located in the Kimball Township,
St. Clair County, Michigan for $19.9 million. The transaction resulted in
the recognition of a pre-tax gain of $9.0 million.

Sale of Guardian Pipeline

In April 2006, WPS Investments, LLC, a consolidated subsidiary of
integrys Energy Group, completed the sale of its one-third interest

in Guardian Pipeline, LLC for $38.5 million. The transaction resulted in
the recognition of a pre-tax gain of $6.2 million in the second quarter
of 2006.

NOTE 6—JOINTLY OWNED UTILITY FACILITIES

WPS holds a joint ownership interest in certain electric generating
facilities. WPS is entitled to receive generating capability and output
of each facility equal to its respective ownership interest. WPS also
pays its ownership share of additional construction costs, fuel inventory

purchases, and operating expenses unless specific agreements have
been executed to limit its maximum expaosure to additional costs.
WPS's share of significant jointly owned electric generating facilities as
of December 31, 2008, was as follows:

Accumulated depreciation
In-service date

West Marinette  Energy Center  Edlguwatar
{Millions, except for percentages and megawatts} Waston 4 Unit Ne. 33 Units 1 and 2 Unit No. 4
Ownership 70.0% 88.0% - 31.8% 8%
WPS's share of rated capacity (megawatts) 49 51.7 554 e
Utility plant in service $611.9 ‘$183

51905

% 404

WPS's share of direct expenses for these plants is recorded in operating
expenses in the Consolidated Staterments of Income. WPS has supplied
its own financing for all jointly owned projects.

Integrys Enargy Group, Inc.
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NOTE 7—REGULATORY ASSETS AND LIABILITIES

The following regulatory assets and liabilities were reflected in our Consolidated Balance Sheats as of December 31:

{Millions) 008 2007
Regulatory assets '

Ervironmental remediation ¢osts {net of insurance recoveries) - § & $ 758.8
Pension and other postretirement benefit related items L. AT 2219
Derivatives 1520 344
De Pere Energy Center 358 382
Asset retirement cbligations 305 17.0
Nuclear costs 24.1 34.7
Income tax related items 232 233
Energy recoverias 234 217
Weston 3 fightning strike = N 227
Unamortized loss on debt 132 13.8
Costs to achieve merger synergies 123 14.5
Rate: case costs ‘87 . -
Conservation Improvenvent Program costs 48 38
Midwest Independent Transmission System Operator, Inc. (MISO) costs L= 19.1
Other 14.2 14.1
Total C$1EBR8 $1,244.0
Balance Sheet Presentation :

Current $ 2a4n $ 147
Long-term 18 1,102.3
Total S‘lw $1,244.0
Regulatory liabilities

Cost of removal reserve $ N $ 2174
Energy refunds 55.7
Pansion and other postretirement banefit related items 59.1
American Transmission Company (ATC) and MISO refunds 53
Decoupling -
Incoma tax related items 108
Derivatives 13.9
Enhanced Efficiency Program -
Other 8.1
Total $ 3703
Balarce Sheet Presentation

Current $ 779
Long-term 2924
Total

Cur utility subsidliaries expect to recover their regulatory assets and
incur future costs or refund their regulatory liabilities through rates
charged to customers based on specific ratemaking decisions or
precadent for each iterm over periods specified by the regulators or
over the normal operating period of the assets and liabilities to which
they relate. Based on prior and current rate treatment for such costs,
we believe it is probabie that our utility subsidiaries will continue to
recover from customers the requlatory assets described above.

The regulatory assets listed in the table above related to WPS's
environmental remediation costs, the Weston 3 lightning strike, rate
case costs, and debt and PGL and N5G, are not eaming a rate of
return. The regulatory asset for WPS’s enviranmental remediation costs
was $74.1 million at December 31, 2008, and includes both liabilities
and costs incurred to remediate the former manufactured gas plant
sites that have not yet been recovered through rates. At December 31,
2008, environmental remediation costs that have heen incurred but not

Integrys Energy Group, Inc.

yet recovered in rates were nat significant. WPS is authorized recovery
of the regulatory asset related to the Westen 3 lightning strike over a
six-year period. The regulatory assets related to debt at PGL and

NSG are not included in rate base, but are recovered over the tarm
of the debt through the rate of retum authorized by the lllinois
Commerce Commission ({CC). The regulatory assets related to rate
case costs are authorized recovery over a five-year period. WPS's
regulatory assats are expected to be recavered from customers in
future rates; however, the carrying costs of these assets are borne by
Integrys Energy (Group’s shareholders.

See Note Mg}, "Summary of Significant Accounting Policies — Risk
Management Activities,” Note 13, “Asset Retirement Obligations, *
Note 14, “!Income Taxss," Note 15, “Commitments and
Contingencies,” Note 17, "Employee Benefit Plans,” and WNote 23,
“Regulatory Environment,” for more information on some of the more
significant regulatory assets and fiabilities listed in the above table.
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Investments in corporate joint ventures and other companias
accounted for under the aquity method at December 31, 2008, and
2007 were as follows:

{Millions)

NOTE 8—INVESTMENTS IN AFFILIATES, AT EQUITY METHOD

WP5 has sales to and purchases fram WRPC and receives net proceeds
from saies of energy into the MISO market from WRPC. The related
party transactions recorded and net proceads and dividends received in
the years ended December 31 were as follows:

ATC

Wisconsin River Power Company
(WRPC)

Cther

Investments ir affiliates,

at equity method

Investments in affiliates accounted for under the equity method are
included in ather assets on the Consolidated Balance Sheets, and

the equity income {loss) is recorded in miscellaneous income on the
Consolidated Staternents of Income. Integrys Energy Group is taxed

on ATC's equity income, rather than ATC, due to the tax flew-through
nature of ATCs business structure, Accordingly, integrys Energy Group's
provision for income taxes includes taxes on ATC's equity income.
Included in other investments in the above table is Integrys Energy
Services' ownership in ECO Coal Pelletization #12, LLC. See below

for further explanation of this investment.

ATC

Integrys Energy Group had an approximate 34% ownership interest
in ATC at December 31, 2008. ATC is a for-profit, transmission-only
company. ATC owns, maintains, monitors, and operates electric
transmission assets in portions of Wisconsin, Michigan, Minnesota,
and llfinois.

The regulated electric utilities provide construction and other services
to, and receive network transmission services from, ATC. The related
party transactions recorded by the regulated electric utilities, capital
contributions to ATC, and dividends received from ATC in the years
ended December 31 were as follows:

(Milfions} 2007 2006
Total charges to ATC for services

and construction §93.6 $126.5
Total costs for network transmission

service provided by ATC 781 633
Net amounts raceived from

{advanced o) ATC for

transmission interconnection 23.9) (11.6)
Capital contributions to ATC 50.9 36.5
Dividends received from ATC 357 297

There were no acvances to ATC for transmission interconnections
recorded at December 31, 2008. The amount related to these advances
classified within accounts recgivable and accrued unbilled revenues was
$82.3 million at December 31, 2007.

Of integrys Energy Group's equity in net income disclosed below,
$66.1 million, $50.5 million, and $39.0 million is the pre-tax income
related to its investment in ATC in 2008, 2007, and 2006, respectively.

WRPC

WPS owns 50% of the voting stock of WRPC, which operates two
hydroelectric plants and an oil-fired combustion trbine. Two-thirds of
the energy output of the hydroelectric plants is sold to WPS, and the
remaining one-third is sold to Wisconsin Power and Light. The electric
power from the combustion turbine is sold in equal parts to WPS and
Wisconsin Power and Light.

Integrys Energy Group, Inc.

(Milliors) 2007 2006
Revenues from services provided

to WRPC $10 1.5
Purchases of energy from WRPC % L3 41
Net proceeds from WRPC sales of £}

enargy to MISO 6.0 4.2
Dividends received from WRPC 0.9 42

Of Integrys Energy Group's equity in net income disclosed below,
$2.2 million, $1.8 million, and $3.2 million is the pre-tax income related
to WPS's investrment in WRPC in 2008, 2007, and 2006, respectively.

ECO Coal Pelletization #12

At Dacemnber 31, 2008, Integrys Energy Services held a 70% ownership
interest in ECO Coal Pellatization #12, LLC, which held an equity
method investment in an entity that produced synthetic fuel for tax
credits under Section 29/45K of the Internal Revenue Code. Integrys
Energy Services’ investment in this facility was not significant at
December 31, 2008, 2007, or 2006. By law, Section 29/45K federal tax
credits for synthetic fuel produced from coal expired on Decemnber 31,
2007; therefore, this facility ceased operation effective January 1, 2008,
Consequently, the losses and royalty income received from this
investment were not significant during 2008, The losses and royalty
income received from the equity methad investment integrys Energy
Services held through its ownership interest in ECO Coal Pelletization
#12, LLC during 2007 and 2006, were as follows:

{Millions) 2007 2004
Losses generated from cperations

of ECO Coal Pellstization #12 $18.2 $(23.9)
Int=grys Energy Services’ parmers’

share of the losses (recorded as

rinority interest) 0.1 38
Royalty income recognized 17 -

tn 2007 and 2006, the cperaticn of this facility generated positive
earnings when including the tax credits generated and the impact of
gainis on ail options utilized to mitigate the risk that rising oil prices had
oh the value of the tax credits.

Guardian Pipaline

in April 2006, Integrys Energy Group completed the sale of its ane-third
interest in Guardian Pipeline, At the time of sale, Guardian Pipeline, LLC
awned a natural gas pipeline, which began operating in 2002, that
stratched about 140 miles from near Joliet, lllinois, into southern
Wisconsin. It could transport up to 750 million cubic feet of natural gas
daily. See Note &, “Acquisitions and Dispositions,” for more infarmation
related to the sale.

tntegrys Energy Services recorded related party transactions for

purchases from Guardian Pipeline. These purchases amounted to
$0.9 million i 2006 through the date of sale.
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Financial Data
Carbined financial data of Integrys Energy Group's significant equity
method investments, ATC and WRPC, are included in the table below.
The financial data of Guardian Pipeiine is not included, as Integrys Energy

Group sold this investment in April 2006 and the financial information
frem January 1, 2006, through the date of sale was not significant.

(Millions) . P8 2007 2006
Income statement data - :
Revenues $ 470§ M58 $ 3475
Operating expenses 2146 2039 184.3
Other expense R.rAl 54.2 34.9
Net income $ 1575 $ 1283
Integrys Enérgy Group’s equity in net income $ 523 $ 422
Balance sheet data
Current assets $ 523 § 32
Moncument assets 22078 1,872.4
Tatal assats $2,260.1 $1.908.6
Current liabilities $ 377 $ 3064
Long-term debt 899.1 648.9
Crther noncurrent liabilities 111.1 128.2
Shareholders’ equity 932.2 8251
Tatal lighilities and sharcholders’ equity $2,260.1 $1,908.6
NOTE 9—GQODWILL AND OTHER INTANGIBLE ASSETS
Integrys Energy Group had the following changes ta the carrying amount of goodwill for the year ended Decernber 31, 2008:
Natural Gas Integrys
{Miliions) Utllity Segment  Energy Services Total
Goodwill recorded at December 31, 2007 $936.8 $11.5 $948.3
Adljustments to PEC purchase price aliccation related to income taxes 3.y {4.8) 79
Impairment loss * 65 - %5.5)
Goodwill recorded at December 31, 2008 it vy o A -

* A gaoowill impaiment loss in the amount of §5.5 million, aftertax, was racognized for
NSG in the second quarter of 2008. On at least an annual basis, Integrys Energy Group is
required by GAAP to test goodwill for impairment at each of its reporting urits. Reporting
units at integrys Energy Graup that hiave 2 goodwill balance and are subject tor these
impairment tests include PGL, NSG, MG, MERC, WF5S natural gas utility, and Integrys
Fnergy Services. PGL, NSG, MGU, and MERC were recorded at their spproximate Jair
market values at the date of acquisition. Since the acquisitions of PGL, N5G, MGU, and
MERL all oocurred within the last few years, even a slight decline in fair value can result in a

Integrys Energy Group, inc.

patential impairment Ioss. In order to identify @ potential impairment, the estimated fair
value of @ reporting unit is compared with jts carrying arnount, including goodvall. A
present value technique was utilized to estimate the fair value of NSG at Aprif 1, 2008.
The gqoodwill impairment recegnized for N3G was due Yo 2 decline in the estimated fair
value of NSG, caused primarily by a decrease in forecasted results as campared to the
forecast at the time of the acquisition. Worsening aconemic factors also contributed to

the decline in fair value.
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Includes customer relationship assets associated with both PECS formar nonregufated
retail natural gas and electric operations and MERC% nonutility home services business.
The remaining weighted-average amortization period at December 37, 2008, for
customer-related intangible assets is approximately 7 years.

@ Represents the fair value of certain PEC natural gas and electric customer contracts
acquired in the merger that ware not considered to be derivative instruments, and as 8
sesult, were recorded as intangible assets.

@ Incfudes both short-term and long-term intangible assets related to customer contracts

in the amount of $3.1 million and $2.4 million, respectively, at Dacember 31, 2008, and

$20.5 rullion and $5.5 million, respectively, at Dacember 31, 2007. The weighted-average
amortization period at Decernbaer 31, 2008, for these imangiie assets is 2.2 years.

Intangible asset armnortization expense, excluding amortization related
to natural gas and electric contracts, was recorded as a component of
depreciation and amortization expense. Amortization for the years ended
December 31, 2008, 2007, and 2006, was $7.9 million, $8.5 million, and
$2.1 million, respectively.

Amortization expense for the next five fiscal years is estimated to be:

| December 31, 2007 |
Gross Accumulated
(Millions) Canrying Amount Amortization Net
Amortized imtangible assets
{liabilities)
Customer-related $32.6 $ (9.3 $233
Natural gas and electric
contract assets ¢ 0.1 (34.1) 260
Matural gas and etectric
contract liabilities ®* {33.6) 13.1 (20.5)
Emission allowances ® 24 0.2 22
Renewable energy cradits 0.4 0.9 -
Other 34 (0.8) 26
Total $65.3 $(31.7) $33.4
Unamortized intangible assets
Trade name ® 5.2 - 5.2
Total intangibls assets §705 $31.7) $38.8

(Millions)

For year ending December 31, 2009
For year ending December 31, 2010
For year ending December 31, 2011
For year ending December 31, 2012
For year ending December 31, 2013

Amortization of the natural gas and electric contract intangible assets
was recerded as a component of nonregulated cost of fuel, natural gas,
and purchased power. Amortization of these contracts for the years

NOTE 10—LEASES

Intedrys Energy Group leases various property, alant, and equipment.
Terms of the operating leases vary, but generally require Integrys
Energy Group ta pay property taxes, insurance premiums, and
maintenance costs associated with the leased property. Many of
Integrys Energy Group's leases contain one of the following options
upon the end of the lease term: (3) purchase the property at the current
fair market value or {b) exercise a renewal option, as set forth in the
lease agreement. Rental expense attributable to operating leases was
$17.0 miilion, $13.8 million, and $7.0 million in 2008, 2007, and 2006,
respectively. Future minimum rental abligations under non-cancelable
operating leases are payable as follows:

Integrys Energy Group, Inc.

1

Includas both short-term and fong-term intangrble liabwlitbes related to customer contracts
in the amount of $4.0 millien and $7.4 millicn, respectively, at December 31, 2008, and
$7.1 millian and $13.4 miflion, respectively at December 31, 2007. The weightecaverage
amortization periad at December 31, 2008, for these intangible liabilities is 2.0 years.
Emission affowances do not have a contractual term or expiration date

Bl Used at Integrys Energy Services to comply with state Renawable Portfolio Standards, as
well as for trading purposes.

Reprasents the fair value of the MGU trade name acquired from Aquila.

%)

=2

ended December 31, 2008, and 2007, resulted in an increase to
nonregulated fuel, natural gas, and purchased power in the amount
of $34.4 million and $21.0 miliion, respectively.

Amortization of these contracts for the next five fiscal years is estimated
to be:

(Millions)

For year ending December 31, 2009 _wmr
For year ending December 31, 2010 SN
For year ending December 31, 2011 (v L
Fer year ending December 31, 2012 o
For year ending December 31, 2013 e oﬁla-‘mﬁ

*  Amortization of these contracts is anticipated to decrease nonregulated cost of fug!,
natural gas, and purchased power because the fair value of the pertion of the contracrs
that relates to these periods was negative (o “out-of-the-money”) at the date the
raspective businesses were acquired,

| Year Ending December 31 |
(Millions)

2009 BT
2010 R |
201
2012
2013
Later years

Total payments
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NOTE 11—SHORT-TERM DEBT AND LINES

Integrys Energy Group's short-term barrowings consist of sales of commereial
notes. Amounts shown are as of December 37

OF CREDIT

paper, borrowings under revalving credit facilities, and short-term

(Millions, except percentages) 2007 2006

Commercial paper outstanding $308.2 $562.8
Average discount rate on outstanding commercial paper 5.51% 5.43%,
Short-term notes payable outstanding $10.0 $10.0

Average interest rate on short-term notes payable 5.20% 5.30%
Borrowings under revolving credit facilities $150.0 $150.0
Average interest rate on revolving cradit faciliies 3.56% 5.58%

The commercial paper at December 31, 2008, had varying maturity
dates ranging from January 2, 2009, through January 30, 2009.

Integrys Enargy Group manages its liquidity by maintaining adequate
extarnal financing commitments. The information in the table below

relates to Integrys Energy Group's short-term debs, lines of cradit, and
remaining available capacity as of Decernber 31

(Millions) Maturity 2008 2007
Revolving credit facility (Integrys Energy Group) ® 06/02/10 $ 5000 $ 5000
Revolving credit facility (Integrys Energy Group} ™ 06/09/11 . 5000 500.0
Revolving credit facility (Integrys Energy Group) ® 05/03/07 ¢« 2500 -
Revolving crediit facility (WPS) @ 06/02/10 1180 115.0
Revolving credit facility (PEC) @ 06/13/11 00,0 400.0
Revolving credit facility (PGL) @ 07/12/10 250.0 250.0
Revolving cradit facility {integrys Energy Services) #® 04/08/09 1250 150.0
Revolving short-term notes payable (WPS) ® 05/13/09 10.0 10.0
Short-term notes payable (integrys Energy Group) ® 03/30/09 sra R -
Uncommitted secured cross-exchange agreement {Integrys Energy Services) @ - 25.0
Total short-term credit capacity 23711 1,950.0
Less: o
Uncollateralized portion of gross margin credit egreement : '_ T 10.8
Letters of credit issued inside credit facilities - dad 138.9
Loans outstanding under credit agreements and notes payable 561 160.0
Commercial paper outstanding LT 308.2
Accrued interest or original discount on outstanding commercial paper
Available capacity under existing agreements

il
@
@
“

Provides support for integrys Energy Group’ commercial paper borrowing program.
Provides support for WPS%s commercial paper borrowing program.

Provides support for PGLS commercial paper borrowing program.

Borrowings undar these sgreements are guaranteed Dy integrys Energy Group.

This facility maturad in April 2008, at which time the available borrowing capadty under the
facility was increased to $175.0 million and the maturity date was extended ta April 8, 2009
This note is enewed every six months.

This facility meatured in Apeil 2008, at which time the facility was renawed and the maturity
date was extended. However, in Derober 2008, borowings under this feality were peid in
full as the facility was terminated. Berrowings uncler this facility are no longer available.

In November 2008, Integrys Energy Group emered intoe a short-tarm debt agreement
axtending through March 2009 to finance its working capitai requirernents and for

®

At Decermber 31, 2008, Integrys Energy Group and its subsidiadies were
in compliance with all covenants relating to outstanding short-term debt
and expect tc be in compliance with all such debt covenants for the
foresaeable future. Integrys Energy Group and certain subsidiaries’
revolving credit agreements contain financial and other covenants,
including, but not limited to a requirement to maintain a debt to total

Integirys Energy Group, tnc.

general corporete purpases. The agredment requires principal and interest payments to be
rade in yen. Iniegrys Energy Services entered into two forward foreign curency exchange
contracis to hedge the varizbiity of the foraign curency exchange rete risk associated with
the principal and fixad rate interest payments, and Integrys Energy Group expects the
principai amount of rapayment at maturity, combined with the setfement amount of the
forward contracts, to be $156.7 miflion. See Note 2, *Risk Managament Activities” for
more infarmation.

In November 2008, Integrys Energy Groug entered into a revolving tredit agresment 1o
finance its working capita! raquirements and for genera! corporate purposes which extends
to May 2002,

capitalization ratio not 1o exceed 65%, excluding non-recourse debt.
Failure to meet these covenants beyond applicable grace periads could
result in accelersted due dates and/or termination of the agreements.
Termination of the agreements could permit lenders to require
immediate repayment of the outstanding borrowings thereunder.
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NOTE 12—LONG-TERM DEBT

{Millions)
WPS First Mortgage Bonds ™
Series Year Due
7.125% 2023
WFS Senior Notes M7
Seres Year Due
6.125% 2011
4.875% 2012
4.80% 2013
3.95% 2013
&6.375% 2015
5.65% 2017
6.08% 2008
5.55% 2035
UPPCO First Morigage Bonds @
Series Year Due
9.32% 2021
PEC Unsecured Senior Mote
Series Year Due
A, 6.50% 2011
Fair value hedge adjustment
PEL Fixed Frst and Refunding Mortgage Bonds ©
series Year Dy
HH, 4.75% 2030 Adjustable after July 1, 2014
KK, 5.00% 2033
LL, 3.75% 2033 Adjustable after February 1, 2012
MM-2, 4.00% 2010
NN-2, 4.625% 203
QQ, 4875% 2038 Adjustable after November 1, 2018
RR, 4.30°% 2035 Adjustable after June 1, 2016

S5, 7.000% 2013
TT, B.00% 208
PGI. Adjustable First and Refunding Mortgage Bonds #
Series Year Due
o0 2037
PP 2037
NSG First Morigage Bonds
Series Year Dus
M, 5.00% 2028
N-2, 4.625% 2013
O, 7.00% 2013
Integrys Energy Group Unsecured Senior Notes

Series Year Due
5.375% 2012
7.00% 2009
Intagrys Energy Group Unsecured Junior Subordinated Notas ™
Series Year Due
6.11% 2066

Unsecured term loan due 2010 - integrys Energy Group

Term loans — nonrecourse, collateralized by nonregulated assets ®
Integrys Energy Services' loan

Other term joan ™

Senior secured note "

Total
Unamertized discount and premium on bonds and debt

Total debt
Less cument portion

Total long-term debt

Integrys Energy Group, Inc.
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" WPS5 First Mortgage Bonds and Senior Mates are subject to the terms and conditions of
WPS% First Mortgage Indsntura. Under the terms of the indenturs, substantially all
property ownad by WS is pledged as collateral for these outstending detit securities. A
of thase debt securities require sami-annual payments of interest. WPS Senior Notes
become non-collateralized if WPS retires afl of its outstanding First Mortgage Bonds and
no new mortgage indenture is put in place.

D {n December 2008, WF5 issuad $125.0 miflion of Serigs 8.375% Sanior Notes due
December 1, 2015. The net proceeds from the ssuance of the Senior Notes were used for
funding construction costs and other caghal additions, retiing short-term debt related to
construction, and general corporate wtility purposes.
in Novemker 2007, WPS issued §125.0 million of Series 5.65% Seniar Notes due
Noverniaer 1, 2017 The net proceeds drom the issuance of the Senior Notes were used for
funding construction costs and other capital additions and general corporate utility
purposes.

B Under the terns of UPPCOS First Marrgage Indenture, substantially all property owned by
UPPCQ is pledgad as collateral for this outstending debt series. Interest payments are due
semi-annually with a sinking fund papment of $900,000 due each November 1. The final
sinking fund payment due November 1, 2021, will completely retire the series.

@ On March 6, 2007, Integrys Energy Group announced that it had emtered inta a First
Supplemental Indenture with PEC and The Bank of New York Trust Company, N.A. The
terms of the supplementz! imdenture provide that lntegrys Energy Group will fully and
unconditionafly guarantee, on a semior unsecured basis, PEC% obligations under its
$325.0 million, .9% notes due January 13, 2011, See Note 16, “Guarantees,” for more
infarmatian refated to this guaranty.

S in Novembaer 2008, PIEL issued 345 miliion of Series 55, 7.0%, S-pear First and Refunding
Mortgage Bonds due November 1, 2013 and 85 milfion of Series TT, 8.0%, 10-vear First and
Refunding Mortgage Bonds due Novemibser 1, 2015, The net proceeds from the issuance of
these bands were used to redisce shart-term debt and for ather general corporate utility
purpases. The first and refunding mortgege bonds were sold in a private placement and
ate not registerad under the Securities Act of 1933, '
On February 1, 2008, the interest rate on the 8500 milion 206% Sanes U First Mortgage
Bonds at PGL, which support the illinais Development Finance Authcrity Adjustable-Rate
Gas Supply Refunding Revenue Bonds, Series 20038, was established at a term rate of
3.75% through January 31, 2012, adjustable after February 1, 2012 These bonds were
subject to a mandatary tender for purchase and were remarketed on February 1, 2008.
As 2 rasult, these bonds were presented in the current portion ¢f long-term dabt on
integrys Enargy Group’s Consoflidated Balance Sheet et Decernber 31, 2007. These
bonds were included as fong-term debt in the December 31, 2008, Consalidated
Bafance Sheet.

PGS First Mortgage Bends are subject ta the terms and conditions of PGLS First
Mortgage Indenture dated tanuary 2, 1926, as supplemented. Under tha terms of the
Indenture, substantially ail property owned by PGL is pledgsd as collateral for thase
autstanding debt sacurities,

© PGL has outstanding 551.0 million of Adjustable Rate, Series OO Bonds, due October 1,
2027, vahvich ave currently in a 35-day Auction Rate mode (the interest rate is reset every
35 days through an auction process). The weighted-average interest rate for 2008 was
5.391% for these bonds.

On April 17, 2008, PGL completed the purchase of $51.0 million of flinois Development
Finance Authority Series 20030 Bonds, due October i, 2037, and backee! by PGL Series PP
Bonds. Upon repurchase, the auction rate mode was converted from & 35-day mode 1o a
waekly variabie rate mode. This transaction was treated as a repurchase of the Series PP
Bonds by PGL. As a result, the liability related to the Series PP Bonds was extinguished.
PGL intends to hold the bonds while i continues ta monilor the tax-exemp? market and
assess potential remarketing or refinancing opportunities.

At December 31, 2008, Integrys Energy Group and each of its
subsiciaries were in compliance with all respective covenants relating to
outstanding long-term debt and expect to be in compliance with all
such debt covenants for the foreseeable future. Integrys Energy Group
and certain subsidiaries’ long-term debt obligations contain covenants
related to payment of principal and interest when dua and various
financial reporting obligations. Failurs to comply with these covenants
could result in an event of default which, if not cured or waived, could
result in the acceleration of outstanding debt obligations.

Integrys Energy Graup, Inc.

PGLs First Mongage Bonds are subject to the terms and conditions of PGLS First
Morgage indenture dated Januery 2, 1924, as supplemented. Under the terms of the
indenture, substantiafly all property owned by PGL is pledged as collaters! for these
ovtstanding dabt securities.

PGL has utilized cartain First Mortgage Boads to secure tax exempt inlerest rates. The
(llincis Finance Authority and the City of Chicago have lssuad Tax Exampt Bongk, and the
proceeds from the sale of these bonds were lcaned to PGL. in retumn, PGL fssued equal
principal amourts of cartain collateralized First Mortgage Bonds

in Movemnber 2008, NSG issued $6.5 million of Serigs Q. 7.0%. S-year First Mortgage Bonds
due Novembber 1, 2013, The net proceeds from the ssuance of the First Morigage Bonds
was used for general corparate utility purpasas. The First Mortgage Jands were sold w a
private placernent and are not registered under the Securities Act of 1933,

NSG5 First Mongage Bonds are subject to the terms and conditions of NSG First
Martgage indenture dated April 1, 1955, as supplemented. Undar the tarms of the
Indenture, substantiafly all property owned by NSG s pledged a5 collateral for these
outstanding debt securities.

12

NSG has wiihized First Mortgage Bondk to secure tax exempt interest rates The liiinois
Finance Authority has jssted Tax Exernpt Bonds, and the proceeds from the sale of these
bonds were loared to NSG. In retumn, NSG issued equal principal amounts of certain
collataralired First Mortgage Bonds,

On December 1, 2008, Integrys Energy Group issued $300.0 milion of dunior Subardinared
Netas. Due to cetain features of these notes, rating agencies consider them ta be hybrid
instruments with a comizination of debt and equity characteristics. These notes have a 60-
year termn and rank junior to all current and future indebtedness of integyrys Energy Group,
with the axception of trade accounts payable and other accrued liabilities arising in the
ordinary course of business. Interast is payable sermi-annually at the stated rate of & 11% for
the first ten years, but the rate has been fixed at £.22% for this perlod through the use of
forward starting interest rate swaps. The interest rate will float for the remainder of tha
tem. The notes can be prepaid withaut penalty after the first ten years. integrys Energy
Group has agreed, however, in a replacement capital covenant with the hoiders of Integrys
Energy Group’s 5.375% Unsacured Senior Notss due December 1, 2012, that it will not
redeem or repurchase the Junior Subordinated Notes on or prior ko December 1, 2036,
wnless such repurchases or redemptions are made from the proceeds of the sale of specific
securities considered by rating agencies to have equity characteristics equal to or greater
than those of the Junior Subordinated Motss,

€ Bomowings by integrys Ertergy Senvicas under term laans and collateralized by
nonregulated assets totaled $6.6 million at Dacember 31, 2008, The assets of WPS New
England Generation, Inc. and WPS Canada Generation, Inc.,, subsidiaries of Integrys
Energy Senvices, collateraliza 31.9 million and $4.7 milhon, respectively, of the total
putstanding amount. Beth loans have semivannual installmeant payments, interest rates of
B.75%, maturity dates in May 2070, and are guarantead by 'ntegrys Energy Group starting
Jdanuary 2007.

00 [ April 2001, the Schuylkill County Industrial Development Autherity issuad $27.0 million of
Refundfing Tax Exempl Bondk, The proceeds from the bonds werns losned to WPS Westwood
Generation, LLC, a subsidiary of Integrys Energy Services. This loan is repaid by

WPS Westwood Generation to Schuylkill County Indhustnal Developrent Authority with
monthly interest enly payments and has a Aoating intarest rate that is reset weekly At
December 31, 2008, the interest rate was 1.38%. The 1oan is to be repaid by April 2021,
Integrys Energy Group agreed fo guarantes WES Westwood Generation’s obligation to
provide suficient funds to pay the loan and the related ahiigations and indemnities.

On June 26, 2008, Upper Peninsula Building Development Corporation, a subsidiary of
Integrys Energy Group, repaid the eutstanding principal balance on its 2.25% Senior
Secured Mote. The note was secured by a First Martgage fien on a building soid in July 2008
that was praviously owned and leased to UPPCC for use as their corporate headquarters.

®

o

A schedule of all principal debt payment amounts, including bond
maturities and early retirements, for Integrys Energy Group is as follows:

{ Year Ending December 31]
{Millions}

2009
2010
2011
22
2013
Later years

Total payments
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to removal of natural gas distribution pipe {including asbestos and
PCBs); asbestos abatement at centain facilities, office buildings, and

service canters; disposal of PCB-contaminated transfermers; and closure

of fiy-ash lancHills at certain generation facilities, In accordance with
SFAS No. 71, the utilities establish regulatory assets and liabilities to
record the differences between ongoing expense recognition under
SFAS No. 143 and FASB Interpretation No. 47, and the ratemaking

practices for retirement costs authorized by the applicable regulators.

NOTE 13—ASSET RETIREMENT OBLIGATIONS

The utility segments have asset retitement obligations primarily related

Asset retirement obligations at Integrys Energy Services relate to
asbestos abatement at certain generation facilities.

As discussed in Note 3, “Discontinued Operations,” Integrys Energy
Services completed the sale of Sunbury in July 2006, which included
the transfer of asset retirement ohligations related to Sunbury.

Changes to Asset Retirement Obligation Liabilities
The following table shows changes to Integrys Energy Group's asset
retirement cbligations through December 31, 2008.

Asset retirement obligations transferred in sales

Integrys

(Millions) Lhilities Energy Services Total
Asset retirement obligations at December 31, 2005 $ 86 $6.3 $ 149
Accretion 0.5 0.2 07
Asset retirernent cbligations from acquisition of natural

gas operations in Michigan and Minnesota 0.3 - 03
Asset retirement obligations transferred in sales - (5.8} (5.8)
Asset retirement cbligations at December 31, 2006 9.4 0.7 10.1
Accretion 68 - 6.8
Asset retirerment obligations from merger with PEC 124.9 - 124.9
Asset retirement obligations transferred in sales (0.2} - 0.2)
Settlements (1.4} - (1.4
Asset retirement obligations at December 31, 2007 1395 0.7 140.2
Accretion 78 - 78
Additions and revisions to estimated cash flows

.o - 37

Asset retirement obligations at December 31, 2008

NOTE 14—INCOME TAXES

Deferred Tax Assets and Liabilities
Certain temporary book to tax differences, for which the offsetting
amount is recarded as a regulatory asset or liability, are presented in

the table below as net amounts, consistent with regulatory treatment.

The principal components of our deferred tax assets and liabilities
recognized in the Consolidated Balance Sheets as of December 31 are
as follows:

Deferred tax liabilities:

{(Millions) ... 2007
Deferred tax assets: T

Tax credit camyforwards $ 950 $112.0
Employee benefits 8s 60.8
State capital and operating loss camyforwards A58 14.5
Cther o B2 4.9
Total deferred tax assets - ) 229.2
Valuation allowance M B (2.3)
Net deferred tax assets SR $226.9

Plant related $568.8
Reguiatary deferrals 732
Price risk management 93.2
Total deferred tax liabilities $735.2
Consolidated balance sheat presentation:

Current deferred tax liabilities $ 139
Long-term deferred tax liabilities 494.4

Net deferred tax liabilities

$508.3

Integrys Energy Group. inc.
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Deferred tax credit carmyforwards at December 31, 2008, include

$85.2 million of alternative minimum tax credits related to tax credits
available under former Section 29/45K of the internal Reverue Code.
These alternative minimum tax credits can be carried forward indefinitely.
Cammyforward pericds for state capital and operating losses vary. In the
majority of states in which integrys Energy Group operates the period is
15 years or more, with the majority beginning to expire in 2013,
Veluation allowances have baen established for certain state operating

and capital loss carryforwards due to the uncertainty of the ability to
realize the benefit of these iosses in the future.

Federal Income Tax Expense

The following table presents a reconciliation of federal income taxes to
the provision for income taxes reparted in the Consolidated Statements
of Income for the periods ended Decemnber 31, The taxes are
calculated by multiplying the statutory federal income tax rate by book
income before federal income tax.

Foreign income before taxes was $12.0 million in 2008, $23.3 million in
2007, and $24.5 million in 2006.

As the related temporary differences reverse, our regulated utilities are
prospectively refunding taxes to or collecting taxes from customers for
which deferred taxes were recorded in prior years at rates different than
current rates. The net regulatory asset for these and other regulatory tax
affects totaled $12.9 million and $11.3 million as of Decermber 31,
2008, and 2007, respectively.

Effective January 1, 2007, Integrys Energy Group records penalties and
accrued interest related to income taxes as a component of income tax

{Milllons, except for percentages) 2007 2006

Rate Amount Rate Amount
Statutory federal income tax 35.0% %934 35.0% $48.8
State income taxes, net 4.3 1.5 65 12.8
Wnrecognized tax benefits 0.4 1.0 - -
Benefits and compensaticn (2.5) (6.8) (2.5) (4.8)
Jrvestment tax credit ©0.6) {1.5) 0.4) 0.8
Fedleral tax credits (5.4) (14.3) {15.8) (30.2)
Orther differences, net b 1.0 27 0.1 0.8)
Effective income tax e 32.2% $86.0 2% $45.0
Current provisicn
Federal ) $ (6.8 $21.1
State By 8.9 6.2
Foreign 4.7 53
Total current provision $6.8 $32.6
Deferred provision $78.2 $11.4
et aperating loss camyforwards {0.9) 1.8
Unrecognized tax benefits 1.0 -
Interest 2.4 -
Penaltias 0.1} -
Investment tax credit—amortization {1.4) {0.8)
Total income tax expansa $86.0 $45.0

expense. Prior to January 1, 2007, Integrys Energy Group recorded
interest and penalties as components of income before taxes. Integrys
Energy Group recognized interest and penalties of $0.3 million in 2008,
$2.3 miltion in 2007, and $0.3 million in 2006, Integrys Energy Group
had accrued interest and penalties related to uncertain tax positions of
$6.0 million at December 31, 2008, $4.6 million at December 31, 2007,
and $0.2 million at January 1, 2007.

Unrecognized Tax Benefits

A reconciliation of the beginning and ending ameount of unrecognized
tax benefits is as follows:

{Millions)

Balance at Jarwary 1
Increase related to tax positions acquired
Increase related to tax positicns taken in prior years
Decrease related to tax positions taken in prior years
Decrease related to tax positions taken in cumrent year
Decrease related to settlements
Decresse related to lapse of statutes

Balance at December 31

Integrys Energy Group, Inc
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In 2008, unrecognized tax benefits at Integrys Energy Group increased
$12.4 million, primarily related to positions we expect to be taken by
the United States Internal Revenue Service (IRS) and the state of lllinois
during an-going examinations and appeals.

At Decamber 31, 2008, unrecognized tax benefits of $4.4 million could
affect Integrys Energy Group's effective tax rate for continuing operations
if recognized in subsequent periods. Also at December 31, 2008,
unrecognized tax benefits of $9.5 million related to discontinued
operations could affect Integrys Energy Group's effective tax rats if
recognized in subsequent periods.

Subsidiaries of Inteqrys Energy Group file income tax returns in the
United States federal jurisdiction, in various United States state and
local jurisdictions, and in Canada. Subject to the following major
exceptions listed below, Integrys Energy Group is no longer subject
to United States federal, state and local, or foreign income tax
examinations by tax authorities for years prior ta 2003.

B Wisconsin Department of Revenue - WPS has agreed to statute
extensions for tax years covering 2001 and 2002.

® New York State Department of Revenue - Integrys Energy Services
has the 2002 tax vear open for amended returns that were filed.

® Oregon Department of Revenue - WP5 Fower Development has an
open examination for the 2002 tax year.

In 2008, Integrys Energy Group closed the following examination:

m Qregon Department of Revenue — WFS Power Development, Inc. for
the tax year 2001,

Integrys Energy Group has the following open examinations:

® [R5 - PEC and consolidated subsidiaries have an open examinatian
for the September 30, 2004, through December 31, 2006, tax years.

8 RS - Integrys Energy Group and consolidated subsidiaries has an
open examination for the 2006 and 2007 tax years alcng with the
February 21, 2007, PEC short year.

® |llinois Department of Revenue - PEC and combined subsidiaries
have an open examination for the Septemnber 30, 2003, through
December 31, 2006, tax years.

®  Wisconsin Department of Revenue — WPS has an open examinatian
for the 20Q1-2006 tax years.

B MNew York State Department of Revenue — WPS Energy Services and
WPS Power Development have open examinations for the 2004 and
2005 tax years. Also, Integrys Energy Services has the 2002 and
2003 tax years open for amended retums that were filed.

® Oregon Department of Revenue - WPS Energy Services has an open
examination for the 2005 tax year; WPS Power D'evelapment has an
open examination for the 2002, 2003, and 2004 tax years,

In the next 12 months, it is reasonably possible that Integrys Energy
Group and its subsidiaries will settle their apen examinations in multiple
taxing jurisdictions related to tax years prior to 2006, resulting in a
decrease in unrecognized tax benefits of as much as $11.6 million.

NOTE 15—COMMITMENTS AND CONTINGENCIES

Commodity Purchase Obligations and

Purchase Order Commitments

Integrys Energy Group routinely enters into long-tenm purchase and sale
commitments that have various quantity requirements and durations. The
regulated natural gas wutilities have obligations to distribute and sell
natural gas to their customers, and the regulated electric utilities have
obligations to distribute and sell electricity to their customers, The
utilities expect to recover costs related to these obligations in future
customer rates. Additionally, the majority of the energy supply contracts
entered into by our nonregulated segment, Integrys Energy Services, are
to meet its obligations to deliver energy to customers.

The obligations described below are as of Dacember 31, 2008,

B The electric utility segment has obligations related 1o coal
supply and transportation that extend through 2016 and total
$598.2 million, obligations of $1.3 billion for either capacity or
energy related to purchased power that extend through 2027,
and obligations for other commodities totaling $14.3 millian,
which extend through 2013.

m The natural gas utility segment has obligations related to natural
gas supply and transportation contracis totaling $1.3 billion, some
of which extend through 2028.

u Integrys Energy Services has obligations related to energy and
natural gas supply contracts that extend through 2018 and total
$4.0 billion. The majority of these obligations end by 2011, with
obligations totaling $269.4 million extending beyond 2012,

Integrys Energy Group, Inc.

® Integrys Energy Group also has commitments in the form
of purchase orders issued to various vendors, which totaled
$626.8 million and refate to normal business cparations, as
well as large construction projects.

Environmental

United States Environmental Protection Agency (EPA) Section 114 Request

In 2000, WPS received a request from the EPA under Section 114 of the
Clean Air Act, seeking information related to work performed an the
coal-fired boilers located at WPS’s Pulliam and Weston electric
generation stations. WPS filed a response with the EPA in early 2001.

In May 2002, WPS received a follow-up request from the EPA seeking
additional information regarding specific boiler-related work performed
on Pulliam Units 3, 5, and 7, as well as information on WFS's life
extension program for Pulliam Units 3-8 and Weston Units 1 and 2. WPS
filed a final response to the EPA's follow-up request in June 2002.

In 2000 and 2002, Wisconsin Power and Light Company (WP&L)
received a similar series of EPA information requests relating to work
performed an certain coal-fired boilers and related equipment at the
Celumbia generation station (a facility located in Portage, Wisconsin,
jointly owned by WP&L, Madison Gas and Electric Company, and WPS).
WP&L is the operator of the plant and is responsikle for responding to
governmantal inquiries relating to the operation of the facility. WP&L
filed its response for the Columbiz facility in July 2002.

An Envirgnment of Energy



Depending upon the resulis of the EPAs review of the information
pravided by WPS and WPEL, the EPA may perform any of the
following:

8 issue notices of violation (NOV) asserting that a viclation of the
Clean Air Act occurred,

m seek additional information from WPS, WP&L, and/or third parties
who have information relating to the boilers, and/ar

B close out the investigation.

In addition, under the Clean Air Act, citizen groups may pursue a claim,
WPS5 has no notice of such a ¢laim based on the information submitted
to the EPA

Ta date, the EPA has not responded to the 2007 and 2002 filings made
by WPS and WP&L. However, in March 2008, a data request was
received from the EPA seeking information related to cperations and
projects for the Pulliam and Weston coal-fired boilers from January
2000 to the present. WPS has submitted its response. In December
2008, WP&L received a similar data request and is preparing its
response.

In respanse to the EPAS Clean Air Act enforcement initiative, several
utilities elected te settle with the EPA, while others are in litigation. The
fines and penalties (inciuding the cost of supplemental environmental
projects) associated with settlements involving comparably-sized
facilities range between $7 million and $30 million. The regulatory
interpretations upon which the lawsuits or settlements are based may
change based on future court decisicns of the pending litigations.

if the federal government brings & claim against WPS and if it were
determined by a court that historic projects at WPS's Pulliam and
Waeston plants required either a state ar federal Clean Air Act permit,
WPS may, under the applicable statutes, be required to:

& shut down any unit found to be operating in nan-compliance,

install additioral pollution control equipment,
B pay a fine, and/or

® pay & fine and conduct a supplemental environmental project in
order to resolve any such claim.

Pulliam Air Nagiice ol Violation

in September 2007, an NOV was issued to WPS by the Wisconsin
Department of Natural Resources (WDNR) alteging various violations
of the Pulliam facility's Title ¥ permit, primarily pertaining to certain
recordkeeping and monitoring requirements. WPS met with the WDNR
in November 2007 to discuss and attempt to resolve the matters
identified in the NOV, and subsequently submitted additional
information pursuant to the WDNR’s request. While not finally
confirmad by the WDNR, WPS understands that this issue is essentially
resolved.

Weaston 4 Air Permit

In November 2004, the Sierra Club filed a petition with the WDNR undler
Saction 285.61 of the Wisconsin Statutes seeking a contested case
hearing on the construction penmit issued for the Weston 4 generation
station, which is a necessary predicate to plant construction under the
partinent air emission regulations (hereinafter referred to as the "Weston
4 air permit™). In February 2006, the administrative law judge affirmed
the Westan 4 air permit with changes to the emission limits for sutfur
dioxide and nitrogen oxide from the coalfired boiler and particulste
from the cooling tower. The changes, which were implemented by the

Integrys Energy Group, Inc.

WONR in a revised permit issued on March 28, 2007, set limits that are
more stringent than those originally set by the WDNR thereinafter
referred to as the “March 28, 2007, permit language”).

On April 27, 2007, the Sierra Club filed a second petition requesting a
contested case hearing regarding the March 28, 2007, permit language,
which was granted by the WDNR. Both parties subsequently moved for
summary judgment. In a decision issued on November 8, 2007, the
administrative law judge granted WPS's motion for summary judgment
in that proceeding, upholding the March 28, 2007, permit language.
The Sierra Club filed petitions with the Dane County Circuit Court on
April 27, 2007, and November 14, 2007, for judicial review of the
Waston 4 air permit and the underlying proceedings before the
administrative law judge. These two judicial review proceadings were
consolidated by the Court. On February 12, 2009, the Court upheld the
administrative law judge’s final order, which affirmed the WDNR's
actions. The Sierra Club has 30 days to appeal this dacision.

These activities did not stay the construction and startup of the Waston 4
facility or the administrative law judge’s ciecision on the Waston 4 air
permit. WPS believes that it has substantial defenses to the Sierra Club’s
challenges. Untit the Sierra Club's challenge is finally resolved, Integrys
Energy Group will not be zble to make a final determination of the
probable cost impaci, if any, of compliance with any changes to the
Waeston 4 air permit on its future costs. |

in Decermber 2008, an NOV was issuad ta WPS by the WDNR allsging
various viclations of the air permits for Weston 4, as well as Weston 1
and 2. The alleged vielations include an exceedance of the carbaon
monoxide and volatile organic compound limits at Weston 4,
exceedances of the hourly sulfur dioxide limit in ten 3-hour periods
during startup/shutdown and during one separate event at Weston 4,
and two that address baghouse operation at Weston 1 and 2.
Corrective actions have been taken. An enforcement conferenca was
held on January 7, 2007, It is likely that the WDNR will refer the NOV to
the state Justice Department for enforcement. Management does not
believe that this will have a materiat adverse impact on the results of
operations of Integrys Energy Group.

Weston Operating Perimils
In early November 2004, it came to the attention of WPS that previous

ambient air quality computer modeling done by the WDNR for the
Weston facility {and other nearby air scurces) did not take into account
the emissions from the existing Weston 3 facility for purpeses of
evaluating air quality increment consumption under the required
Prevention of Signtficant Deteroration. WPS believes it has undertaken
and completed corrective measures to addrass any identified modeling
issues and anticipates issuance of a revised Title V permit in the near
future that wilt resolve this issus. Integrys Energy Group currently is not
able to make a final determination of the probable cost impact of this
issug, if any.

In Becember 2008, an NOV was issued to WPS by the WDNR that
includes alleged violations of the air permit at Weston 1 and 2 related
to the operation of the baghouses. This NOV is discussed above under
“Weston 4 Air Permit.”

Mercury and Interstate Air Quality Rules

Mercury

The state of Wisconsin has recently revised the state mercury rule,
Chapter NR 446. The revised rule requires a 40% reduction from the 2002
through 2004 baseline beginning January 1, 2010, thraugh the end of
2014. Beginning in 2015, electric generating units above 150 megawatts
will be required to reduce emissions by 90%. Reductions can be phased
in and the 0% target can be delayed until 2021 if additional sulfur

dioxide and nitrogen oxide reductions are implemented, By 2015, electric
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generating units abave 25 megawatts but less than 150 megawatts must
reduce their mercury emissions to a2 level defined as the Best Available
Control Technology rule. WPS estimates capital costs of approximately
$26 million for phase one, which includes estimates for both wholly
owned and jointly owned plants, 1o achieve the required reductions.
The capital costs are expected to be recovered in future rate cases.
Following the promulgation of a federal mercury control and monitoring
rule in 2005 by the EPA, the state of Wisconsin filed suit along with
other states in oppesition of the rule. On February 8, 2008, the United
States Court of Appeals for the District of Columbia Circuit ruled in
favor of the petitioners and vacated the federal rule. In May 2008, the
EPAs appeal of the niling was denied. The EPA is reviewing options for
a new rulemaking.

Sulfur Dioxide and Nitrogen Oxide

The EPA issued the Clean Air Interstate Rule, formerly known as the
Interstate Air Quality Rule (CAIR), in 2005. The rule was originally
intended to reduce sulfur dioxide and nitrogen oxide emissions from
utility boilers located in 29 states, including Wisconsin, Michigan,
Pennsylvania, and New York. The CAIR reguired reduction of sulfur
dioxide and nitrogen oxide emissions in two phases. The first phase
required about a 50% reduction beginning in 200 for nitrogen oxide
and beginning in 2010 for sulfur dioxide. The second phase was to
begin in 2015 for both pollutants and required about a 5% reduction
in emissions. The rule allowed the siate of Wisconsin to either require
utilities located in the state to participate in the EPA's interstate cap and
trade program or meet the state’s emission budget for suffur dioxide
and nitrogen oxide through measures to be determined by the state.
Wisconsin's rule, which incorporates the cap and wrade approach, had
completed the state legislative review and had been forwarded to the
EPA for final review.

Cn July 11, 2008, the United States Court of Appeals for the District of
Celumbia issued a decision vacating the CAIR and the associated
Federal Implementation Plan. The EPA requested a rehearing of the
decision by the Court of Appeals. On December 23, 2008, the Court of
Appeals reversed the CAIR vacatur and thus CAIR has been reinstated.
The court also directed the EPA to address the deficiencies noted in its
July 11, 2008, ruling.

Prior to the court’s vacatur decision, WPS was evaluating a number of
options, including using the allowance cap and trade program and/or
installing controls. Following the vacatur, WPS put its allowance trading
activities on held. Now with the reinstatement of CAIR, WPS has been
re-analyzing its options. WPS does not cumrently own any annual
nitragen oxide emission allowances beyond thase allocated by the
state, but has taken delivery of a small number of additional vzone
season nitrogen oxide allowances since the reinstatement of CAIR. WPS
does not expect any material impact as a result of the vacatur and
subsequent reinstaternent of the CAIR with respect to nitrogen oxide
emission allowances. WPS has been authorized by the PSCW to defer in
2009 purchases of nitrogen oxide emission allowances, which are
estimated to be $20 million.

The relnstatement of CAIR has also affected the status of the Best
Available Retrofit Technology rule. The WDNR position, as well as the
status of WPS units, under that rule is currently being evaluated.

For planning purposes, it is still assumed that additional sulfur dioxice
and nitrogen oxide controls will be neeced on existing units. The
instaliation of any controls will need to be scheduled as part of WPS's
long-term maintenance plan for its existing units. As such, controls may
need to be installed before 2015. On a preliminary basis, and assuming
controls are stilf required, WPS estimates capital costs of $523 million,
which includes estimates for both wholly owned and jointly owned
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plants, in order to meet an assumed 2015 compliance date. This
estimate is based on costs of current control technology and current
information regarding the final state and federal rules. The capital costs
are anticipated to be recovered in future rate cases.

Manufactured Gas Plant Remediation

Integrys Energy Group's natural gas utilities, their predecessors, and
certain former affiliates operated facilities in the past at multiple sites for
the purpose of manufacturing and storing manufactured gas and, as
such, are respansible for the environmental impacts at 55 manufactured
gas plant sites located in Wisconsin, Michigan, and lllinois. All are
former regulated utility sites and are being remediated, with costs
charged to existing ratepayers at WPS, MGU, PGL, and N5G. Eight of
these sites have been transferred to the EPA Superfund Altemative Sites
Program, and 11 sites have been transferred to the EPA's Superfund
Removal Program. On November 4, 2008, the 11 sites were transferred
1o the EPA Superfund Alternative Sites Program. Integrys Energy Group
estimated and accrued for $63%.0 million of future undiscounted
investigation and cleanup costs as of Dacember 31, 2008. Integrys
Energy Group recorded a regulatory asset of $679.9 million, which is
net of insurance recoveries received of $54.4 million, related to the
recovery of both unrecovered expenditures and estimated future
expenditures as of December 31, 2008.

The natural gas utilities are coordinating the investigation and the
cleanup of the manufactured gas plant sites under what is called a *multi-
site” program. This prograrn involves pricritizing the work to be done at
the sites, preparation and approval of documents common to all of the
sites, and utilization of a consistent approach in selecting remedies,

The EPA has identified NSG as a potentially responsible party (PRP)
under the Comprehensive Environmental Response, Compensation and
Liability Act of 1980, as amended {CERCLA), at the Waukegan Coke
Plant Site located in Waukegan, lllinois (Waukegan Site). The Waukegan
Site is part of the Outboard Marine Corporation (OMC} Superfund Site.
The EPA also identified OMC, Genaral Motors Corporation, and certain
other parties as PRPs at the Waukegan Site. NSG and the ather PRPs
are parties to a consent decree that requires N5G and General Motors,
jointly and severally, 1o perform the remedial action and establish and
maintain financial assurance of $27.0 million {in the form of certain
defined net worth levels that NSG has met). The sail camponant of the
remedial action was completed in August 2005. The final design for the
groundwater component of the remedial action has been completed,
and construction of the greundwater treatment plan was completed in
August 2008. Operation of the groundwater treatment unit began in
Septernber 2008 and is expected to be up to full capacity during the
first quarter of 2009. The EPA reduced the financial assurance
requirement to $21.0 million to reflect completion of the soil
component of the rermedial action.

With respect to portions of certain sites in the city of Chicago (Chicago),
PGL received demands from site owners and others asserting standing
regarding the investigation or rernediation of their parcels. Some of
these demands seek to require PGL to perfarm extensive investigations
or remediations. Thesa demands include notice letters sent to PGL by
River Village West. In April 2005, River Village West filed suit against PGL
in the United States District Court for the Northern District of illinois
under Resource Conservation and Recovery Act {RCRA). The suit, River
Village West LLC et al. v. The Peoples Gas Light and Coke Company,
No. 05-C-2103 (N.D. lll. 2005) (RVW 1}, seeks an order directing PGL to
rermediate three former sites: the former South Station, the former
Throop Street Station, and the former Hough Place Station.

In August 2006, a member of River Village West individually filed suit
against PGL in the United States District Court for the Northern District
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of Illinois under the RCRA. The suit, Thomas A. Snitzer v. Tha Peoples
Gas Light and Coke Company, No. 06-C-4465 (N.D. Il. 2006) (Snitzer 1),
seeks an order directing PGL to remediate the Willow Street Station
former manufactured gas plant site, which is located atong the Chicago
River. In October 2004, the same individual filed anather suit in the
United States District Court for the Northern District of lllingis under
RCRA and CERCLA, The suit, Thomas A. Snitzer v. The Peoples Gas
Light and Coke Company, No. 06-C-5901 {N.D. 1Il. 2006) (Snitzer i},
seeks an order directing PGL to remediate four former manufactured
gas plant sites, which are located on or near the Chicaga River: 22nd
Straat Station, Division Street Station, Hawthorne Station, and North
Shore Avenue Station, This individual also notified PGL of his intent to
file suit under RCRA and CFRCLA seeking an order directing PGL to
remedizte two other such sites: Calumet Station and North Staticn.

In February 2007, Snitzer | and Snitzer || were consolidated with the
RVW [} case. In June 2007, PGL filed a mation to dismiss, or in the
alternative, stay the consclidated litigation on the basis of the transfer
of the sites at issue in the litigation to the CPA Superfund Removal
Program. On September 28, 2007, the federal district court issued a
ruling staying the litigation “pending the conclusion of the United
States EPA actions” at these sites. The plaintiffs filed a motion for
reconsideration. The court reconsidered the stay and on September 25,
2008, granted PGLs motion for a judgment on the pleadings dismissing
the suit. On October 24, 2008, the plsintiffs appealed the district court's
ruling. The parties have now agread to terms of a ssttlement and upon
execution of the settlernent dacuments and implementation: of the
settlernent terms, this matter will be dismissed. The amount of the
settlement was not materiat to Integrys Energy Group.

Management believes that any costs incurred for environmental
activities relating to former manufaciured gas plant operations that are
not recoverable through contributions from other entities or from
insurance carriers have been prudently incurred and are, therefore,
racoverable through rates for WPS, MGU, PGL, and NSG. Accordingly,
mznagement believas that the costs incurred in connaction with fermer
mznufactured gas plant aperations will not have a material adverse
effect on the financial position or resuits of operations of Integrys
Energy Group.

Flood Damage

In May 2003, a fuse plug at the Silver Lake reservoir owned by UPPCQ
was breached. This breach resulted in subsequent flooding downstream
on the Dead River, which is located in Michigans Upper Peninsula near
Marquette, Michigan. Several lawsuits were filed related to this incident,
all of which have been settled and for which insurance recovery was
received in excess of the applicable self-insured retention.

UPPCO has completed significant envircnmental restoration activities
and is werking with the Michigan Department of Envircnmental Quality
to determine what aclditional activities and mitigation projects are
necessary to resolve the impacts asscciated with this event. Integrys
Enargy Group maintains a comprehensive insurance program that
includes UPPCQ that it balieves is sufficiant to cover its respansibllities
related to this event. The self-insured retention on this policy is not
material to Integrys Energy Group.

As part of UPPCO's 2009 Power Supply Cost Recovery Plan filing with
the Michigan Public Service Cormmission (MP5C) on September 30,
2008, UFPCO filed for racovery of the remaining deferred replacement
power casts related to the Silver Lake incident. Through December 31,
2008, UFPCOQ deferred replacament power costs of $3.2 million, non-
fuel operating and maintenance costs of $2.8 million, and estimated
related camying costs of $0.6 million. UPPCO offset all of the non-fuel
operating and maintenance costs and related carrying costs, as well as a
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portion of the replacerent power costs, with a settlernent of $2.2 million
received from third parties involved in the Silver Lake incident. The
remaining replacement power cost requested for recovery from
Michigan retail customers is $2.4 million.

The reconstruction of the Silver Lake dam was cempleted in November
2008. This included a new concrete spillway and 2 new earthen dam
with monitering instrumentation. The Federal Energy Regulatory
Commission (FERC) and Board of Consultants were on site and certified
the completicn. UPPCO has submitted a refill and operations plan for
FERC approval. Once the refill plan is approved by the FERC, the
reservoir can be refilled. It is expected to take approximately two years
to return the reservoir to narmal operation. Cost recovery for rebuilding
the Silver Lake facility will be the subject of a future rate proceeding.

GCreephouse Gases

There is increasing concern over the issue of climate change and the
effect of emissicns of greenhouse gases, in particular from the
combustion of fossil fuels. Integrys Energy Group is evaluating both the
technical and cost implications which may result from future state,
regional, or federal greenhouse gas reguiatory programs. This
evaluation indicates that it is probable that any reguiatory program that
caps emissions or imposes a carbon tax will increase costs for Integrys
Energy Group and its customers, The greatest impact is likely to be an
fossil fuel-fired generation, with a less significant impact on natural gas
storage and distribution operations. Efforts are undenway within the
utility industry to find a feasible method for capturing carbon dioxide
from pulverized coal-fired units and to develop cleaner ways to bum
coal. The use of alternate fuels is also being explored by the industry,
but there are many cost and availability issues. Recently there have
been efforts initiated to develop state and regional greenhouse gas
programs. There are zlso renewed efforts to create federal legislation to
limit carbon dioxide emissions and to create national renewable
portfolio standards, A risk exists that such legislation will increase the
cost of energy. However, we believe the capital expenditures we are
making at our generation units are appropriate under any reasonable
mandatory greenhouse gas program and that fulure expenditures by
our regulated electric utilities will be recoverable in rates. Integrys
Energy Group will continue to monitor and manage potential risks and
opportunities associated with future greenbiouse gas regulatory actions.

Escanaba Water Permit issues

UPPCOQ cperates the Escanaba Generating Station (EGS) undler contract
with its owner, the city of Escaraba (City). While the City awns the water
permits for £GS, UPPCO's personnel provide testing and certification of
waste water discharges. In September 2008, UPPCO became aware of
potential water discharge permit violations regarding reported pH and
oil and grease readings at £GS. Cormective actions have been
implemented at the plant, notification has been provided to the City,
and UPPCQ has self reported the potential permit viclations to the
Michigan Department of Environmental Quality {(MDEQ). A final report
was filed by UPPCO with the MDEQ on November 25, 2008, and a
copy was sent to the City.

Depending upaen the resuits of the MDEQ's review of the information
provided by UPPCO, the MDEQ, in consultation with the Michigan
Attornay General Office, may perform any of the following:

8 assess a fine and/or seek criminal charges against UPPCO,

B assess a fine and/or seek criminal charges against the former
rnanager who certified the reports, and/or

B close out the investigation.
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MNatural Gas Charge Reconciliation Proceedings and
Related Matters

Natural Gas Charge Settlement
For PGL and NSG, the ICC conducts annual proceedings regarding the

raconciliation of revenues from the natural gas charge and related
natural gas casts. The natural gas charge represents the cost of natural
gas and transportation and storage services purchased by PGL and
NSG, as well 35 gains, losses, and costs incurred under PGLS and NSG's
hedging program [Gas Charge). In these proceedings, interested parties
review the accuracy of the reconciliation of revenues and costs and the
prudence of natural gas costs recovered through the Gas Charge. If the
ICC were to find that the reconciliation was inaccurate or any natural
gas costs were imprudently incurred, the ICC would order the utility
companies to refund the affected amount to customers through
subsequent Gas Charge filings.

In March 28, 2004, orders, the ICC adopted a settlement agreement
related to fiscal years 2001 through 2004 natural gas costs. Under
centain provisions of the settlement agreement, PEC agreed o provide
the lllincis Attorney General (AG) and Chicago up to $30.0 million for
coneervation and weatherization programs for which PGL and NSG may
not seek rate recovery. PGL and NSG also agreed to implement a
reconnection program for custamers identified as hardship cases on the
date of the agreement. Finally, PGl and N5G agreed to internal audits
and an external audit of natural gas supply practices.

With respect to the consarvation and weatherization funding, as of
December 31, 2008, $15.2 million remained unpaid, of which $5.2 millicn
was included in other current liabitities, and $10.0 million was induded
in other long-term liabilities. Under the reconnection program, PGL and
NSG reconnected customers who participated in the program and took
other steps required by the agreement. The AG and Chicago have
indicated that they believe the terms of the reconnection program are
broader than what FGL and NSG implemented. Management continues
to believe that it has fully complied with the reconnection program
obligations of the settlement agreement.

Concerning the audit requirements, two of the five required annual
internal audits have been completed. An auditeor hired by the 1CC
conducted the external audit, and the report was filed on April 10,
2008. The report included 32 recommendatians, none of which
quantified natural gas costs that the auditor believed shouid not be
recovered by PGL and NSG. By March 31, 2009, PGL and NSG expect
to complete their responses to the 25 recommendations they agreed to
implement in a June 30, 2008, response to the audit. The ICC staff has
not filed a reply to PGLs and N5G's response.

The fiscal 2005 Gas Charge reconciliation cases were initiated in
Novernber 2005. The setilement of the prior fiscal years' Gas Charge
recongiliation proceedings did not affect these cases, except for PGLs
agreement to cradit fiscal 2005 hub revenues as an offset to utility
customers’ natural gas charges. Faor PGL and NSG, the ICC issued its
orders on January 16, 2008. The natural gas cost disallowance for PGL
was $20.5 million, and included 2005 hub revenues and an adjustment
for transportation customers' bank {storage) natural gas. The natural gas
cost disallowance for NSG was $1.0 million, and also related to a bank
natural gas adjustment. The customer refunds from the 2005 Gas
Charge recenciliation cases were accounted for as a preacquisition
contingency. Pursuant to the ICC arders, PGL and NSG refunded
custormers $22.6 millicn and $1.1 million, respectively, including interest,
during 2008,

The fiscal 2006 Gas Charge reconciliation cases were initiated on
Novernber 21, 2006, The ICC staff and irtervenars {tha AG, the Citizens
Utility Board, and Chicago, filing jeintly) each filed testimony
recormmending disallowances for PGL and NSG for a bank natural gas

Integrys Enargy Group, ine.

adjustment similar to that addressed in the fiscal 2005 Gas Charge
reconciliation cases, which PGL and NSG did not contest. In addition,
the interveners recommended a disallowance for PGL of $13.9 million
(reduced to $11.0 million in their brief) associated with PGLS provision
of interstate hub services. The ICC staff does not support the
interveners’ praposal, and PGL does not believe the proposal has merit.
A hearing for the PGL and NSG cases was held on December 11, 2008.
Far PGL, briefing is scheduled to conclude February 27, 2009, after
which the administrative law judge will prepare a proposed order. For
NSG, there were no contested issues, and the parties filed an agreed
form of order in January 2009.

Class Action

In February 2004, 2 purported class action was filed in Cook County
Circuit Court against PEC, PGL, and NSG by customers of PGL and
NSQ, zlleging, ameng other things, violation of the lllincis Consumer
Fraud and Deceptive Business Practices Act related to matters at issue
in the utilities' fiscal year 2001 Gas Charge reconciliation proceedings,
In the suit, Alport et al. v. Peoples Energy Corporation, the plaintiffs
seek disgorgement and punitive damages. FGL and NSG have been
dismissed as defendants and the only remaining counts of the suit
allege violations of the Consumer Fraud and Deceptive Business
Practices Act by PEC and that PEC acted in concert with others to
commit a tortious act. PEC denies the allegations and is vigorously
defending the suit. On July 30, 2008, the plaintiffs filed a motion for
class certification anc PEC respended in opposition of this motion. On
October 31, 2008, PEC filed a motion for summary judgment. Ar the
plaintiffs’ request, their reply to PEC's class centification respanse was
postponed pending a decision on PEC's summary judgment motion.

Corrosion Control Inspection Proceeding

lllinois state, as well as federal laws, require natural gas utilities to
canduct periodic corrasion control inspections on natural gas pipelines.
Cn April 19, 2006, the ICC initiated a citation proceeding related to
such inspections that were reguired to be performed by PGL during
2003 and 2004, but which were not completed in the requisite
timeframe. On December 20, 2006, the ICC eniered an order
approving a stipulation between the parties io this proceeding under
which PGL agreed that it had not been in compliance with applicable
requlations, and further agreed to pay a penzlty of $1.0 million, pay for
a consultant to conduct a comprehensive investigation of its compliance
with ICC pipeline safety regulations, remain compliant with those
regulations, not seek recovery in future rate cases of certain costs
related to non-compliance, and hold meetings with Chicago to
exchange information. This order resolved only the ICC procseding and
did not constitute a release of any other potential actions outside of the
ICC proceeding. With respect to the comprehensive investigation, the
ICC selected an auditor for this matter and the auditor, issued a final
report on August 14, 2008, containing 65 recommendations and an
additional placeholder for a possible recommendation. The 1CC
conducted a public hearing on October 8, 2008, at which time the
auditor presented the report to the ICC for its acceptance. PGL
submitted a draft plan to the ICC staff in which PGL accepted most of
the recommendations and offered an altemative proposal for the
remainder. At a subsequent meeting and in cancurrence with the ICC
staff and the consuttant, PGL has revised its implementation plan for
some of the recommendations. The auditor's agreement with the ICC
provides for a twa-year monitoring phase to verify PGLS compliance
with the prospective implementation plan, which began in January
2009.

On May 16, 2006, the AG served a subpoena requesting documents
relating to PGLs corrosion inspections. PGLs counsel has met with
representatives of the AG' office and provided documents relating to
the subpoena. On July 10, 2004, the United States Attorney far the
Northern District of lllinois served a grand jury subpoena on PGL
requesting documents relating to PGLs corrosion inspections. PGLs
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counsel has met with the United States Attomey’s office and provided
documents relating to corrosion inspections. PGL has had no further
communication with the United States Attorney'’s office since that time,
Management cannot predict the outcome of this investigation and has
not recorded a liability associated with this contingency.

Builders Class Action

In June 2005, a purpcrted class action was filed against PEC and its
utility subsidiaries by Birchwoeod Builders, LLC in the Circuit Court of
Cook County, lllinuis alleging that PGL and NSG were fraudulently and

NOTE 16—GUARANTEES

As part of normal business, Integrys Energy Group and its subsidiaries
enter into various guarantees providing financial or performance
assurance to third parties on behalf of certain subsidiaries. These
guarantees are entered into primarily to support or enhance the
creditwarthiness otherwise attributed to a subsidiary on a stand-alone
basis, thereby facilitating the extension of sufficient credit to accomplish
the subsidiaries’ intended commercial purposes.

improperly charging fees to customers with respect to utility
connections, disconnections, reconnections, refocations, extensions of
natural gas service pipes, extensions of distribution natural gas mains,
ard failing to retum related customer deposits. In Nevember 2008,
integrys Energy Group, PEC, PGL, and NSG (the companies) entered
into & settlermant agreement with the plaintiffs. The settiement amount
was not material to the companies. The plaintifls filed a motion to
dismiss their appeal, which was granted by the appellate court cn
December 5, 2008. This matter is now resolved.

Most of the guarantees issued by Integrys Energy Group include inter-
company guarantees between parents and their subsidiaries, which are
eliminated in consolidation, and guarantees of the subsidiaries’ own
performance. As such, these guarantees are excluded from the recognition
and measurement requirements of FASB Interpretation No. 45.

The following table shows outstanding guarantees at Integrys Energy
Group at December 31, 2008:

[7 Expiraticn —I
Total Amounts Committed Less Than 1t0 3 4to5 Over 5

(Millions) at Dacembar 31, 2008 1 Year Years Years Years
Guarantees supporting cormmadity ransactions

of subsidiaties © $2,156.5 $1,607.1 $ 4489 $19.2 5 81.3
Guarantees of subsidiary debt and revolving .

line of credit @ 928.1 175.0 7250 - 28.1
Standby letters of credit @ 403.6 389.7 13.9 - -
Surety bonds ¥ 35 35 - - -
Other guarantees © - 3.8 1.5 23 -

Total quarantees

! Consists of parental guarantees of $1,981.3 miflion to support the business operations of
Integrys Energy Services, of which $5.0 million recered spacific sutherization from Intagrys
Energy Group's Board of Diractors and was not subject 1o the gugrantee limit discussed
Gelow, $88.4 milfon and $81.8 milian, respechively, ralated ta nature! ges supply at MERC
and MG, of an authorized $150.0 million and $100.0 mifion, respectively; and $5.0 million,
of an authorized $125.0 mifiion, to support business cperations at PEC. These guarantees
are not reflected in the Consolidated Balance Sheets.

% Consists of sgreements to fully and unconditionally guarantse (1) PEC 34000 million
revolving line of credit; () on a senior unsecured basis, PECS obligations under it
$325.0 miflicn, 6.90% nates due January 15, 2011; (3) Imtegrys Energy Services’ $175.0 million
credit agreement used 1u finanice natural gas i storage and margin reguirements related
te natwral gas and electric contracts raded on the NYMEX and the Intercontinental
Exchange, as weil as for general corporate purposes; and (4) $28.1 milfion supporting
outstanding debt at Integrys Energy Services” subsiciaries, of which $1.1 million is subject
tr Intagrys Energy Services’ parental guarantee limit discussed below Parenta! guaranteas
related to subsicdiary debt and wedit agreements putstanding are nat included in the
Consolidsted Ealance Sheets.

Integrys Energy Group has provided total parental guarantees of
$2,584.3 millien on behalf of Integrys Energy Services. Integrys Energy
Group's exposure under these guarantees related to open transactions
at December 31, 2008, was approximately $837 million. At Dacember 31,
2008, rmanagemant was authorized to issue corporate guarantees up

to an aggregate amount of $2.95 billion te support the business
operations of Integrys Energy Services. The following outstanding
amounts were subject to this limit;
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& Comprised of $398.4 million issued to support Integrys Energy Services” aperstions,
inclucing $2.5 million that received specific autherizatian from Integrys Energy Group's
Board of Directars; $4.3 million issued for workers compansation coverage in [lfinais; and
£0.9 million ralated to fetters of credhit at UPPCQ, MGU, MERC, and PEC. Thase amounts
are not reflacted in tha Consolidated Balance Sheets,

Hy

FPrimarily for warkers compensation coverage and obtaining various licenses, permits, and
rights of way. Suraty bands are not included in the Consofidated Balance Sheets.

Includes (1) a fiability refated to WPS' agreement to indemnify Dominion for certain costs
arising from the msolution of design basis docurnentation issues incumed prior to Kawaimee
nuclear power plants schaduled maintenance period in 2009, As of Decembar 31, 2008,
WPS had paid $7.4 miftion to Dorninion relsted to this guarantes, reducing the lisbility to
$1.5 million. WPS expects to make payments for the entire ramaining liahility amount over
the duration of the guarantee; and (2) a $2.3 million indemnification provided by integrys
Energy Services related! to the sale of Niagara. This indemnification related to potential
environmental cantamination from ash clisposal at this facility. Integrys Energy Services
axpects that the likelihood of required performance under this guerantee is remote,

T

{Millions)

Guarantees supporting commochity
transactions of subsidiaries

Guarantees of subsidiary debt
Stanchy letters of credit
Surety bonds

Total guarantees subjact to $295 billion limit
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Defined Benefit Plans

On September 30, 2008, the PEC Service Annuity System was rmerged
into the PEC Retirement Plan, which was then renamed the Integrys Energy
Group Retirement Plan. On December 31, 2008, the WPS Retirement
Plan was merged into the Integrys Energy Group Retirement Plan. The
two plan mergers had no effect on the level of plan benefits pravided to
participants or the management of plan assets. Integrys Energy Group
and its subsicliaries now maintain one non-contributory, qualified pension
plan covering substantially all employees, as well as several unfunded
nonqualified retirement plans. In addition, Integrys Energy Group and

its subsidiaries offer multiple other postretirement benefit plans to
employees. The benefits for a portion of these plans are funded through
irrevecable trusts, as allowed for income tax purposes.

Integrys Energy Group also currently offers medical, dental, and life
insurance benefits to employees and their dependents. Integrys Energy
Group expenses the costs of these benefits for active employees as incurred.

During the third quarter of 2007, Integrys Energy Group made a series
of changes to certain of its retirement benefit plans. Specifically, the
changes included:

m Closure of the defined benefit pension plans to non-unicn new hires,
effective January 1, 2008;

m A freeze in defined benefit pension service accruals for non-union
employees, effective January 1, 2013;

B Afreeze in compensaticn amounts used for determining defined benefit
pension amounts for non-union employees, effective January 1, 2018;

NOTE 17—EMPLOYEE BENEFIT PLANS

# Revised eligibility requirements for retiree medical berefits for
employses hired on or after January 1, 2008, and the introduction of
an annual premium reduction credit for employees sligible to retire
after December 31, 2012; and

m Closure of the retiree dental and life benefit programs to all new
hires, effective January 1, 2008, and elimination of these benafits for
any existing employees who are not eligible to retire before
December 31, 2012.

As a result of the changes described above, Integrys Energy Group
remeasured certain of its pension and other postretirement benefit
obligations as of August 1, 2007. The curtailment gains and losses
recognized as a result of the plan design changes were not significant
and are included in the table below.

A second remeasurement occurred on October 1, 2007, because the
ratification of a union contract resulted in changes to a postretirement
medicat plan. The changes did not result in a curtailment.

Effective May 1, 2008, and July 1, 2008, the defined henefit pension
ptans were closed to new union hires at PGL and NSG, respectively.
Effective April 19, 2009, the defined benefit pension plens will be
closed to new union hires at UPPCO,

The following tables provide a reconciliation of the changes in the
plans’ benefit abligations and fair value of assets during 2008 and 2007.

l Pelr'ISiOVI'I Benefits | ”‘_ (?tl;le Benefits ]

Raconciliation of benefit obligation (Millions}

o m - 2007

iy % o 2007

Integrys Energy Group, Inc.

Ohbligation at January 1 $ 7873 $292.1
Service cost 39.7 154
Interest cost 704 245
Plan amendments L - 21.4)
Plan curtaiiments o 0.7 0.4)
Plan acquisitions — PEC e 498.1 1567
Actuarial [gain) loss, net {26.0} {43.0
Participant contributions - 60
Benefit payments (88.6) {22.8)
Federal subsidy on benefits paid - 1.7
Cther - -
Obligation at December 31 £1.210.2 $408.6
| Pension Benefits | |
Reconciliation of fair value of plan assets (Millions) L ‘ A* f ] 2007 2007
Fair value of plan assets at January 1 T AL E $ 6740 $212.8
Actual retum on plan assets 68.9 14.5
Employer cantributions ; 274 79
Participant contributions - - 6.0
Plan acquisitions — MGU and MERC - D2 -
Plan acquisitions — PEC 5376 297
Benefit payments (8B.6) (22.6)
Other - -
Fair value of plan assets at December 31 $1,219.5 $248.3
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Amounts recognized in Integrys Energy Group's Consolidated Balance Sheets at December 31 related to the funded status of the benefit plans

consisted of:

R TG

{MHlions)

LT

Noncurrent assets
Current liakilities
Noncurrent Habilives
Net liability (asset)

The accumulated benefit obligation for all defined benefit pension
plans was $1.1 billion at both December 31, 2008, and December 31,
2007. Information for pension plans with an accurmulated benefit
obligation in excess of plan assets is presented in the table at right.

Pension Benefits | "~ Other Benefits ]

2007 2007
$98.7 $ 27
4.4 2.1
85.0 1629
$3.3 $140.3
{Miflions) : 2007
Projected henafit abligation
Arrurnulated banefit obligation
Fair value of plan assets

The following table shows the amounts that had not yet been recognized in integrys Energy Group's net periodic benafit cost as of December 31.
Amounts related to the nenregulated entities are includad in accumulated other comprehensive incame (loss), while amounts related to the wtilities

are recorded as regulatary assets or liabilities,

.

Integrys Energy Group recorded the PEC pension assets acquired and
liabilities assumed at fair value at the February 2007 acquisition date.
However, PGL and NSG continue to have rates set based on their
historical basis of accounting, including amortizations of prior service
cost {credits), actuarial losses, and transition obligations, which were
recognized in the Consolidated Financial Statements as regulatory assets
at the purchase date. The amount reflected in nat periodic benefit cost
in the table below is based on the amount used in the rate-setting
pracess for PGL and NSG. The difference in the basis of accounting is
shown as a merger related regulatory adjustment in the table above.

Integrys Energy Group, Inc. |

Pension Benefits i Other Benefits |
{Millions) ) ‘ 2007 T 2007
Accumulated other comprehensiva income (loss) {pre-tax) ‘
Net actuarial loss $ 35 R ¥ - $ 09
Prior service costs {credits) 15 L Q.z} o 2.8
Total 3 50 1 Y $ 07
Net requlatory assets
Net actuarial loss {gain) ${16.5) $110.4)
Prior service costs {credits) 27 (30.3)
Transition obligation - 13
Merger related regulatory adjustment 89.4 44.4
Total $100.6 $ 5.2

The estimated net losses and prior service costs for defined benefit
pension plans that will be amortized as a componeant of net periodic
benefit cost during 2009 are $0.4 million and $5.0 million, respectively.
The estimated net losses, prior service costs, and transition obligation
for other postretirement benefit plans that will be amortized as a
component of net periodic benefit cost during 2009 are $1.2 million,
$3.8 million, and $0.3 million, respectively. The estimated merger
related regulatory adjustment that will be amontized as a component of
net periodic benefit cost for definad pension and other postretirement
benefit plans during 2009 is $4.8 million and $2.0 million, respectively.
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Pension Benefits l " Other Benefits |
{Millions) 2007 2006 s 2007 2006
Net periodic benefit cost
Service cost $39.7 $24.2 $15.4 $ 7.1
Interest cost 704 421 245 17.3
Expected return on plan assets (8v.4) (44.2) (17.5) (13.5)
Plan curtatiments (gain) loss - - 0.1 -
Amortization of transition obligation - 0.2 0.4 0.4
Amortization of prior service cost (cradit) 51 5.1 2.6 2.2
Amortization of net loss 48 9.8 18 53
Amartization of merger related regulatory adjustment 14.2 - 0.8 -
Net periodic benefit cost $4438 $37.2 $22.7 $14.4
Assumptions—Pension and Other Postretirement Benefit Plans
The weighted-average assumptions used at December 31 to determine benefit obligations for the plans were as follows:
| Pension Benefits 1 | Other Benefits |
B G 2007 . . 2007
Discount rate 6.40%
Rate of compensation increase 4.98%
Assumed medical cost trend rate (under age 45) N/A
Ultimate trend rate N/A
Ultimate trend rate reached in N/A
Assurned medical cost trend rate [over age 65) N/A
Uitimate trend rate N/A
Ultimate trend rate reached in N/A
Assumed dental cost trend rate N/A

Pension Benefits

2007 2006
Discount rate 5.88% 5.65%
Expected retum on assets B.50% 8.50%
Rate of compensation increase 5.50% 5.50%

Cther Benefits i

2007 2004
Discount rate 5.79% 5.65%
Expected retumn on assets 8.50% §.50%
Assumed medical cost frend rate (under age 65) 8.0% 9.0%
Ultimate trend rate 5.0% 5.0%
Ultimate trend rate reached in 2010 2010
Assumed medical cost trend rate (over age 65) 8.0%-10.0% 11.0%
Ulimate trend rate 5.0%-6.5% 6.5%
Ultimate trend rate reached in 2010-2011 20N
Assumad dental cost trend rate 5.0% 5.0%

Integrys Energy Group establishes its expected return on asset assumption based on consideration of historical and projected asset class returns, as

well as the target allocations of the benefit trust pontfalias.

Integrys Energy Group, Inc.

8 An Ervironment of Energy




Assurmed health care cost trend rates have a significant effect on the amounts reported by Integrys Energy Group for the health care plans. For the
year ended Decermber 31, 2008, a cne-percentage-point change in assumed heazlth care cost trend rates would have had the following effects:

(Millicns)

One-Péroentage-Point

Effect on total of service and interest cost components
of net pericdic postretirement health care benefit cost

Effect on the health care component of the
accumuiated postretirement benefit ebligation

Pension and Other Postretirement Benefits Plan Assets

Tha weighted-avarage zsset allocations of the plans at December 31, 2008, and 2007, were as follows:

e

”

Pension Benefits | | ;

I

Other Benefits ]

nnnnn

P

The target asset allocations for pension plans are &5 follows: £4% equity
securities, 33% debt securities, and 3% real estate. The target asset
allocations for other postretirement plans in place prior to the PEC
merger for the above listed asset classes are as follows: 65% equity
securities and 35% debt securities. The target asset allocations for other
postretirement plans acquired in the PEC merger are as follows: 60%
equity securities and 40% debt securities. The Board of Directors has
established the Employee Benefits Administrator Committee to rmanage
the operations and administration of all benefit pians and trusts. The
Committee periodically reviews the asset allocation, and the portfolio is
rebalanced when necessary.

Cash Flows Related to Pension and Other
Postretirement Benefit Plans

Integrys Energy Group's funding policy is to contribute at least the
minimum amounts that are required to be funded under the Employee
Retirement Income Security Act, but not more than the maximum
amounts that are currently deductible for income tax purposes. integrys
Energy Group expects to contribute $26.1 million to pension plans and
$28.3 million to other postretirement benefit plans in 2009

The following table shows the payments, reflecting expected future
service, which Integrys Energy Group expects to make for pension and
other postretirement benefits. In addition, the table shows the expected
federal subsidies, provided under the Medicare Prescription Drug,
Improvement and Modemization Act of 2003, which will partially offset
other postretirement benefits.

{Millions}
2007

2010

20M

2012

2013
2014-2018

Integrys Energy Group, Inc.

ercantag;_ of Plan Assets P;rcontéga of Plan Assets
at December 31, at December 31,
Asset catagory - NN 2007 T 2007
Equity securities 63% CT sk 61%
Drebt securities 33% 39%
Real estate 4% -
Total 100% 100%

Defined Contribution Benefit Plans

integrys Energy Group maintains 401(k) Savings Plans for substantially
all full-time employses. Integrys Energy Groug matches a percentags of
employee contributions through an Employee Stock Gwnership Plan
(ESOP) centribution up to certain limits. Certain union employees
receive a contribution to their ESOP account regardless of their
participation in the 401(k) Savings Plan. The ESOP held 2.9 million
shares of Integrys Energy Group’s common stock {market value of
$124.7 million) at December 31, 2008. Certain employees participate in
a discretionary profit-sharing contribution and/or cash match. Non-
unian employees hired after January 1, 2008, are na longer eligible to
participate in the defined benefit pension plan. Instead, these
employees participate in a defined contribution pension plan, in which
Integrys contributes certain amounts to an employee’s account based
on the employee’s wages, age, and years of service, Total costs incurred
under all of these plans were $17.4 million in 2008, $14.4 million in
2007, and $9.4 miilion in 20006.

Integrys Energy Group maintains deferred compensation plans that
enable certain key employees and non-employee directors to defer a
portion of their compensation or fees on a pre-tax basis. Non-employee
directors can defer up to 100% of their director fees. Compensation is
generally deferred in the form of cash, indexed to certain investment
options, or Integrys Energy Group common stock with deemed
dividends paid on the common stock automatically reinvested. Effective
March 31, 2008, the investment option of indexing to Integrys Engrgy
Group's return on equity was closed to new contributions.

The deferred compensation amangements for which distributions are
made solely in Integrys Energy Group's comman stock are classified as an
equity insrument. Changss in the fair value of the deferred compensation
obligation are not recognized. The defemed compensation obligation
associated with this arrangement was $23.7 million at December 31,
2008, and $24.4 million at December 31, 2007.

The portion of the deferred compensation cbligation associated with
deferrals that allow for distribution in cash is classified as a liability on
the Conselidatad Balance Sheets and adjusted, with a charge or

credit to expense, 1o reflect changes in the fair value of the deferred
compensation obligation. The obligation classified within other long-term
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liabilities was $28.2 million at December 31, 2008, and $30.2 million at
December 31, 2007. The costs incurred under this arangement were
%1.9 millien in 2008, $2.3 million in 2007, and $3.0 million in 2004.

The deferred compensation programs are partially funded through
shares of Integrys Enargy Group's common stock that is held in a

rabbi trust. The common stock held in the rabbi trust is classified as a
reduction of equity in a manner similar to accounting for treasury stock.
The total cost of Integrys Energy Group's common stock held in the
rabbi trust was $16.3 millian at December 31, 2008, and $14.7 millian
at December 31, 2007.

NOTE 18—PREFERRED STOCK OF SUBSIDIARY

Integrys Energy Group's subsidiary, WPS, has 1,000,000 authorized shares of preferred stock with no mandatory redemption and a $100 par value.

Outstanding shares were as follows at December 31:

All shares of preferred stock of all series are of equal rank except as

to dividend rates and redemption terms. Payment of dividends from
any earned surplus or other availalsle surplus is not restricted by the
terms of any indenture or other undertaking by WPS. Each series of
outstanding prefered stock is redeemable in whole or in part at WPS's
option at any time on 30 days’ notice at the respective redemption
prices. WPS may not redeem lass than all, nor purchase any, of its
prefemed stock during the existence of any dividend defauit.

In the event of WPS's dissolution or liguidation, the holders of preferred
stock are entitled to receive (@) the par value of their preferred stock out

NQTE 19—COMMON EQUITY

L 2007 |
Shares Carrying

{Millfons, except share amounts) Qutstanding Velue
Series

5.00% 130,714 $131

5.04% 29898 30

5.08% 42923 5.0

6.76% 150,000 15.0

6.88% 150,000 15.0
Total 510,535 $51.1

of the corporate assets other than profits before any of such assets are
paid or distributed to the holders of commaon stock and {b) the amount
of dividends accumulzted and unpaid on their preferred stock out of
the surplus or net profits befere any of such surplus or net profits are
paid ta the holders of common stock. Thereafter, the remainder of the
corporate assets, surplus, and net profits shall be paid to the holders of
common stock,

The preferred stock has no pre-empitive, subseription, or conversion
rights, and has no sinking fund provisions.

Integrys Energy Group's reconciliation of shares outstanding at December 31, 2008, and 2007, was as follows:

[ 2007 ]

Common stock issued

Less:
Treasury shares *
Defemred compensation rabbi trust
Restricted stock

Total shares outstanding

Average
Shares Cost
76,434,095
10,000 $25.19
338,522 43.48
93,339 54.76
75,992,234

* Relates to integrys Energy Groups Nan-Emplovee Directors Stock Option Plan. All options undler this plan have a ten-year fifa, but may not be exarcised until one year after the datz of grant.

During 2008, Intearys Energy Group purchased shares of its common
stock on the open market to mest the requirements of its Stack
Investment Plan and certain stock-based employee benefit and
compensation plans. Prior o 2008, Integrys Energy Group issued new

Integrys Energy Group, Inc.

shares of commaon stock under these plans. These stock issuances
increased equity $45.7 million and $25.0 miltion in 2007 and 2006,
respectively.
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Pursuant to the PEC merger, sharchalders of PEC received 0.825 shares
of integrys Energy Group (then known as WPS Resources) common
stock, $1 par value, for each shara of PEC cormmon stock, no par value,
that they held immediately prior to the merger. This resulted in an
increase in common stock outstanding of 31,938,421 shares and
increased equity $1.6 billion as of December 31, 2007.

Roltforward of Integrys Energy Group's
Common Stock Shares lssued
Balance at Decemnber 31, 2005 40,089,858
Shares issued
Stack Investment Plan 406,878
Stock-based compensation 134,392
Common stock offering 2,700,000
Rabdyi trust shares 56,292
Balance at December 31, 2006 43,387,460
Shares issued
Merger with PEC 31,938,491
Stack Investment Plan 529,935
Stock-based compensation 444 041
Restricted stack, net 93,339
Rebbi trust shares 40,829
Balance at December 31, 2007 76,434,095
Restricted stock shares cancelled
Balance at Dacember 31, 2008

Dividends

Integrys Energy Group i a halding company and our ability to pay
dividends is largely dependent upon the ability of our subsidiaries to
pay dividends to us. In the 2009 rate order, the PSCW has restricted our
subsidiary, WPS, to paying normal dividends on its commen stock of no
more than 103% of the previous year’s common stock dividend. The
PSCW also requires WPS to maintain a financial capital structure (i.e.,
the percentages by which each of common stock equity, preferred stock
equity, and debt constitute the tatal capital invested in a utility), which
has a common equity range of 49% to 54%. The PSCW has also
established a targeted financial common equity ratio at 51% that results
in a regulatory common equity ratio of 53.41%. The primary difference
between the financial and the regulatory cammon equity ratio relates to
certain off-balance sheet obligations, primarily purchased power
obligations, considered by the PSCW in establishing the financial
common squity target. Each of these limitations rmay be modified by a
future order of the PSCW. Qur right to receive dividends an the
commeon stock of WPS is also subject to the prior rights of WFS's
preferred shareholders and to provisions in WPS's restated articles of
incorporation, which limit the amount of common stock dividends which
WPS may pay if its comman stock and commoen stock surplus accounts
canstitute less than 25% of its total capitalization. These limitations are
not expected to limit any dividend payments in the foreseeable future.
At December 31, 2008, these limitations amounted to $1.2 million out
of WS’ total retained samings of $372.0 million. Consequently, at
Decermber 31, 2008, WPS had $370.8 mitlion of retained eamings
available for the payment of dividends.

UPPCO's indentures relating to its first mortgage bonds contain certain
limitations on the payment of cash dividands on its common stock,
which is held solely by integrys Energy Greup. At December 31, 2008,
these restrictions amounted to $30.5 million out of UPPCOs total

Integrys Energy Group, Inc. E#

retained eamings of $49.1 million. Consequently, at Decembar 31,
2008, UPPCO had $18.6 million of retained earnings available for the
payment of common stock cash dividends.

NSG's long-term debt obligations contain provisions and covenants
restricting the payment of cash dividends and the purchase or redemption
of capital stock. At December 31, 2008, these restrictions amounted to
$6.% million out of NSG's total retained earnings of $77.4 million.
Consequently, at December 31, 2008, NSG had $70.5 million of
retained earnings available for the payment of dividends.

For the year ended December 31, 2008, PEC, PGL, MGU, MERC, and
Integrys Energy Services did not make any dividend payments.

At December 31, 2008, Integrys Energy Group had $585.8 million of
ratained eamings available for the payment of dividends. Except for the
subsidiary restrictions described above, Integrys Energy Group does not
have any dividend restrictions.

Earnings Per Share

Basic earnings per share are computed by dividing income available for
common shareholders by the weighted average number of common
stock shares outstanding during the period. Diluted earnings per share
are computed by dividing income availabla for common sharehaolders
by the weighted average number of common stock shares outstanding
during the period, acjusted for the exercise and/or conversian of all
potentially dilutive securities. Such dilutive items include in-the-money
stock options, performance stock rights, and restricted stock. The
caleulation of diluted earnings per share for 2008 excluded 2.2 million
stock options that were outstanding at December 31, 2008, which had
an anti-dilutive effect. The calkeulation of diluted earnings per share for
2007 and 2006 excludes some insignificant stock options that had an
anti-dilutive effect. The following table reconciles the computation of
basic and diluted earnings per share:

(Millions, except per share amounts) § 2007 2006
Numerstor:
Income from continuing operations 51811 $1516
Discontinued operations,

net of tax 733 73
Preferred stock dividends

of subsidiary {3.1) (3.1
Income available for

cornmon sharchalders $251.3  §155.8
Denominator:
Average shares of common

stock — basic 71.6 423
Effect of dilutive securitias

Stock-based compensation 02 0.1
Average shares of common

stock - diluted 718 424
Eamings per common share

Basic $3.51 $3.68

Diluted 380 3467
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In May 2007, Integrys Energy Group's shareholders approved the 2007
Omnibus Incentive Compensation Plan (2007 Omnibus Plan). Under the
provisions of the 2007 Omnibus Plan, the number of shares of stock
that may be issued in satigfaction of plan awards may not exceed
3,500,000, and no more than 1,500,000 shares of stock can be granted
as performance shares or restricted stock. No additional awards will be
issued under prior plans, although the plans will continue to exist for
purposes of the existing outstanding stock-based compensation. At
December 31, 2008, stock options, performance stock rights, restricted
shares and restricted share units, and stock appreciation nights were
outstanding under the variaus plans.

Stock Options

Under the provisions of the 2007 Omnibus Plan, no single employee
who is the chiefl executive officer of Integrys Energy Group or any of the
other four highest compensated officers of Integrys Energy Group and
its subsidiaries can be granted options for more than 1,000,000 shares
during any calendar year. Mo stock options will have a term longer than
ten years. The exercise price of each stock option is equal to the fair
rarket value of the stock on the date the stock option is granted.
Generally, one-fourth of the stock options granted vest and kecome
exercisable each year on the anniversary of the grant date.

The fair values of stock option awards granted were estimated using a
kinomial fattice model. The expected term of option awards is
calculated based on historical exercise behavior and represents the
period of time that options granted are expected to be cutstanding.
The risk-free interest rate is based on the United States Treasury yield
curve. The expected dividend yield incorporates the cument dividend
rate as well as historical dividend increase patterns. Integrys Energy
Group's expected stock price volatility was estimated using its 10-year

NOTE 20—STOCK-BASED COMPENSATION

historical volatility. The following table shows the weighted-average fair
values per stock option along with the assumptions incorporated into
the valuation models:

2007 2006

Weighted-average fair value
per option $7.80 $6.04
Expected term 7 years 4 years
Risk-free interest rate 4.65% 4.42%
Expected dividend yield 4.50% 4.90%
Expected volatility 17% 17%

Total pre-tax compensation cost recognized for stock options during the
years ended December 31, 2008, 2007, and 2006, was $2.& millian,
$1.8 million, and $1.8 million, respectively. The total compensation

cost capitalized in 2008, 2007, and 2006 was not significant. As of
December 31, 2008, $1.7 million of total pre-tax compensation cast
related to unvested and cutstanding stack options was expected to be
recognized over a weighted-average period of 2.6 years.

Cash received from option exercises during the ysars ended

December 31, 2008, 2007, and 2006, was $3.3 million, $14.0 million,
and $1.9 million, respectively. The tax benefit realized from these option
exercises was not significant in 2008, $2.3 million in 2007, and not
significant in 2006.

A summary of steck option activity for the year ended December 31,
2008, and the number of outstanding and exercisable stock options at
December 31, 2008, is presented below:

During the years ended December 31, 2007 and 2006, the intrinsic
value of options exercised totaled $4.4 million and $0.9 million,
respactively.

The aggregate intrinsic value for outstanding and exercisable options in
the above table represents the total pre-tax intrinsic value that would
have been received by the option holders had they all exercised their
options at December 31, 2008. This is calculated as the difference
between Integrys Energy Group's closing stock price on December 31,
2008, and the option exercise price, multiplied by the number of
in-the-money stock options.

Performance Stock Rights

Performance stock rights vest over a three-year performance period and
are paid out in shares of Integrys Energy Group's common stock. Ne
single employee who is the chiefl executive officer of Integrys Energy
Group or any of the other four highest compensated officers of Integrys
Energy Group and its subsidiaries can receive a payout in excess of
250,000 performance shares during any calendar year. The number of

Integrys Energy Group, e,

Weightad-Average Woeighted-Average Aggregate
Stock Exercise Price Remaining Contractural Intrinsic Value
Options Per Share Life (in Years) (Millions)
Cutstanding at December 31, 2007 2,215,999 $47 .81
Granted 684,404
Exercised 75,142 $0.2
Forfeited 125,122
Cutstanding at December 31, 2008 S
Exarcisable at December 31, 2008

shares paid out is calculated by multiplying a performance percentage
by the number of outstanding stock rights at the completion of the
vesting period. The performance percentage is based on the total
shareholder return of Integrys Energy Group's common stock relative to
the total shareholder return of a peer group of companies. The payout
may range from 0% to 200% of target.

The fair values of performance stock rights granted were estimated
using a Monte Carlo valuation model, incorporating the assumptions in
the table below. The risk-free interest rate is based on the United States
Treasury yield curve. The expected dividend yield incorporates the
dividend rate at the measurement date. The expected volatility was
estimated using three years of historical data.

2007 2006
Expected tarm 3 years 3 years
Risk-free interest rata 4.71% 4.74%
Expected dividend yield 450% 4.90%
Expected volatility 14.5% 14.4%
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Pre-tax compensation cost recorded for performance stock rights for
the years ended December 31, 2008, 2007, and 2004 was $5.2 million,
$3.5 million, and $2.8 million, respectively. The total compensation

cost capitalized during these same years was not significant. As of
December 31, 2008, $2.4 milfion of total pre-tax compensation cost
related to unvested and outstanding performance stock rights was
expected to be recognized over a weighted-average period of 1.8 years.

A summary of the activity related to performance stock rights for the
year ended December 31, 2008, is presented below:

Performance Weighted-Average
Stock Rights  Grant Date Fair Value
Outstanding at
December 31, 2007 217,458 $48.72
Granted 125,600 Hn
Expired 4 m . 41.62
Forfeited 25,42 51.67
Outstanding at :
December 31, 2008

No performance shares wers distributed during the year ended
December 31, 2008, as a result of the performance percentage being
below the target payout level for those rights that were vested and
eligible to be distributed in 2008.

Restricted Shares and Restricted Share Units

In 2008, 2007, and 2006, a portion of the long-term incentive was
awarded in the form of restricted shares and restricted share units. Most
of these awards have a four-year vesting period, with 25% of each
award vesting on sach anniversary of the grant date. During the vesting
period, restricted share recipients have voting rights and are entitled to
dividends in the same manner as cther common shareholders, whereas

NOTE 21—FAIR VALUE

Fair Value Measurements

restricted share unit recipients receive dividend credits and do net have
voting rights. Restricted shares and restricted share units have a value
equal to the fair market valuz of the shares on the grant date. Total
pre-tax compensation cost recognized for these awards was $4.2 million
and $1.4 million during the years ended December 31, 2008, and 2007,
respectively, and was not significant for the year endled December 31,
2006. The total compensation cost capitalized in 2008, 2007, and 2005
was ot significant. As of Dacember 31, 2008, $6.2 millicn of total
pre-tax compensation cost related to these awards was expected to

be recognized over a weighted-average period of 2.7 years.

A summeary of the activity related to restricted share and restricted share
unit awards for the year ended December 31, 2008, is presented below:

Restricted Shares  Weighted-Average
and Restricted Grant Date
Share Units Fair Value
Outstanding at
Decembser 31, 2007 101,145 $54.70
Granted 172815 48,36
Vested 7
Forfeited
Outstanding at
December 31, 2008

Stock Appreciation Rights

On February 21, 2007, all of PEC's then outstanding stock appreciation
rights wera converted into 14,021 Integrys Energy Group stock
appreciation rights. The fair value of the stock appreciation rights is
estimated with a Black-Scholes model and was net significant at
December 31, 2008. No stock appreciation rights were issued during
the year ended December 31, 2008.

The following table shows Integrys Energy Group's financial assets and liabilitias that were accounted for at fair value on a recurring basis as of

December 31, 2008, categarized by level within the fair value hierarchy.

(Millians) ~ Lavel Level 2 - Level 3 Total

— ——— —
Risk management assets "m-ﬂ s 30,5207 $7854 £2.979.1
Imventory hedged by fair value hedges . o= 274 - 74
Other 08 ¢ Lo T 05

Liabilities ISR ' .
Risk management liabilities 29580 -
i.ong-term debt hedged by fair value hedge !

The determination of the fair values above incorporates variaus factors
required under SFAS No. 157, These factors include not only the credit
standing of the counterparties involved, but also the impact of Integrys
Energy Group's nonperformance risk on its liabilities,

The risk managemant assets and liabilities listed in the table include
options, swaps, futures, physical commodity contracts, and other
instruments used 10 manage market risks related to changes in commodity
prices and interest rates. For more information on Iniegrys Energy Group's
derivative instruments, see Note 2, "Risk Management Activities.”

When possible, Intagrys Energy Group bases the valuations of its risk
management assets and labilities on quoted wrices for identical assets in

Integrys Enargy Group, Inc

active markets. These valuations are dassified in Level 1. The valuations
of certain contracts are based on NYMEX futures prices with an
adjustment related to location differences, and certain derivative
instruments are valued using broker quotes or prices for similar contracts
at the reporting date. These valuations are classified in Level 2.

Certain derivatives are categorized in Level 3 due to the significance of
unobservable or internally developed inputs. The primary reasons for a
Level 3 classification are as follows:

a8 While price curves may have been based on observable information,

significant assumptions may have been made regarding seascnal or
monthly shaping and locational basis differentials.
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B Carlain transactions were valued using price curves that extended
beyond the quoted period. Assumptions were made to extrapolate
prices from the last quoted period through the end of the
transaction term.

8 The valuations of certain transactions were based on internal
models, although external inputs were utilized in the valuation.

The following table sets forth a reconciliation of changes in the fair
value of items categorized as Level 3 measurements:

(Millions)
Balance at the beginning
of period
Net realized and unrealized
loss included in eamings
Net unrealized loss recorded as
regulatory assets or lisbilities
Met unrealized loss included in other
comprehensive income (loss)
Net purchases and setttements
MNet transfers infout of Level 3

Balance at December 11, 2008

Met unrealtzed loss included in
earnings related to instruments
still held at Decomber 31, 2008

Detivatives are transferred in or out of Level 3 primarily due to changes
in the source of data used to construct price curves as a result of
changes in market liquidity,

NOTE 22—MISCELLANEOUS INCOME

Unrealized gains and losses included in eamings related to Integrys
Energy Services’ risk management assets and liabilities are recorded
through nonregulated revenue on the Consolidated Statements of
Income (Loss). Realized gains and losses on these same instruments are
recorded in nonregulated revenue or nonreguiated cost of fuel, natural
gas, and purchased power, depending on the nature of the instrument.
Unrealized gains and |osses on Leval 3 derivatives at the utilities are
deferred as requlatory assets or liabilities, pursuant to SFAS No. 71.
Therefore, these fair value measurements have no impact on ezmings.
Realized gains and losses on these instruments flow through utility cost
of fuel, natural gas, and purchased power.

Fair Value of Financial Instruments

The fellowing table shaws the financial instruments included on the
Consclidated Balance Sheets of Integrys Energy Group that are not
recorded at fair value.

2007
Fair
(Millions) Value
Long-term debt $2,334.2
Preferred stock 194

The fair values of long-term debt and preferred stock are estimated
based on the quoted market price for the same or similar issues or on
the current rates offered to Integrys Enargy Group for debt of the same
remaining maturity.

Due to the short maturity of cash and cash equivalents, accounts
receivable, accounts paysable, notes payable, and outstanding
commercial paper, the carrying amount approximates fair value.

Integrys Energy Group's total miscellanecus incarme was as follows at December 31

{Millions)

Equity eamings on investments

Interest and dividend income

Weston 4 ATC interconnection agreement interast
Equity AFUDC

Gain {loss) on sale of property

(Loss) gain on investments

Gain {loss) on foreign cumency exchange

Key executive life insurance income

Cther

Total miscellaneous income

2007 2006
$34.6 $19.5
127 8.5
3.9 1.0
¢ G.6
1% 0.3)
3.9 11.7
24 (1.3
22 2.1
1.6 Q.2
$e4. 1 $42.8

NOTE 23—REGULATORY ENVIRONMENT

Wisconsin

2009 Rate Case

On December 30, 2008, the PSCW issued a final written order for WPS
authorizing no annual rate increase for retail electric rates as compared
with the fuel surcharge adjusted rates authorized on July 4, 2008, or a
$48.0 million increase for retail electric rates as compared with the rates
authorized on January 16, 2008. The PSCW requirec a $3.0 million
decrease in retail natural gas rates.

Integrys Energy Group, Inc. §

On September 2, 2008, WPS and the Citizens Utility Board filed an
agreement to implement a decoupling mechanism as a four-year pilot
program, which would aliow WPS to adjust rates to recover or refund
the difference between the actual and authorized margin impacts of
variations in volumes. The PSCW approved this decoupling mechanism,
with certain conditions, in the December 30, 2008, final onder discussed
above. The decoupling conditicns included an annual $12.0 millicn cap
for electric service and an annuat $4.0 million cap for natural gas
service. On January 16, 2009, WPS requested rehearing to remove or
increase the decoupling caps. On February 24, 2009, in a written order,
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the PSCW increased the caps to $14.0 million for electric service and
$8.0 million for natural gas service.

2008 Rate Case

On January 15, 2008, the PSCW issued a final written order for WPS
authorizing a retail electric rate increase of $23.0 million {2.5%), which
included recovery of deferred 2005 and 2006 MISO Day 2 costs over a
one-year period and increased electric transmission costs. The new rates
became effective January 16, 2008. On February 11, 2008, WFPS filed an
application with the PSCW to adjust its 2008 rates for increased fuel and
purchased power costs. The application requested an increase in retail
alectric rates due to a delay in the in-service date of the Weston 4 power
plant, increased coal and coal transportation costs, and increased natural
gas costs. The PSCW approved an interim annual fuel surcharge increase
of $29.7 million on March 20, 2008, and an additional final fuel surcharge
increase of $18.3 million, effective July 4, 2008.

Or September 30, 2008, the PSCW reopened the 2008 fuel surcharge
to review forecasted fuel costs, as WPS's cument and anticipated annual
fuel costs were below thase projected in the fuel surcharge. As a result
of the lower fue! and purchased power costs, WPS's rates were subject
to refund, from Septermber 30, 2008, through December 31, 2008.

On February 9, 2009, WFS filed a request with the PSCW to refund
approximataly 35 million of 2008 fuet costs to Wisconsin electric retail
customers. This refund was accrued at December 31, 2008, and is
subject to review by the PSCW.

2007 se

On January 11, 2007, the PSCW issued a final written order for WPS
authorizing a retail elactric rate increase of $56.7 million (6.6%) and

a retail natural gas rate increase of $18.9 million (3.8%), effective
January 12, 2007. The new rates reflact 2 10.9% return on common
equity. The PSCW approved a common equity ratio of 57 4% in WPS’s
regulatory capital structure. The 2007 retail electric rate increase was
required primarily because of increased costs associated with ¢lectric
transmission, costs related to the construction of Weston 4 and the
additional personnel to maintain and operate the plant, and costs to
maintain the Weston 3 gensration unit and the De Pere Energy Center.
The 2007 retail natural gas rate increase was driven by infrastructure
improvements necessary to ensure the reliability of the natural gas
distribution system and costs associated with the remediation of former
manufactured gas plant sites.

2004 Rate Case

On December 22, 2005, the PSCW issued a final written order
authorizing a retail electrie rate increase of $79.9 million (10.1%) and a
retail natural gas increase of $7.2 million {1.19%), eftective January 1,
2006. The 2006 rates reflect an 11.0% retum on common equity. The
PSCW also approved a common equity ratio of 59.7% in its regulatory
capital structure. The 2006 retail electric rate increase was required
primarily because of higher fuel and purchased power costs {including
costs associated with the Fox Energy Center power purchase
agreement), and also for costs related to the construction of Weston 4,
higher transmission expenses, and recovery of a portion of the costs
related to the 2005 Kewaunee outage. Partially offsetting the items
discussad above, retail electric rates were lowered to reflect a refund to
custorners of the praceeds raceived from the liquidation of the
nanqualified decommissianing trust fund as a result of the sale of
Kewaunece (discussed below). The 2006 retail natural gas rate increase
was driven by infrastructure improvemants necessary to ensure the
reliability of the natural gas distribution system.

Weston 3 Qutage
On October 8, 2007, Weston 3, a coal-fired generating facility located

near Wausau, Wisconsin, sustained damage from a major lightning
strike that forced the facility out of service until January 14, 2008. The
damage required the repair of the generator rotor, turbine rotors, and

Integrys Energy Group, Inc.

beiler feed pumps. WPS incurred $8.9 million of incremental pre-tax
non-fuel operating and maintenance expenditures through January 14,
2008, to repair and raturn Weston 3 to service. WPS has insurance in
place that covered all non-fuel operating and maintenance
expenditures, less a $1.0 million deductible. WFS incurred a total of
$26.6 million of incremental pre-tax fuel and purchased power costs
during the 14-week outage. WPS was granted approval from the PSCW
to defer the replacernent fuel and purchased power costs for the
Wisconsin retail portion of these costs retroactive to the date of the
lightning strike. On December 30, 2008, the PSCW granted WPS
recovery of $17.0 miflion of the requested $1%.6 million of Weston 3
replacement fuel and power costs from the Wisconsin retail jurisdiction,
over a six-year period and without carrying costs.

It is anticipated that WPS will recover a similar portion of replacement
purchased power costs from the Michigan retail jurisdiction through the
annual power supply cost recovery mechanism,

erger

The PSCW approved the merger with PEC as of February 16, 2007, The
merger approval order contains the following conditions:

WPS will not have a base rate increase for natural gas or electric
service prior to January 1, 2009, WPS was allowed to adjust rates for
changes in purchased power costs as well as fue! costs related to
electric generation due to changes in the NYMEX natural gas futures
prices, coal prices, and transportation costs for coal.

WPS was required to seek approval for the formation of a service
company within 120 days of the closing of the merger All required
regulatory approvals were received and Integrys Business Support,
LLC (I1BS) became operational on January 1, 2008.

WPS wiil not recover merger related transaction costs. Recovery of
merger related transition costs in 2009 and later years will be limited
to the verified synergy savings in those years.

WPS will hold ratepayers harmless from any increase in interest
and preferred stock costs attributable to nonutility activides,
provided that the authorized ¢apital structure is consistent with
the authorized costs.

WPS will not pay dividends to Integrys Energy Group in an amount
greater than 103% of the prior years dividend.

Kewaunee

WPS received $127.1 million of proceeds from the liquidation of the
Kewaunee nongualified decommissioning trust fund in 2005, which was
refunded to customers in the following manner:

The PSCW ruled that WPS's Wisconsin customers were entitled to be
refunded approximately 85% of the proceeds over a two-year period
beginning on January 1, 2006.

The MPSC ruled that WPS's Michigan customers were entitled to be
refunded approximately 2% of the proceeds cver a 60-month period,
beginning in the third quarter of 2005. Subsequently, the MPSC
issued an order authorizing WPS to amortize the approximately

$2 million remaining balance of the refund simulianeously with the
amortization of approximately $2 million of the 2005 power supply
under collections from January 2007 through July 2010,

The FERC ruled that WPS's wholesale customers were entitled to be
refunded the remaining 13% of the proceeds. A refund of
approximately $3 million was made to ane customer in the secand
quarter of 2006, which was offset by approximately $1 million related
to both the loss WPS recorded on the sale of Kewaunee and costs
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incurred related to the 2005 Kewaunee outage. Pursuant to the FERC
order settlement received on August 14, 2007, WPS completed lump
sum payments ta the remaining FERC customers of approximately
$16 million {including interest), representing their contributions to the
nonqualified decommissioning trust fund during the period in which
they received service from WP5. The settlement would also require
these FERC custorners to make two separaie lump-surm paymerts to
WPS with respect to the loss from the sale of Kewaunee and the
2005 Kewaunee power outage. Payments made to WPS total
approximately $1 million and $8 million, respectively, and were
netted against the $16 million refund due to these customers.

The PSCW disaliowed recovery of 50% of the 2005 loss on the sale of
Kewaunee. The entire loss had previously been approved for deferral,
resulting in WPS writing off $6.1 million in 2005 of the regulatory asset
previously recorded.

On February 20, 2005, Kewaunee was temporarily remaoved from
service after a potential design weakness was identified in its auxiliary
feadwater system. In WPS's 2006 rate case, the PSCW determined that
it was reasonable for WPS to recover all deferred costs related to the
2005 Kewaunee forced outage over a five-year period, beginning on
January 1, 2006. At Dlecember 31, 2008, $19.1 million was left to be
collected from ratepayers and remainad recorded as a regulztory asset
related to this outage.

Michigan

2009 MG Rate Case
On January 13, 2009, the MPSC issued a final written arder approving a

settlement agreement authorizing a retail natural gas rate increase of
$6.0 million, effective January 14, 2009. The rate increase was required
due primarily to general inflation, fow margin revenue growth, increased
costs of customer service functions, and increased costs to
environmentally remediate former manufactured gas plants.

On December 4, 2007, the MPSC issued a final written order
authorizing WPS a retail electric rate increase of $0.6 million, effective
Decamber 5, 20G7. WPS’ last retail electric rate increase in Michigan
was in July 2003. The new rates reflect a 10.6% return on common
equity. The MPSC approved a common equity ratio of 56.4% in WPS's
regulatery capital structure.

linois
2010 Rate Case

Cn February 25, 2009, PGL and NSG each filed a request with the ICC
ta increase natural gas distribution rates for 2010. PGL's requested
increase is $161.7 million and N3G’ requested increase is $22.0 million.
The proposed rate increasa is required to allow PGL and NSG to
recover their forecasted 2010 cost of service and to earn a reasonable
return on their investment. Ezch filing includes a proposed 12% rate of
return on common equity and a common equity ratio of 56% in its
regulatery capital structure. The filing includes a proposed overall return
of 9.34% and 9.18% for PGL and NSG, respectively. PGL alsa requested
approval of a mechanism for cost recovery, outside of the rate case, of
an accelerated cast iron main replacement program.

The lllinois rate case process requires receipt of a written order frem the
ICC within 11 months from the filing date, which would be January 2010.

2008 Rate Case
Gn February 5, 2008, the ICC issued a final written order authorizing

PGL a retail natural gas distribution rate increase of $71.2 million and
requiring a retail natural gas rate decrease of $0.2 million for NSG. The
new rates for PGL reflected a 10.19% retum on common equity and a

Integrys Energy Group, Inc.

comman equity ratio of 56% in its regulatory capital structure, The new
rates for NSG reflected a 9.99% return on common equity and a
common equity ratio of 56% in its regulatory capital structure. The order
included approval of a Volume Balancing Adjustment (VBA) deceupling
mechanism, effective March 1, 2008, as a fouryear pilot program, which
will allow PGL and NSG to adjust rates going forward to recover or
refund the diffsrence between the actual and authorized margin impact
of variations in volumes. Legistation was introduced at the lllinois state
legislature 1o roll back decoupling but never reached a vote. This
legislation may be introduced again. Integrys Energy Group actively
supports the ICC decision to approve this rate setting mechanism. The
order also approved an Enhanced Efficiency Program, which will allow
PGL and NSG to recover $6.4 million and $1.1 million, respectively, of
energy efficiency costs. PGL and NSG filed tariffs in compliance with the
order on February 8, 2008, and the new rates became effective
February 14, 2008,

On March 26, 2008, the ICC denied PGLs and NSG's request for
rehearing of their rate orders, and all but one such request from
interveners. The ICC only granted rehearing on a request to change the
way PGL allocates interstate hub services revenues among customer
groups. Cn April 28, 2008, PGL and NSG filed a Notice of Appeal with
the Hlinois appellate court regarding the ICCs order denying rehearing
on certain issues. On April 30, 2008, the ICC submitted a letter to the
linois appellate court stating that rehearing is pending before the ICC
and, while the ICC would not file to dismiss the PGL and NSG appeal as
premature, it requested that the court hold the due date for the ICC 1o
file the record with the court. On May 2, 2008, twa interveners each
separately filed a Notice of Appeal. On June &, 2008, several parties
filed a stipuiation to resolve the way PGL allocates interstate hub
services revenues among custamer groups. On July 30, 2008, the ICC
approved the stipulation, as well as a rehearing order. The approved
stipulation took effect on November 1, 2008. Subsequent to the
approval of the stipulatiun, PGL and NSG filed appezls in the second
district of the lllinois appellate court and after that, four other parties
filed appeals in the first district of the lllincis appellate court. On
September 29, 2008, the ICC asked the lllinois Supreme Court to
vacate the second district’s transfer of the appeal to the first ciswict, and
the llinals Supreme Coust denied the ICC's motion, On appeal, parties
may only raise issues on which they sought rehearing at the JCC. These
issuas include the VBA decoupling mechanism, Mo decision on the
appeal is expected until at least the second half of 2009,

PEC Merger
The PEC merger was effective February 21, 2007. PGL and NSG are

wholly owned by PEC. On February 7, 2007, the ICC approved the PEC
merger by accepting an agreed upon order among the active parties to
the merger case. The order included Conditions of Approval regarding
commitments by the applicants to:

W provide certain reports,

& perform studies of the PGL natural gas system,

m promote and hire a limited number of union employees in spadific
areas,

#8 make no reorganization-related layoffs or position reductions within
the PGL union wordorce,

®  maintain both the PGL and NSG operation and maintenance and
capital budgets at recent levels,

® file a plan for formation and implementation of a service company,

B accept certain limits on the merger-related costs that can be
recoverad from ratepayers, and
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B not seck cost recovery for any increase in deferred tax assets that
may result from the tax treatment of the PGL and NSG natural gas
storage inventory in connection with closing the merger.

The Conditions of Approval also included the following commitments
with respect to the recently completed rate cases of PGL and NSG:

m inclusion of merger synergy savings of $11.4 million at PGL and
$1.6 million a2t NSG in the proposed test year,

m recovery of $6.2 million at PGL and $0.8 million at NSG of the merger-
related costs in the test year (reflecting recovery of $30.9 million of
costs at PGL and $4.2 million of costs at NSG over 5 years),

B proposing a combined $7.5 millien Enhanced Efficiency Program at
PGL and NSG, which was contingent cn receiving cost recovery in
the rate case orders, and

m filing certain ¢hanges to the small volume transportation
service programs.

The ICC approved a cost recovery mechanism for the Enhanced
Efficiency Program costs. The order provides autherity for FGL and
NSG to recover friom ratepayers up to an additional $%.9 million of
combined merger costs in a future rate case, for a maximum potential
recovery of $44.9 million. PGL and NSG must demonstrate in the future
that the merger synergy savings realized have exceeded merger costs,
As of December 31, 2008, the regulatory asset balance representing
merger costs to be recovered totaled $10.7 million at PGL and

$1.5 million at NSG.

Minnesota

On July 31, 2008, MERC filed a request with the Minrescta Public Utility
Commission [MPUC) to increase retzil natural gas rates $22.0 million
(6.4%). The propased natural gas rate increase is required because of
general inflation coupled with low sales growth and increased costs to
provide customer service functions. On Septermber 11, 2008, the MPUC
issued an order approving an interim rate increase of $1%.8 miliion,

NOTE 24—SEGMENTS OF BUSINESS

SFAS No. 131, “Disclosures About Segments of an Enterprise and
Related Information,” requires that companies disclose segment
information based on how management makes decisions about
allocating resources to segments and measuring thair performance.

Intagrys Energy Group manages its rsportable segments sepzrately due
to their different operating and regulatory environments. At Decemmber 31,
2008, Integrys Energy Group reported four segments, which are
described below,

m  The elactric utility segment includes the regulated electric utility
operations of WPS and UPPCO.

B The natural gas utility segment includes the regulated natural gas
utility operations of WPS, MGU, MERC, PGL, and N5G. The
regulated natural gas utility operations of PGL and NSG have been
included in results of operations since the PEC merger date.

B Integrys Energy Services is a diversified nonregulated energy supply
and services company serving residential, commercial, industrial, and
wholesale customers in developed competitive markets in the
United States and Canada.

Integrys Energy Group, Ine.

effective QOctober 1, Z2008. This interim rate increase is subject to refund
pending the final rate order, which is expected in the second quarter
of 2009,

Federal

Through a series of orders issued by the FERC, Regional Through and
Qut Rates tor transmission service betwesn MISO and the PJM
Interconnection were eliminated effective Dacember 1, 2004. To
compensate transmission owners for the revenue they will no longer
receive due to this rate elimination, the FERC ordered a transitional
pricing mechanism called the Seamns Elimination Charge Adjustment
(SECA) be put into place. Load-serving entities paid these SECA
charges during a 16-month transition period from Decernber 1, 2004,
through March 31, 2005.

For the 16-month transitional period, Integrys Energy Services received
billings of $1%.2 million (pre-tax) for these charges. Integrys Energy
Senvices expensed 314.7 million of the $19.2 million, as it is probable
that Integrys Energy Services’ total exposure will be reduced by at |east
$4.5 millicn due to inconsistencies between the FERC's SECA order and
the transmission owners’ compliance filings. Integrys Energy Services
has reached settlement agreements with three of its vendors for a
combined $1.6 million.

In August 2006, the administrative law judge hearing the case issued an
Initial Decision that was in agreement with all of Integrys Energy
Services' positions. If the Final Order is consistent with the initial
Decision of the administrative law judoe, integrys Energy Services' pre-
tax exposure of $19.2 million rhay be reduced by as much as $13 million.
The Final FERC Order is subject to rehearing and then court challenges.
Any refunds to Integrys Energy Services will include interest for the
period from payment to refund,

The SECA is also an issue for WPS and UPPCQ. it is anticipated that
mast of the SECA charges incurred or refunds received by WPS and
UPPCO will be passed on to customers through rates, and will not have
a material effect on the financial position or results of operations of
WPS ar UPPCO.

® The Halding Company and Qther segment, anather nonregulated
segment, includes the operations of the Integrys Energy Group
holding company and the PEC holding company (which was
included in results of operations since the PEC merger date), along
with any nonutility activities at WPS, MGU, MERC, UPPCO, PGL,
NSG, and IBS. IBS is a wholly owned centralized service company
that provides acministrative and general support services for
Integrys Energy Group's six regulated utilities and portions of
administrative and general support services for Integrys Energy
Services. Equity sarnings from our investments in ATC and WRPC
are also included in the Halding Company and Other segment.

The nonregulated oil and natural gas production segment includes the
results of PEP, which were reported as discontinued operations in 2007.
PEP engaged in the acquisition, development, and production of il
and natural gas reserves in selected onshore basins in the United States
through dirsct ownership in oil, natural gas, and mineral leases. Integrys
Energy Group completed the sale of PEP in September 2007.

An Environment of Ensrgy



The tables below present infommation for the respective years pertaining to our operations segmented by lines of business.

Nonutility and
| Regulated Utilities | Nonregulated Operations
Integrys Halding Integrys
Electric Natural Gas Total Energy Company Recondiling Energy Group
2008 (Millions} Wility © Utility Utility Services  and Other®  Eliminations  Consolidated
Income Statemment
External revenues 51,284.6 $3,025.3 $4,309.9 $9,726.5 $ 14 $ - $14,047.8
Intersegment revenues 44.3 0.6 449 a7 0.6 {54.2} -
Goaadwill impairment loss - 6.3 6.5 - - - 6.5
Depreciation and
amortization expense 843 108.3 192.6 14.5 14.3 - 2214
Miscellaneous income
(expensa) 60 70 130 8.7 1M1.5 45.9) 87.3
Interest expensa 387 56.5 93.3 12.1 98.6 {45.9) 158.1
Provision (benefit) for
income taxes 48.1 571 105.2 (56.2) 2.2 - 51.2
Income {loss) from
contihuing operations 94.7 85.5 180.2 (65.4) 10.0 - 124.8
Discontinued operations - - - 3.9 D8 - 47
Preferred stock dividends
of subsidiary 21 1.0 341 - - - 31
Income {loss) available for
cammon sharehelders 2.4 84.5 17741 {61.5) 10.8 - 126.4
Total assets 2,752.4 5,173.8 7.926.2 5,030.2 2491.2 {1,95.1) 14,2725
Cash expenditures for
long-ived assets o3 - e e 200 o - mL_LJ
" |ncludes anly wtility eperations.
2 Naputility operations are included in the Holding Company and Other column.
[ Regulated Utilities | [ Nonutility and Nonregulated Operations |
Integrys Oil and Holding Integrys
Electric Natural Gas  Total Energy  Natural Gas Company Reconciing  Energy Group
2007 (Millions) Utiliy ™ Uhiliy ™ Utility™  Services  Production  and Other®  Eliminations Consolidated
Income Statement
External revenues $1,2029 321025  $3.3054  $6,9757 $ - $F 1.3 3 - $10,252 4
Irtersegment revenues 432 1.2 44.4 a0 - 1.2 49.6) -
Depreciation and
amortzation expense 80.1 97.7 177.8 14.4 - 2.7 - 195.1
Misceflaneous income
{expense) B3 5.5 13.8 0.3) 0.1 81.4 30.9) 641
Interest expense 324 53.4 85.8 13.5 24 3.7 (30.9) 164.5
Frovision (benefit) for
incorme taxes 51.5 145 660 263 (1.0 (5.3} - 86.0
Income {loss} from
continuing operations 8%.6 296 119.2 83.2 (2.5) {18.8) - 181.1
Discontinued operations - - - 14.8 58.5 - - 733
Freferred stock dividencls
of subsicliary 22 09 31 - - - - 3.1
Income (loss) available for
common shareholders 874 287 1161 28.0 S6.0 (8.8 - 251.3
Total assets 2470.8 4,777 8 72486 3,150.6 - 1,914 (1,076.2) 11,2344
Cash expenditures for
long-ived assets 202.6 158.8 3614 205 - 10.7 - 392.6

" Inefudes only utility operations.

@ Naputility operations are included in the Holding Company and Other catumn,

Integrys Energy Group, Inc.
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Nonutility and
| Regulated UHilities | | Nonregulated Operatians
Integrys Halding Integrys
Electric Natural Gas Total Energy Company Reconciling Energy Group

2004 (Millions) Utility @ Utility Utility ™ Services and Other @ Eliminations Consolidated
Income Statement
External revenues $1,057.9 $4676.1 $1.734.0 $5,151.8 $ 49 $ - $6,890.7
Intersegment revenues 41.5 0.8 42.3 7.3 1.2 (50.8} -
Depreciation and

amartization expanse 78.5 327 111.2 9.4 0.7 - 1213
Miscellaneous income

(expenze) 3.2 1.0 4.2 {11.4) 640 (16.0) 428
Interest expense 300 181 481 15.4 51.7 {16.0) ;®2
Provision (benefit} for

income taxes 48.6 15 501 5.0 {©.1) - 450
Income (logs) from

continuing operations 87.6 {1.3) 85.3 5.0 0.3 - 151.6
Discontinued operations - - - 7.3 - - 7.3
Preferred stock dividencs

of subsidiary 2.1 1.0 3 - - - 3.1
Income (loss) available for

common sharsholkders 85.5 {2.3) 83.2 723 03 - 155.8
Cash expenditures for

long-lived assets 2821 54.6 336.7 55 ©.2) - 3420

M includes anly utility operations.
® Nonutility operations are included in the Holding Company and Other column.

1 w7
Geographic Information Long-Lived

{Millions) Revenues Assets Revenues
United States $ 8,3438 $7,028.2 $4,908.6

Canada * 1,948.6 20.6 1,982.1

Total $10,292.4 $7.048.8 $6,890.7

* Revenues and assets of Canadiar subsidiaries.
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NOTE 25—QUARTERLY FINANCIAL INFORMATION (Unaudited)

Three Months Eﬁded 2008

(Millions, except share amourits) March June September  Dacamber Toial
Operating revenues $3,089.2 $3.412.2 $3,223.1 $3,418.3 $14.047.3
Operating income {loss) 234.7 531 (76.2} 351 246.7
Income (loss) from continuing operations 1345 248 =8.4) 218 124.8
Discontinued cperations, net of tax - 0.1 - 4.6 47
Preferred stock dividends of subsidiary Q.85 0.8 0.7 0.8 31
income ({loss) available for common sharcholders $ 1358 $ 241 $ 59.1) $§ /6 % 1264
Average number of shares of common stock {basic) 765 764 767 767 76.7
Average number of shares of common stock {diluted) T6B 769 787 77.0 770
Eamings (loss) per common share (basic) *

Income {loss) fram continuing cperations $1.77 $a.31 $0.77) $0.27 159

Discontinued operations - - - 0.08 0.05

Eamings (loss) per commeon share (basic) 1.77 on .27} 0.33 1.66
Eamnings (loss) per common share (diluted) * ' '

Income {loss) from continuing operations n.77n 077

Discontinued operations

Eamings (loss) per common share {diluted)

* Eamnings per share for the individual quarters do not totel the year ended earnings per share amawnt berause of changes to the average numbar of shares outstanding and changes in incremantat

issuable sharos throughout the year.

B AR

g s

Three Months Ended 2007 !

{Millions, except share amounts) March June September Dacember Total
Operating revenues $2,746.6 $2,341.7 $2.1225 $3,081.6 £102924
Operating income {loss) 183.1 33.9) 54.1 164.1 3474
Income {loss) from continuing operations 17.2 (39.6) 11.6 9.9 181.1
Discontinued cperations, net of tax 230 24.0 323 &.0) 733
Preferred stock dividends of subsidiary 0.8 0.8 0.7 0.8 31
Incorma (loss) available for common sharehelders $ 1394 $ (164 $ 432 $ 851 $ 2513
Average number of shares of comman stack {basic) 575 760 742 765 716
Average numher of shares of common stack {diluted} 578 740 765 76.6 71.8
Eamings {loss) per common share (basic) *

Income (loss) from continuing operations $2.02 $(0.53) $0.14 $1.19 $2.49

Discontinued aperations 0.40 0.31 0.43 {0.08) 1.02

Eamings (loss) per common share (basic) 242 0.22) 0.57 1.11 3.51
Eamings (loss) per common share (diluted) *

Income (loss) from continuing operations 2.0 053 0.14 1.19 2.48

Discontinued operations 0.40 o 0.42 ©.08) 1.02

Eamings (loss) per common share {diluted) 2.41 €22 0.5¢ 1.1 350

* Earnings per share for the inclivichal quarters do nat total the year ended sarnings per share amount because of changes to the average number of shares outstanding and changes in incremantal

issuable chares throughaut the ysar

Because of various factors, the quarterly results of aperations are not necessarily comparable.

Intagrys Energy Group, nc.
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'REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Deloitte.

To the Board of Directors and Shareholders of Integrys Energy Group, Inc.:

We have audited the accompanying consolidated balance
sheets of Integrys Energy Group, Inc. and subsidiaries {the
“Company"”) as of Decernber 31, 2008 and 2007, and the
related consolidated statements of income, common
shareholders’ equity, and cash flows for each of the three years
in the period ended December 31, 2008. These financial
staternents are the responsibility of the Company’s
managemeant. Our responsibility is to express an opinion

on these financial statements based on our audits.

We conducted our audits in accordance with the standards
of the Public Company Accounting Oversight Board
{United States). Those standards require that we plan and
perform the audit to obtain reasonable assurance about
whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the
accounting principles used and significant estimates made
by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide

a reasonable basis for our opinion.

In our opinion, such consolidated financial statements
present fairly, in all material respects, the financial position

of Integrys Energy Group, Inc. and subsidiaries as of
December 31, 2008 and 2007, and the results of their
operations and their cash flows for each of the three years

in the period ended Decamber 31, 2008, in conformity with
accounting principles generally accepted in the United States

of America.

Integrys Energy Group, Inc.

As discussed in Note 1{t) to the consclidated financial

statements, at January 1, 2008, the Company adopted
Statement of Financia! Accounting Standards No. 157,
"Fair Value Measurements.”

We have also audited, in accordance with the standands of the
Public Company Accounting Oversight Baard (United States),
the Company’s internal control over financial reporting as of
December 31, 2008, based on the criteria established in
internal Control—integrated Framework issued by the
Committee of Sponsoring Organizations of the Treacway
Commission and our report dated February 25, 2009,
expressed an unqualified opinion on the Company's intemal
control aver financial reporting.

Dataith € Tpuche LLP

Milwaukee, W
February 25, 2009

An Envircnment of Energy




FINANCIAL AND OTHER STATISTICS

As of ar for Year Ended December 31
(Miflions, except per share amounts, stack price, return on average equity,

and numbrer of shareholders and employees) 068 2007 @ 20062 2005 2004
Total revenues SIADES - $10.924 358907 SAE255  §487A1
Income from continuing operations .-t 181.1 151.6 1506 156.6
Income available fer common shareholders B 2513 155.8 1574 S 1397
Total assets WS 11,2344 68617 54625 43768
Prefered stock of subsidlaries Coma,- 51.1 51.1 519 51.1
Long-term debt {excluding curent porticr) : 22651 1,287.2 867.1 8657
Shares of common stock (less treastiry stock and shares in deferred compensation trust)

Outstanding 76.0 43.1 328 373

Average e 423 383 374
Earnings per commen share (basic)

Income frem continuing operations $2.49 33.51 $383 $4.10

Earnings per commaon share a5 3.68 4.11 374
Earnings per common share (diluted)

Incama fram continuing operations 248 50 k¥ 1 408

Earnings per cornmon share 350 347 4.07 372
Dividend per share of cornmon stock 256 2.28 2.24 2.20
Stock price at yearend $51.69 $54.03 $55.31 $49.96
Book valus par share $42.58 $35.61 $3276 $29.30
Retum on average equity 8.5% 10.6% 13.6% 13.5%
Number of cornmon stock shareholders 35212 19,837 20,701 21,358
Number of employees 5,231 3,326 2545 3,048

() includes the impact of the Peoplees Energy Corporation merger on February 21, 2007.

@ Includes the impact of the acquisition of natural gas distribution operations from Aquila by Michigan Gas Utilities Corporation on Apsil 1, 2006, and
Minnesata Energy Resources Corporation on July 1, 2006.

Integrys Enargy Group, Inc. | A Environment of Energy




BOARD OF DIRECTORS *

Keith E. Bailey

Age 66 = Tulsa, Oklahoma

Former Chairman and Chief Executive Officer —
The Williams Companies, Inc.

Director since 2005)

Audit Committee

Financial Committee

Richard A. Bemis

Age 67 8 Sheboygan, Wisconsin

Co-chairman of the Board of Diractors —
Bemis Manufacturing Company

(Director since 1983)

Compensation Committee

Governance Committee

William J. Brodsky

Age 64 m Chicago, Illinois

Chairrnan and Chief Executive Officer —
The Chicago Board Ogtions Exchange

[Director since 1997)

Compansation Committes

Financial Committee

Albert J. Budney, Jr.
Age 61 m Dover, Massachusetts

Former President — Niagara Mohawk Holdings, Inc.

and Niagara Mohawk Power Corporation
Director since 2002)
Governance Committee {Chair)

Pastora San Juan Cafferty

Age 68 & Chicago, lllinois

Professor emerita — University of Chicago
{Director since 1988)

Environmental Committee

Governance Committee

Ellen Carnahan

Age 53 m Chicago, lllinois

Managing Director — William 8lair Capital
Management, LLC

{Director since 2003)

Audit Committee

Financial Committee

Robert C. Gallagher

Age 70 » Green Bay, Wisconsin

Former Chairman of the Board -
Associated Banc-Corp.

(Director since 1992)

Lead Director

John W. Higgins

Age 62 m Chicago, lllinois

Chairman and Chief Executive Officer —
Higgins Development Partners, LLC

{Director since 2003)

Audit Committee

Environmental Committee

James L. Kemerling

Age 6% ® Wausau, Wisconsin

President and Chief Bxecutive Officer -
Riiser Oil Company, Inc,

{Director since 1988)

Financial Committee (Chair)

Michael E. Lavin

Age 62 m Chicago, llnois

Forrrer Midwest Area Managing Pariner —
KPMG LLP

{Director since 2003}

Audit Committee (Chair}

John C. Meng **

Age 64 m Green Bay, Wisconsin

Fomer Chaimman of the Board —
Schreiber Foods, Inc.

{Director since 2000)

Compensation Committes {Chair}

William F. Protz, Jr.

Age &4 m Lake Forest, illinois

Forrner President and Chief Executive Officer —
Santa’s Best, LLP

{Director since 2001)

Audit Committee

Environmental Committee

Charles A. Schrock *+*

Age 55 m Chicago, lllincis

President and Chief Executive Officer -
Imtegrys Energy Group, Inc.

{Director since 2005)

Larry L Wayers

Age 63 m Chicago, lllinois

Executive Chaimnan — Integrys Energy
Group, Inc.

({Director since 1994)

Kathryn M. Hasselblad-Pascale

Age 60 m Green Bay, Wisconsin

Maraging Partner — Hasselblad Machine
Company, LLP

(Director since 1987}

Enviranmental Committee (Chair)

*  Age is as of December 31, 2008. Yaars as director take into vonsiderstion service
with Integrys Energy Group or Pecpies Energy Corporation.

™ Resigned effective February 12, 2009.

* Elocted sffective February 12, 200%.
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MANAGEMENT TEAM *

Lawrence T. Borgard

President and Chief Operating Officer —
Integrys Gas Group

Age 47 m Years of service 24

Charles A. Cloninger
President — Minnasata Energy
Resources Corporation and
Prasicent — Michigan Gas
Wtilities Corporation

Age 50 B Years of service 27

Willard 5. Evans, Jr.

President - The Peoples Gas Light
and Coke Company and

President — North Shore Gas Company
Age 53 ® Yaars of service 31

Diane L. Ford

Vice President and
Corporate Controlfer

Age 55 # Years of service 33

Bradiey A. Johnson
Vice President and Treasurer
Age 54 m Years of service 29

William D. Laaksa
Vice President — Human Resotrces
Age 45 m Years of service 3

Thomas P. Meinz

Executive Vice President and
Chief Extemal Affairs Offcer
Age 62 & Years of service 39

Phillip M. Mikulsky
Executive Vice President —
Corporate Devsloprnent and
Shared Services

Age 60 8 Years of service 37

Barbara A. Nick

President - Upper Peninsula
Fower Company

Age 50 m Years of service 24

Joseph P. O'leary

Senfar Vice Presidant and
Chief Financial Officer
Age 54 & Years of service 7

Mark A. Radtke

Presiclertt and Chief Executive Officer -
Integrys Energy Services, Inc.

Age 47 ® Years of service 25

Charles A. Schrock

President and Chief Executive Officer -
Integrys Energy Group ** and
Fresident and Chiel Executive Officer —
Wisconsin Public Service Carporation
Age 55 ® Years of service 29

Larry L. Weyers
Bxecutive Chairman **
Age 63 @ Years of service 23

Barth J. Walf
Vice President — Chief Legal Officer

and Secretary
Age 51 m Yzars of service 20

*  Title, age, and years of service ara as of December 31, 2008. Years of service take into consideration sarvice with Intagrys Energy Group or a system company.
* Appoiied o this position as of January 1, 2009.

COMPARATIVE FIVE-YEAR INVESTMENT PERFORMANCE GRAPH ™

The following graph presents a five-year

comparison of:

COMPARISON OF FIVE-YEAR CUMULATIVE TOTAL RETURN @

300
B |ntegrys Energy Group’s common stock
cumulative total retum, 250
® Standard & Poor’s (S&P) 500 Index, and
a Edison Electric institute (EEl) Gas and , 20
Electric Index for the last five fiscal years. £
&
0 150
100
S0
2003 2004 2005 2006 2007 2008
YEAR

& Imegrys Energy Group  -& S&P 500 Index - EEI Gas and Electric Index

2003 2004 2005 2006 2007 .
Integrys Energy Group 100 13 130 133 134 oo
S&P 500 Index 100 M 15 135 142 T
FE} Gas and Electric Index 100 125 146 177 206

Assumes $100 invested on December 31, 2003, in Integrys Enargy Group Cormmen Stock, 5&P 500 Index, and £El Gas and Eiectric Index.

G This perfermance graph is not 1o be deemed to be filed with the Securities and Exchange Commission, except to the extent specifically requested by Integrys
Energy Group or incorporated by reference in documents atherwise filed.

@ Total return assumes reinvestment of dividends,

Integrys Energy Group, Inc. | An Environment of Energy




INVESTOR INFORMATION

SHAREHOLDER INQUIRIES

Our transfer agent, Amarican Stock Transfer 8 Trust Company,
can be reached via telephone between 7 a.m. and 6 p.m,,
Central time, Monday through Thursday, or 7 a.m. and 4 p.m.,
Central time, Friday, by calling 800-236-1551. You also have
direct access to your account 24 hours a day through the
Internet at www.amstock.com.

Our Investor Relations staff is also available to assist you by
calling 800-228-4888 between 8 a.m. and 4:30 p.m., Central
time, Monday through Friday.

Mailing addresses and Internet addresses, along with additional
telepshone numbers, are listed on the back cover of this report.

COMMON STOCK

The Mew York Stock Exchange is the principal market for
Integrys Energy Group, Inc. common stock, which trades under
the ticker symbol of TEG.

You may purchase or
sell our common stock
through our Stock
Investment Plan
described below or
through brokerage firms
and banks that offer
brokerage services,

Common stock certificates issued before September 1, 1994,
bear the name of Wisconsin Public Service Corporation and
remain valid certificates. Commeon stock certificates issued from
September 1, 1994, through February 21, 2007, bear the name
of WPS Resources Corporation and remain valid certificates.

On December 31, 2008, we had 75,992,748 shares of common
stock outstanding, which were owned by 34,016 holders of record.

DIVIDENDS

We have paid quarterly cash dividends on our common stock
since 1953, and we expect to continue that trend subject to
Board approval. Future dividends are dependent on regulatory
limitations, earnings, capital requirements, cash flows, and other
financial considerations.

Anticipated recard and payment dates for common stock
dividends to be paid in 2009 are:

Year Ended Dacember 31 (By Quarter]

Dividends Price Range
Per Share High Low

$ .55

2007 1st quarter

$58.04 $52.72

2nd quarter 640 60.63 50.11

3rd quarter 660 55.25 4810

4th quarter .660 54.10 50.02
$2.563

Integrys Energy Group, Inc.

Record Date Payment Date
February 27 March 20

May 29 June 20
August 31 September 19
November 30 December 19

If you are a record holder of our commeon stock, you may have
your dividends electronically deposited in a checking or savings
account at a financial institution. If you are a record holder and
your dividends are not electronically deposited, we will mail
your dividend check directly to you.

If you are a record holder of our common stock and your
dividend check is not received on the payment date, wait
approximately ten days to allow for delays in mail delivery.
Then, contact American Stock Transfer & Trust Company to
request a replacement check.

STOCK INVESTMENT PLAN

We maintain a Stock Investment Plan for the
purchase of common stock, which allows perscons
who are not already shareholders to become
participants by making a minimum initial cash
investment of $100. Our Plan enables you to
maintain registration with us in your own name
rather than with a broker in “street name.”

The Stock Investment Plan also provides you with options for
reinvesting your dividends and making optional cash purchases
of common stock directly through the Plan without paying
brokerage commissions, fees, or service charges. Optional cash
payments of not less than $25 per payment may be made
subject to a maximum of $100,000 per calendar year. An
automatic investment option allows you to authorize the
deduction of payments from your checking or savings account
automatically once each month, on the third day of the month,
by electronic means for investment in the Plan.

Cash for investment must be received by the 3rd or 18th day of
the month. Investment generally commences on or about the
5th or 20th day of the month, or as soon thereafter as practicable.

The shares you held in our Stock Investment Plan may be sold
by the agent for the Plan as you direct us, or you may request
a certificate for sale through a broker you select. We will
accumulate sale requests from participants and, approximately
every five business days, will submit a sale request to the
independent broker-dealer on behalf of those participants.

Farticipation in the Stock Investment Plan is being offered only
by means of a prospectus. i you would like a copy of the
Stock Investment Plan prospectus, you may use American

An Enviranment of Energy


http://www.amstock.com

INVESTOR INFORMATION

Stock Transfer & Trust Company's Web site at
vavw.amstock.com, call American Stock Transfer & Trust
Company at 800-236-1551, contact us by sending an e-mail
to investor@integrysgroup.com, or arder or download the
prospectus and enmoliment forms from our Web site at
www.integrysgroup.com under “Investors.”

SAFEKEEPING SERVICES

As a participant in the Stock Investment Plan, you may transfer
shares of commaon stock registerad in your name into a Plan
account for safekeeping. Contact American Stock Transfer &
Trust Company or our Investor Relations staff for details.

PREFERRED STOCK OF SUBSIDIARY

The preferred stock of Wisconsin Public Service Corporation
trades an over-the-counter markets. Payment and record dates
for preferred stock dividends to be paid in 2009 are:

A s T ey e 9| The site will give you

B o wma Tsal jngtant access to Annual
e Reports, SEC filings,
proxy statements,
financial news,
presentations, news
releases, corporate
govemance, career

-
PRI o —

Record Date Payment Date
January 15 February 1

April 15 May 1

July 15 August 1
October 15 November 1

STOCK TRANSFER AGENT
AND REGISTRAR

Questians about transferring commen or preferred stock, lost
certificates, or changing the name in which certificates are
registered should be directed to our transfer agent, American
Stock Transfer & Trust Company, at the addresses or telephone
numbers listed on the back cover.

ADDRESS CHANGES

If your addrass changes, write to American Stock Transfer &
Trust Company at the address on the back of this report or use
their Web site at www.amstock.com.

AVAILABILITY OF INFORMATION

Company financial information is available on our Web site at
www.integrysgroup.com under Investors,

You may obtain, without charge, a copy of our 2008 Form 10-K,
without exhibits, as filed with the Securities and Exchange
Cemmission, by contacting the Corporate Secretary at the
corporate office mailing address listed on the back cover,

of by using our Web site.

INTERNET

Visit our Web site at www.integrysgroup.com ta find a wealth
of infarmation about our company and its subsidiaries.

lntegrys Energy Group, Inc.

opportunities, and
much more. You may also download a copy of the prospectus
for the Stock Investment Plan and the asscciated forms for
participation in the Plan.

The site is updated regularly, so visit it often,

ANNUAL SHAREHOLDERS" MEETING

Qur Annual Sharehelders’ Meeting wili be held on Wednesday,
May 13, 2009, at 10 a.m. Central daylight time at the Weidner
Centar, Univarsity of Wisconsin - Green Bay, 2420 Nicolet Drive,
Green Bay, Wiscansin.

Proxy statements for our May 13, 2009, Annual Shareholders’
Meeting were mailed to shareholders of record on April 3, 2009.

ANNUAL REPORT

If you or another member of your househcld receives

more than one Annual Report because of differences in the
registration of your accounts, please contact American Stock
Transfer & Trust Company so account mailing instructions can
be madified accordingly.

This Annual Report is prepared primarily for the information of
our shareholders and is not given in connection with the sale of
any security or offer to sell or buy any security.

CORPORATE GOVERNANCE
INFORMATION

Corporate governance information, including our Corporate
Governance Guidelines, ocur Code of Conduct, charters for
the committess of our Board of Directors, By-Laws, and
Articles of Incorporation, is available on our Web site at
www.integrysgroup.com under “investors.” You may also
obtain the information by written request to the Corporate
Secretary at the mailing address for the corporate office
indicated on the back caver of this report.

CERTIFICATIONS

We have filed as exhibits to cur Annual Report on Form 10-K

for the fiscal year ended Decerber 31, 2008, the certifications

of our Chiet Executive Officer and Chief Financial Officer required
by Section 302 of the Sarbanes-Oxley Act. We also submitted

to the New York Stock Exchange during 2008 the Annual CEO
Certification required by Section 303A.12{a) of the New York
Stock Exchange Listed Company Manual,

An Envirenment of Energy
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Investor Relations
Integrys Energy Group, Inc.
700 North Adams Street
Grzen Bay, Wl 54301

Mailing Address:

Integrys Energy Group, Inc.
F. O, Bex 19001

Green Bay, Wl 54307-9001

Telaphone: 800-228-6888
Fax: 220-433-1526
E-Mail: investor@integrysgroup.com

Financial Analyst Inquiries
Steven P. Eschbach, CFA

Vice President - investor Relations
Integrys Energy Group, Inc.

13C East Randolph Drive

Chicago, Il 60601

Telephone: 312-228-5408

E-Mail: speschbach@integrysgroup.com

TEG Stock Exchange Listing

New York Stock Exchange
vq= Ticker Symbol: TEG

NYSE Listing Abbreviation: IntegrysEngy

Transfer Agent and Registrar

For General Information:

Arnerican Stock Transfer & Trust Company, LLC

59 Maiden Lane

New York, NY 10038

Web Site: www.amstock.com

E-Mail; info@amstock.com

Telephone: 800-236-1551 (toll free), 718-921-8124 (intermational)
Fax: 718-234-2641

For Dividand Reinvestment and Direct Stock Purchase
American Stock Transfer & Trust Company, LLC

Wall Strest Station

P Q. Box 922

New York, NY 10256%9-0560

Telephone: 800-2356-1551 (toll free}

WISCONSIN UTILITY INVESTORS, INC.

With over 16,000 members, Wisconsin Uility Investors, inc. (WUI) is
an independent, non-profit organization representing the collective
voicas of all shareholders in Wisconsin utilities. [t monitors and
evaluates industry issues and trends and is & resource for its
membars, regulatars, and the public. WU can be reached by
calling 608-663-5813 or by e-mail at contact@wuiinc.org.

MINNESOTA UTILITY INVESTORS, INC.

Minnesota Utility Investars, Inc. (MUI) is an independent, non-profit
organization representing the collective voices of naarly 27,000
shareholders in electric and gas utilities operating in Minnesota,
For more informatian, MUI can be reached by calling tofl-free
888-850-5171 or by e-mail at mui@mnutilityinvestors.org.

ECUAL EMPLOYMENT OPPORTUNITY

Integrys Energy Group, Inc. is committed to equal employment
opparturity for all qualified individuals without regard to race,
celar, religion, sex, natienal origin, age, sexual orientation, gender
identity, disability, disabled vetarans, recently separated vetarans,
other protected veterans, and armed forces service medal veterans,
or any other protected class. To this énd, we support and will
cooperate fully with all applicable laws, regulations, and executive
orders in all of our employment policies, practices, and decisions.

° Mixed Sources 'aY
eyl £ Y
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Primed on paper that contains 10% total recavered
& & fiber/ah post-consurer fiber, using envirgnmentally
canscientious vegetable inks.

Subjects in photas were not placed in unsafe conditions for
the production of this Annual Report.

© 2009 Integrys Enargy Group, Inc.
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Corporate Office

130 East Randolph Drive, Chicago, IL 60601
Telephone: 312-228-5400 \Web Site: www.integrysgroup.com
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ATTACHMENT F

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D. C. 20549

FORM 10-Q

[x] QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1834

For the quartarly period ended March 31, 2010
OR

[] TRANSITION REPORY PURSUANT TO SECTION 13 OR 15(d} OF THE
SECURITIES EXCHANGE ACT OF 1834

For the transition period from fo
Commission Registrant, State of incorporation; IRS Employer
Fllz Number Ad Land Ta e N r Identification No.
1-11337 INTEGRYS ENERGY GROUP, INC. 38-1776252
(A Wisconsin Corporation)

130 Eas! Randoiph Drive
Chicago, linols 80601-6207
(312) 228-5400

Indicade by check mark whether the registrant (1) has filed all reports required fo ba filod by Section 13 or 18{d) of tha Securliies
Exchange Act of 1934 dwing the pracading 12 months (or for such shorter period thet the registrant wes reguired to file such
reporis), and {2} has been subject o such &ling requirements for the past 90 days.

Yes X} No|]
Indicate by chack mark whether the registrant has submiltad elactronically and posted on its corporate wabsiie, if any, every

Intaractive Data File requined to be submified and posted pursuant o Rule 405 of Raguletion S-T during the precading 12 monthe
(or for such ehorfar pariod that the registrant was required to submit and post such files).

Yes[ ] Nof]
Indicata by check mark whether the registrant s a large acoelersted filer, an acceferated filer, & nan-acceleratad fllar, or a smaller
reporting comparty. See the definlions of “large accelerated filer,” "acoelerated filer,” and “smalier reporiing company™ in
Rule 12b-2 of the Exchange Aot
Large accelarsied fller [X] Acceterated filer | ]
Non-accelerated filer|[ ] Smallsr reporting company [ 1
Indicate by chack mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchanga Act).

Yes[ ] Mo[X]

indicata the number of shares ottstanding of aach of the Issuer's classes of common stock, as of the latest practicable dets:

Common stock, $1 par valua,
77,017,367 shares aulstanding at
May 5, 2010
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Amendments to the By-Laws of Integrys Energy Group, Inc. effective April 1, 2010
{incorporated by refarence to Exhibit 3.1 to integrys Energy Group's Form 8-K filed
April 1, 2010)

integrys Energy Group, Inc. By-Laws as in effect at April 1, 2010 (Incorporated by
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Certification of Chief Executive Officer Pursuant fo Section 302 of the
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Exchange Act of 1934 for Integrys Energy Group, Inc.

Certification of Chief Financial Officer Pursuant to Section 302 of the
Sarbanes-Oxley Act and Rule 13a-14(a) or 16d-14(a) under the Securities
Exchange Act of 1834 for Integrys Energy Group, Inc,

Writtan Statemant of the Chief Exacutive Officer and Chief Financial Officer
Pursuant to 18 U.5.C. Section 1350 for integrys Energy Group, inc.
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AFUDC

ATC
EEP
EPA
FASB
FERC
GAAP
IBS
1CC
IRS
LIFO
MERC
MGU
MISO
MPSC
MPUC
N/A
NSG
NYMEX
PEC
PGL
PSCW
SEC
SFAS
UPPCO
WODNR
WPS
WRPC

Commoniy Used Acronyms

Allowance for Funds Used During Construction
Accounting Standards Codification

American Transmission Company LLC

Enhanced Eificiency Program

United States Environmental Protection Agency
Financig) Accounting Stardards Board

Faderal Energy Regulatory Commission

United States Generally Accepted Accounting Principles
Integrys Business Support, LLC

{llinois Commearce Commission

United States Intemal Revenue Service

Last-n, first-out

Minnesota Energy Resources Corporation

Michigan Gas Utllities Corporation

Midwest Independent Transmission System QOperatar, inc.
Michigan Public Service Commission

Minnesota Public Ukility Commission

Not Applicable

Netth Share Gas Company

New York Mercantile Exchange

Peoples Energy Corporation

The Peoples Gas Light and Coke Company

Public Service Commission of Wisconsin

United States Securities and Exchange Commission
Statement of Financial Accounting Stenderds

Upper Peninsula Power Company

Wisconsin Department of Natural Resources
Wisconsin Public Service Corperation

Wisconein River Power Company
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Forward-Looking Statements

In this report, Integrys Energy Group and its subsidieries make statements conceming expactations,
beliefs, plans, objectives, goals, sirategies, and future events or performance. Such statements are
“forward-locking stalements™ within the meaning of Section 21E of the Securities Exchanga Act of 1834,
ae amended. Forward-ooking statements arg subject to assumptions and uncertainties; therefore, actual
results may differ materially from thoss axpressed or implied by such forward-ooking statements.
Although Integrys Energy Group and its subsidiaries beliove thet these forward-looking statements and
the underlying assumptions are reasonable, they cannct provide assurance that such statements wil
prove correct.

Farward-fooking statements include, among other things, statements concerning management's
expectations and projections regarding eamings, regulatory matters, fuel costs, sources of slecfric energy
supply, coal and natural gas deliveries, remediation costs, environmental and other capital expenditures,
liquidity and capital resources, frends, estimates, completion of construction projects, and other matiers.

Forward-looking statements invalve a number of risks and uncertainties. Soma risks that could cause
results to differ from any forward-tocking statement include those described in ftem 1A of Integrys Energy
Group's Annual Report on Form 10-K for the year ended December 31, 2008, as may be amended ar
supplatnented in Part I, llem 1A of this report. Other factors include:

. Resolution of pending and future rate casee and negotlations (including the recovery of deferred
costs) and other regulatory decisions impaciing Integrys Energy Group's regulated businesses;

- The impact of recent and future federal and staie regulatory changes, including legistative and
regulatory initiatives regarding deregulation and restruchring of the eleciric and natural gas utiity
industries, changss in environmental and other regulaticns, including but not limited 1o,
greenhouse gas emissions, energy efficiency mandates, rencwable energy standards, and
reliability standards, and changes in tax and other laws and regulations to which Intagrys Energy
Group and its subsidiaries are subject;

» Current and future litigation and regulatory invastigations, enforcement actions or ingquiries,
including but not limited to, manufactured gas pfant site cleanup, third-party intervention in
permiiting and kicensing projects, complance with Clean Air Act requirements at generation plants,
and prudence and reconciliation of costs recovered in revenues through an automatic gas cost
recovery mechanism;

. The impacts of changing financial market conditions, credit ratings, and interest rates on the
liquidity and financing efforts of Integrys Energy Group and its subsidiaries;

. The risks related to exaculing the strategy change associated with intagrys Energy Group's
nonragulated energy services business, including the restrusturing of its retail natural gas and retsil
elaciric markeiing husiness;

. The risks associated with changing commodity prices (particularly natural gas and electricity) end
the available sources of fue! ang purchased power, including their impact on margins;

. Resolution of audits or gther tax digputes with the IRS and varioys state, local, and Canadian
revenue agencies;

L The effects, axtent, and timing of additional competition or reguigtion in the markets in which
integrys Energy Group's subsidlaries operate;

. The retention of market-based rate authority;

. The risk associated with the value of goodwill or other intangibles and their possible impairment;

. investment performance of amployee benefil plan assets and the related impact on future funding

requirstnents;

] Changes in technology, psrticularly with respect to new, developing, or aiternative sources of
generation,

. Effects of and changes in polilical and legal developments, as wall as economic conditions and the
‘related Impact on customer demand;

U Potential business strategies, including mergers, acquisitions, and construction or disposition of
asseis or businesses, which cannot be assured to be completed timely or within budgets;
. Tha direct or indirect effacts of terrorist incidents, natural disasters, or responses to such avents;
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. The effectiveness of risk management sirategies, the use of financial and derivative insruments,
and the ability to recover costs from customers in rates associated with the use cf those strategies
and financia instruments;

- The rigk of financial loss, including increases in bad debt expense, associated with the inability of
Integrys Energy Group's and its subsidiaries' counterparties, affiliates, and customers to mest their
obligations;

. Customer usage, weathar, and other nalural phenomena;

. The utilization of tax cradit and loss carryforwards;

. Contributions to eamings by non-consolidaled equity method and other investments, which may
vary from projections;

. The effect of accounting pronouncements 1ssued periodically by standard-setting bedies; and

. Other factors discussed elsewhere harein and in other reports filed by Integrys Energy Group from
time to time with the SEC.

Except to the extent required by the federal sacurities laws, Integrys Energy Group and its

subsidiaries undertake no obligation to publicly update or revise any forward-locking statemenis,
whether as a result of new Information, future events, or otherwise.

-5-
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PART 1, FINANCIAL INFORMATION

ftom 1. Financial Statements

INTEGRYS ENERGY GROUP, INC.

CONDENSED CONSOLIDATED STATEMENTS OF INCOME {Unaudited)

(Miltions, excest por share data)

Three Months Endad
Marsh 31
2010 2008

Nanregutaled revenuts 36488 51,7863
Uiily revenuas 1,256.6 1,444.5
Total revanuas 1,805.4 32008

Nonreguiated coat of fuel, natwal gas, and purchased power

639.6 1,788.1

Ulility cost of fuml, natural gas, and purchased powes Ms 9108
Cperaling and maintenance expanss 288.1 201.3
Goodwil impairmant loss - 2011
Resiruciring expense 27 -
Net logs on inlegrys Enengy Services' disposilions retatad 1o sirategy change 398 .
Depreciation and amartization sxpensa B4.2 56.9
Tanxes ofher than income taxes 28.2 26,9
Opsrating Incona {loag) 119.3 ~ (145.1)
Miscellaname ncome 204 211
Interesi expense (39.4) 42.7
Other axponse {19.0) (21.8)
Income {loss) before taxes 100.3 {166.7)
Provision for income axes 50.1 12.8
Mat Incoms (loas) from continuing operalions 50.2 (trg.5)
Discontinued operalions, nat of tex 0.1 -
Net incona (loss) 63 __{179.5)
Preferrad stock dividends of subsidiary {0.8) 0.8}
Moncontroling interest in subsidiarise - 0.1

Mst lncome {loss) attribited to common sharehclders

$40.8 {31580.2)

Average sharas of common stock
Basic 769 767
Diltad T2 6.7
PEaraings (loss) per common share (basic)
Net Income (oss) from continuing operalions

Discontinued operalions, net of tax

$0.64 ($2.39)

Eaminps ﬂuasz E cormmaon sharg (basio}

$0.84 ) ($2.35)

Earninga (loss) per common share {dluted)

et Incame (loss) from confinuing coerations $0.64 ($2.35)

Discontinuad operations, nat of tax . .

Earninge {1058} pes commen share {difubed) $0.64 {82.35)
Dividents par comman share declared $0.68 $0.58

The accompanying condensed notes am an imagral past of these sialements.

B
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INTEGRYS ENERGY GROUP, INC.

CGONDENSED CONSOLIBATED BALANCE BHEETS [Unaudied) Nasrah 31 Decamber 1
{NEEONS) 2010 2000
Aszels
Cash and sash squiveients 2591 4.5
Colaloral on depnait 2614 1840
Accounis receivable and accrusd unbilled ravanues, nat of reearven of $80.3 and $87.5, raspeciively 10214 asB.D
weniciles 849 3043
Asvels frow ok rrenagement ecivilies LY 15221
Reguiatory aesets 1198 211
Daferred Inoorma teves 988 920
Azzsts heid for sale . 2656
Other currenl aseats 248.0 2518
Cuneni assets 2,848.% 8,512.2
Property, plant, and equipmean, nei of accurmuiaiad depracietion of $2,885.0 and $2,647.2, respactively 48200 4,045
Reguleiory nasels 1,480 14349
AseEta fream risk maRaganment Bofvities 1705 7054
Goodwill 8425 8425
Oitver long-ter axsets 5264 5178
Totl aspets $10 8845 $118478
LiabiStiss ant! EQuAy
Shon-tesm debt §172.7 §2221
Curreni porthon of bang-temn debt W34 11845
Accowis paabie 38 8304
Lishilsen from fsk menagement ecties 6462 18071
Ragulstary liabies EIPE] 1004
LinbliTies beld for sals - a3
Temporary LIFQ Rquidation credit . jrak -
Other current 1abiBties 3864 4818
Current Eabiifias 2681.2 98,3476
Long-teem dabi 20882 23047
Dafemed Inconve iaxes €823 8582
Dietarred invastmant e oredits 382 w2
Reguisiery [inkiiins 264.3 7B
Environcrental remediafion icbiities e57.0 8388
Panzion and giher poaireliramaat banelt chiigalions 858.2 8407
Liabitfas from sk raansjpamnon aciviles a7 7831
Aseairefiremant obigabane 197.7 1948
Other long-termn Eabiilles 1443 14974
Longderm Rabliitiee 4992.9 5,791.5
Commitments and contingenciaa
Common stock - $1 par valus; 200,000,000 shares authasized, 78,806,208 shares baved;

T0AGT 822 sheres aulsienting 108 764
Additionsl paid-in caplisl 1513 24478
Rutuined eamings 20 5456
Accumulated other comprehenzive kiss 35.1) 4.0
Trodetiky Shack and shawes in defermed compensaton rust {167 (172
Total conmion sharsholders' squity 2,M0.3 28808
Profesed stock of subsidiary - $100 par vaius; 1,000,000 shares authorzed;

511,882 sheres Issped: 510,405 shars: culsiasding (TR 511
Nonoonireling Imerast i subsidieriea 1.8 0.8
Total Bahilties and equity $40,084.8 $11.8478

Tha excompaning condenast noles are an ¥earal pan of thede statements,
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INTEGRYS ENERGY GROUP, INC,

CONDENBED CONSOLIDATED STATEMENTS OF GASH FLOWS (Unauditad) Threo Months Ended
Mareh 37
M 00 2009
QOperafing Activilles
Malincome {loss) | 803 31705
Adiehnanls ko reconcie ratincome (ioes) ko nel cash provided by operafing aclivites
Discontiured aperalions. net of tax {0.1) -
Goodwil impairment loss . 7911
Depreciafion and amorizalion expanse a4.2 568
Rttopntian And nafunds of regiisiery sasis and [abiiias 1"He 1586
Net unrealired jouses on nonreguinteil SNogy contragie e 080
Narwaguised Wwer of cost o acket immatory sdsiments 14 T
Bad dobd sxpave 144 156
Pamiin and ether postratimiment expenie 209 .2
Parston and cifer postratrement cuntrbulons w3 a4
Dofosrad inCame ot and invesimiemi tax credt 216 (34.3)
{(3ain) loas o sale of assats 1 {18
Equily Inooms, net of dividends (3.24 9
Dihar {224 1.0
Chenges in workdeg capitel
Coltateral on daposit (54.7 f205.1)
Actounts recalvable und svaved unhlied revenes .8 na
Imeentodies 008 4574
Other cumest ssssts 175 a20
Accounts payshie |24.4} (9.3}
Tempocary LIFO Wouidalion coedif 13 1286
Other cunanl kabillas {88.5) 130.0
Nt cadh provided by aperating activities 419.4 &i2.8
Investing Activities
Captal sxpendiurs: 2 e
Procemsds ko (e sate o disposal of assals 857 3z
Purchise of equity imastnveris (8] (B.E)
Other an 12
Nat cash used for investing activities ) {23.5)
Financing Activitles
Short-berm gebt, wal (45.4) 588.2)
Redsmpiion of noles payabis - (167.0)
Proceeds s sale af borrowst nahursl gaa 207 107.6
Purchass of natursl gas o nepy satural gas bens, (2.8) (38.0)
Repaynten of kgt dabt (S0 -
Paymenl of dhidends
Preformad stock of subsidiary (0.8) {0.B}
Gomron stock 48.5) 517
IssLEncE Of Gofen SICk TI -
Paymants mada on derivalive contracts relaled ic diveatisas dansificr ag Rnancing activilies {88.9) -
Qther {19 (3.4)
Nt cavh usad for finmcing activitias {199.1) {681.5)
Change In tash and sash oquivalonts - sonfinuing operationg 2148 78
Change W cash and cazh squivaionia - discontinued opsradions
Kt cash provided by nvasting acivies 01 .
Net chanpe in cash and cash aquivishmts 20485 776
Cash and coch equivalonis st baginnin) of pariod 44.8 2541
Cash and cask sguivalenta af snd of period $2501 53317

The scoompenykeg concameed noles 87e an inkegrad gort of thoge stalamants
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INTEGRYS ENERGY GROUP, INC. AND SUBSIDIARIES
CONDENSED NOTES TO FINANCIAL STATEMENTS
March 31, 2010

NOTE 1-FINANCIAL INFORMATION

The cohtensed consclidaied financial statemants of Integrys Energy Group, Inc. have been preparsd
pursuant to the rules and regulations of the SEC for Quarterly Reports on Form 10-Q and in accordance
with GAAP. Accordingly, these condensed consalidated financial statements do not include all of the
information and fooinotes required by GAAP for annual financial ststements. These condensed
consolidated financial statements should be read in conjunction with the consolidated financial statements
and notes in the integrys Energy Group Annual Report on Form 10-K for the year ended December 31,
2009.

The condensed consalidated financial statements are unaudited, but, in management's opinion, include ali
adjustments (which, unless otherwise noted, Includa only normal recurring adjustments) necassary for a
fair presentation of such financial statements. Financial resufts for this interim period are not hecassarily
indicative of results that may be expected for any other interim period or for the year ending December 31,
2010,

NOTE 2-CASH AND CASH EQUIVALENTS
Short-term investments with an original maturity of three months of less are reported as cash equivalents.

The following is supplemental disclosure to the integrys Energy Group Condensed Consolidated
Statemenis of Cash Flows:

Three Months Endad March 31
{Millions) 2010 2009
Cash paid for interest $23.5 $29.7
Cash paid for income taxes 118 ° 0.8
Significant non-cash fransactions wers:

T onth 31
{Mililons) 2010 2009
Construction costs funded through accounts payable $10.3 $17.9
Equity issuad for reinvasted dividends 5.6 -
Equity issued for stock-bassd compensaticn plans 3.0 -
intangible asaeis (cusiomer contraces) received in exchange

for risk management asseis - 8.2
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NOTE 3-RISK MANAGEMENT ACTIVITIES

In the three months ended March 31, 2010, Integrys Energy Group identified additional classes of risk
management assets and (labilities as a result of the implamentation of FASE Accounting Standards
Update (ASU) 2010-06, "Fair Value Measurements and Disclosures (Topic 820), improving Disclosures
about Fair Value Measurements." As reguired, this ASU was only appfied for the quarter ended

March 31, 2010, and therefore, prior periads do not reflect the expanded disclosure requirements.

The following tables show Integrys Energy Group's assets and liabilities from risk management activities.

MNarch 31, 2010
Balance Shest Risk Management Risk Managemsnt
{Milons) Presantation * Assels Liabilitles
Utlilty Segmenta
Non-hedge derivatives
Natural gas contracts Currant $ 08 $ 477
Natural gas contracts Long-term 0.8 53
Financial transmission rights Currant 1.9 0.4
Petroleum product contracis Current 0.2 .
Total commodfity contracis Current 28 431
Total commadity contracte Long-teym 0.8 5.3
Cash fiow hedges
Mafural gas contracts Curmrent - 0.9
Natural gas contracts Long-term - 0.4
Nonregulated Segments
Non-hedge derivatives
Malural gas contracts Current 189.4 188.4
Hatural gas confracts Long4emn 922 20.8
Power contracts Current 557.2 670.5
Power contracts Long-term 83.4 142.1
Total commodity contracts Current 746.8 8589
Total commodity contracts Long-teith 1756 232.7
Interast rate swaps Curent - 0.8
interast rate swaps Long-term - 26
Foreign exchange contracts Current 1.0 1.0
Foreign excchange contracts Long-term 08 0.8
Fair value hedges
Interest rate swaps Current 1.9 -
Cash flow hedges
Natural gas conirects Gurrent 0.4 ‘ 49
Hatwal gas confracts Long-tamm - 0.1
Power confracts Cumrent 1.2 2.7
Power contracts Long-term 2.3 16.8
Total commedity contracts Cument 1.6 378
Total commodity contracts Long-term 23 16.8
Interest rate swWaps Current - 0.9
. Current 7537 046.2
Long-term 179.5 258.7
Total §933.2 $1,204.9

* Al derivatives ars recognized on the balanca shaet ai their falr valua unlass they quallfy far the nonmal purchases and aales
exceplion. Integrys Energy Group continually assesses ts contacls designaled as normal and will discantinue the treatment
of these confracis a8 nomal if the required criieria are no longes met. Assets and Hablities from risk management activities
are classified Bs cumant or long-term based upon the maturities of the underlying contracts.

«10-
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D

Balance Shoet Risk Management Risk Managament
{Miltions) Presentation * Assets Liabliities
Udliity Segments
Non-hedge derivalivee
Commadity coniracts Current 3 108 $ 247
Commodity coniracts Long-term 2.0 16
Cagh flow hedges
Cammaodity contracts Current - 02
Commaodity coniracls Long-term - 0.1
Nonregulated Segments
Non-hedge derivalives
Commeodity contracts Cument 1,503.9 1,548.4
Commadity confracts Lonhg-term 787.2 780.8
Interest rate swaps Current - 1.0
Interest rate swaps Long-term - 25
Forsign exchange contracts  Current 1.0 0o
Foreign exchange confracts  Longterm 08 0.9
Fair valus hedges
Commodity contracts Current - -
Interast rate swaps Current 1.8
Interast rate swaps Long-term 0.8
Cash flow hedges
Commodity contracts Currant 4.8 301
Commodily confracis Long-term 45 8.6
Interest rate swaps Current - 1.8
Interest raie swaps Lohg-term - -
Foreign exchange contracts _ Currsnd - -
Current 1,622.1 1.807.1
Long-term 765.4 783.1
Tatal $2,317.5 $2,380.2

*  ARdarivalives are recognized ondhe balance sheet st their fair value unisss they quelfy for ihe nonnal purchases and sales
exception. Inegiys Energy Group continuaily assasses iis contracts designated as normal and wili discontinue the treaiment
of theae coniracts as normal if tha required critaris are ne langermet. Assets and Rabiillles from risk management activilies
are classified a5 cvment or long-term based upon the maturites of 1he underlying contracts.

The following table shows integrys Energy Group's cash collateral positions:

(Millions) March 31, 2010 December 31, 2009
Cash collateral provided to athers $251.6 $184.8
Cesh collateral received from cthers 47.2 552

*  On April 1, 2010, $212.2 milllon of cash was recovered from a counterpariy, and taplaced with i lattar of credit.

Certain of Integrys Energy Group's derivative and nonderivative commadity instrurnents contein provisions
that could require "adequate assurance” in the event of a material adverse change in Integrys Energy
Group's creditworthiness, or the posting of additionat collateral for instruments in net liabllity positions, if
triggered by a decrease in credit ratings. The aggregate fair value of all derivative instnmments with
specific cradit-risk relatad confingent featitres that were in a liability position at March 31, 2010, and
December 31, 2008, was $800.6 million and $578.6 million, respectively.

If all of the credit-risk related contingent features contained in commoadity instrumants (including
derivatives, non-desivatives, normal purchase and normal sales contracts, and applicable payables and
receivables) hat been triggered, Integrys Energy Group would have been required to post collateral of
$616.2 mitlion and $566.3 million at March 31, 2010, and December 31, 2009, respectively. Of these
amounts, integrys Energy Group had already satisfied $335.9 million at March 31, 2010, of which

$212.2 million was satisfisd with cash and the difference was satisfiad with letters of credit, and

$51.9 million at Dacember 31, 2008, ali satiefiad with letters of credit. Therefore, tha remaining collaterat

=14~
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reguirement would have baen $280.3 million at March 31, 2010, and $514.4 million at December 31,
2008.

Utillty Segments
Non-Hedge Darivatives

Utility derivatives inciude g Bmitad number of natural gas purchase confracts, financial derivative contracts
{futures, oplions, and swaps), and financial transmission rights used fo manage electric transmission
congestion costs. The futures, options, and swaps wers used by both the electric and natural gas utility
segments to mitigate the risks associated with the market price volatility of natural gas supply costs and
the costs of gasoline and diese! fuel used by wlility vehicles.

Derivative instiumeants at the utilities are enterad into in accordance with the terms of the risk
management plans approved by their respective Boards of Directors and, if applicable, by their respactive
regulators. Most energy-related physical and financial derivatives at the utllities qualify for regulatory
deferral. These derivatives are marked to fair value; the resulting risk management assets are offset with
regulatory fiabilities or decreases to regulatory assets, and risk management liabilitias are offset with
regulatory assets or decreases to reguiatory liabilities. Management believes any gains or losses resulting
from the eventual settlement of thess derivative instruments will be refunded to or collecied from
customers in rates.

The tables below show the unrealized gaine (logses) racorded related to non-hedge derivatives at the
utllities.

Three Sonths Ended
_(Miillars) Financial Statement Presantation barch 31, 2010
Naturad g2s contracts Bulanca Shasi — Regulatory assets {cunmant} $(26.4)
Natwral gas eontracis Balance Shaal ~ Regulatory assets {long-term) (5.2
Natural gas contraets Belgnce Shest -~ Regulstory abilities (currest) (0.2}
Financial transmission righls ~ Balance Sheet — Reguiatory assels (cumment) 0.8
Finandial kenemission riphla  Balence Shaet — Regulatory liabilities {currenl) {2.3)
Petrolaum product contracts _ Income Stalement = Oparating and malnisnance expense {0.4}
Thres Months Ended
(Wiilons) Einanclal Statement Fresantation March 31, 2009
Commodily contracts  Balance Shget ~ Regulatary assets {(current) $15.8
CommodKy confracts  Balaneca Shest -~ Regulatory aszete (long-tamm) 0.3
Commodily contracts Balance Sheat — Regulatory lisbilities {curmant) @0
Commodity contracts _ income Statoment — Uiy cost of fus), natwral gas, and purchased power g2
The ufilities had the following notional volumes of outstanding non-hedge derivative contracts:
[larch 3%, 2010 Ducember 31, 2008
QOther Othar
Purchases Transactions Purchasss Trensactions

Natural gas (millions of tharms) 647.4 NA 833.2 N/A
Financial transnission rights (millions of kiowatt-hours) NiA 23879 A 45468
Fetroleum products (harrals) 31,848 WA 42 823 A

-12-
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Cash Flow Hedpes

PGL uses natural gas contracts designated as cash flow hedgse to hedge changes in the price of natural
gas uged to support operations, These conracts extend through December 2011. PGL had the following
netional volumes of cuistanding contracts that were designated as cash flow hedges:

Pu
- March 31, 2010 December 31, 2009
Naturel gas {millions of therms) 9.0 0.6

Changes in the fair values of the effective porticns of these contracts are included in other comprehensive
income (OCI), net of taxes. Amounts recorded in OC! related to these cash flow hedges will be
recognized in eamings when the hedged transactions occur, or if it is probable that the hedged transaction
will not occur. The tables below show the amounts ralated o cash flow hedges recorded in OC| and in
eamings.’

Unrealtred Loas Recognized in OCI on Derlvative instrumonts {Effective Portion)

Three Monthe Ened March 31
(Mithians) 2010 2008
Matural gas contracts ${1.1) HO8)
Loss Reclassified from Accuniutated OCI Into Income (Effactive Portion)
Thras h 34
{MifRons) income Statement Proseatation 210 2008
Seflled natural gee contracts Operating and mainienance sxpense $(0.1} $0.1)

The amount reclassified from accumulated OCI into samings as a result of the discontinuance of cash
flow hedge accounting for certain hedge transactions was not significant during the three months ended
March 31, 2010, and 2009. Cash flow hedge ineffectiveness related to these nature! gas contracts was
not significant during the three manths ended March 31, 2010, and 2002. When testing for affectiveness,
no portion of the derivative insiruments was excluded. In the next 12 months, PGL. expects that an
insignificant pre-tax loss will be racognized in earnings as the hedged transactions occur.

Nonregulated Segments

Non-Hedge Derivafives

integrys Energy Group's nonregulated sagments enter into darivative contracts such as fulures, forwards,
oplions, and swaps that are not designated as accounting hedges under GAAP. In most cases, these
confracts are used to manage commoedity price risk associated with customer-relaied contracts and
interest rate risk assoclated with expected future natural gas purchases.

The nenregulated segments had the folicwing notional volumes of outstanding non-hadge derivative
toniracts:

March 31, 2010 Recember 31, 2009
Cther GOther

(Milliors) Purchases Sales Transactions | Purchasss Sales Transactlons
Commodily coniracis

Matural gas (therms) 41,7046 14794 NiA 29904 29171 NIA

Power (idlowatt-houis) 48,004.2 40,1604 NiA 1322004  125983.1 MA
Inlerest rale swaps N/A NiA §192¢ NiA N/A $219.2
Foraign exchangs conlracts 314 $314 NIA $35.1 $35.1 N/A

-13-
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Gaine {losses) related to non-hedge derivatives are recognized currently in eamings, as shown in the
tables below.

Thres Months Ended

{Miiiions} income Statement Presentation March 31, 2010
Natural gas contracts Nonrggulaied revenue $ 32
Natural gas contracts Nonnegulated revenug (reciassified from

accumulated OCI) p3*
Power coniracis Nonrsgulatad revenua {80.7}
Intersast rate swaps Interes! expense {04}
Total $(77.6)

* TReprasants amounts reclassified from accumulated OC! related to cash flow hadges that were dedesignated In
prior periods.

Three Months Ended
(Mitlions) Income Statement Presentation March 31. 2009
Commogity contracls Nonregulated revenue ${39.6)
interest rale swaps Interest expense 0.1
Foreign exchange confracis Notrequiated revenue Al
Total H384
Fair Value Hedges

At PEC, an interast rate swap designated as a fair value hedge is usad to hedge changes in the fair value
of $50.0 millon of PEC Serles A 8.9% notes due January 15, 2011. The changes In the fair vaiuse of this
hedge are recognized currently in earnings, as are the changes in falr value of the hedged item.
Unrealized gains (losses) related to the fair value hedge and the refated hedged item are shown in the
table below.

Three Months Ended March 31

income Staternent
fnteract cate swap Interest expense $0.7} $0.3)
Debi hedged by swap Interest expanse 0.7 0.3
Total $ - § -

{(Millions} Presentation 2010 20090 *
|
|

Fair value hedge ineffectivaness recorded in interest expansa on the Condensed Consolidated
Statements of Income was not significant for the threa months anded March 31, 2010, and 2009. No
amounts were excluded from effsciiveness testing related to the inlerest rate swap during the three
months ended March 31, 2010, and 2008,

Cash Flow Hedges

Natural gas futures, forwards, and swaps that are designated as cash fiow hadges extend through
January 2012, while power futures, forwards, and swaps designated as cash flow hedges extend through
May 2013. These coniracts are used to mitigate the risk of cash flow variabifity associated with future
purchasas and sales of natural gas and power. Integrys Energy Group also has two interesi rate swaps
that are designated as cash flow hedges to fix the interest rats on an unsecured term loan through

June 2010. The nonregulated segmenis had the foliowing notional volumas of outstanding coniracts that
ware designatad as cash flow hedges:
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March 31, 2019 Degsmbor 31, 2008
Other Dther
_(Milifons) Purchmos Bales  Transaclions | Purghases Balas Transections
Commudity contracts
Natural gas (thenms}) (] 1¢.1 N/A 68 88 N
Powor (kilowal-haurs) 8,9282.7 - NIA 7,162 - N/A
intarest rate swaps NIA N/A 3855 NA WA $65.6

Changes in the fair vaiues of the effective portions of contracts designated as cash flow hedges are
included in OCI, net of taxes. Amounts recorded in CCl related to cash flow hedges will be recognized in
eamings when the hedged transactions occur, or if it is probable that the hadged transaction will not
ocour. The tables below show the amounts related to cash flow hedgas recorded in OC! and in earnings.

Unrealizad Gain (Loss) Recognkred in OC1 on Deslvative instruments (Effective Portion)

{Miflions} Three Nonthe Endad March 31, 2010
Matural gas cortracts $ {4.2)
Pawear contracts {23.9)
Interest rate swaps 1.0
Total $127.1)
Unreslized Gain (Lass) Recognized in OCI on Derivative Instruments (Effective Portion)
(Millions) Thres Months Ended March 31, 2009
Commadity confracts ${50.0)
Interest rate swaps 0.9
Total $49.1)
Galn {Luss) Reclassifiod from Accumulated OC! inte Income (Effective Portion)
income Statement Threo Months Ended
ifflons) Presertation March 31, 2010
Setiled/Realized
Natural gas coniracts Nonregulated revenue $ (7.3)
Power contracts [Nonregulatad revenus {4.9)
Interest rate swaps Inforest expense 0.3
Hedge Designation Discontinued
Matural gas contracts Nonreguiated revenue a3
Povrar conracts Nonregulated revenue {7.5)
Total $(18.7)
Gain {Loss) Reclasslfied from Accumulated OC) Into Income (Effective Portion)
incomp Statement Three Months Ended
{Millions) Presentation March 31, 2008
Satlled/Realized
Commodity contracts Nonregulated revenue $18.7
Interest rate swaps Intorest expense 0.3
Hedge Designation Discontinued
Commodity contracts Nanregulated revenye {0.5)
Total $16.5

Loss Recognized in Income on Darivative Instruments (ineffactive Portion and Amount
Exgluded from Effectivencss Testing

{Rtilifons) Income Statement Three Monthe Ended
Pregentation March 31, 2010
Power contracts Nonregrilated revenue ${0.7}
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Loss Recognized in Income on Derlvative instruments (Inaffective Portion and Amount
Exoluded from Effectiveness Testing

(Mllions) income Satement Three Months Ended
Presantation March 31, 2009
Commodity coniracts Nonreguiated revenue ${0.8)

In the next 12 months, subject to changes in market prices of natural gas and eleciricity, pre-tax losses of
$7.4 miliion, and $34.7 million related to cash flow hedges of natural gas contracts, and power contracts,
respectively, are expected to be recognized in eamings as the hadged transactions cccur. These
amounts are expacted o be substantially offset by the settiement of the related nonderivative hedged
contracts,

NOTE 4~-RESTRUCTURING EXPENSE

Reductions in Worltdorce

in an effort to permanently remove costs from its operafions, Integrys Energy Group developed a plan at
the end of 2009 thai included reductions in its workforce. In connection with this plan, $0.2 million of
employee-related and consulting costs were included in the restructuring expense line item on the
Condenssd Consolidated Statement of Income for the thres months ended March 31, 2010,

The following table summartzes the activity ralatad to these restructuring costs:

Three Months Ended
{Millions) March 31, 2010
Accrued restructuring coste at beginning of peried §18.0
Restfruchuring costs accrued during the period 05"
Cash payments {8.5)
Accrued restructuring costs at end of period $10.0

*  $0.3 miliion of thess restructuring costs are being bilied to certain companiss in accordance with provisions in
the operating agreaments with these companies that ailow WPS to recover a porlion of #ts administrative and
geneml expenses.

Integrys Enargy Services Strategy Change

Integrys Energy Group has substanfially completed the process of reposilioning Integrys Energy Services
from focusing on significant growth in wholesale and retail markets across the United States and Canada,
fo focusing on selacted retall markets in the United Statas and Investmants in energy asssats with
renewabhla aftibutes. In connection with this stratagy, the following restrucharing costs were expensed
during the three monthe ended March 31, 2010:

(Mitlions)

Employse-related costs $1.3
Legal and consulting 0.9
Miscellaneous 0.3
Total restructuring expense $2.5

All of the above costs were relatad to the Integrys Ensrgy Services segment and were includsd in the
restructuring expense lina item on the Condensed Consolidated Statemants of Income.
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The following table summarizes the aclivity related to embloyes-related restructuring expense:

Throe Months Ended
(Miiifons) March 31, 2010
Accrued employes-related costs at beginning of pericd §$8.2
Add: Employce-related costs expensed 1.3
Less: Cash payments 51
Accrued employee-related costs at end of period $4.4

integrys Energy Group expects to incur total employee-related restructuring expense of approximately
$13 million related o the Integrys Energy Services strategy change by the end of 2010, including the
$11.4 million expensed through March 31, 2010, of which $10.1 million was expensed in 2008.

NOTE §-DISPOSITIONS

Integrys Energy Services Strategy Change

As part of Integrys Energy Group's decision to reposition its nonragulated anergy services businass
segment fo focus on selected retall markets in the United Stales and investments in energy assets with
renewable attributes, Integrys Energy Services completed the following sales in 2010,

Gale of Renewable Energy Ceriificates Portlolio

On March 12, 2014, Integrys Energy Services sold s envirormmental markets business, which consisted of
partiolic of long-term renewable energy cerlificate coniracts with generators, wholesalers, municipalities,
cooperatives, and large industrial companies. The pre-tax gain op the sale of the renewable energy
certificate contracts was $2.8 million and was reported as a component of net loss on Integrys Energy
Services' dispositions ralated to strategy change in the Condensed Consolidated Statements of income.

Sale of United Stales Wholesarls Elactnc Marksting and Trading Business

n December, 2009, Integrys Energy Services entersd info a definilive sgreement 1o seft substanfialiy ail of

its United States wholesale electric marketing and trading business. Effactive February 1, 2010, Integrys
Energy Services transferred substantially all of the market risk associated with this business by entering
into trades with the buyer that mirrorad Integrys Energy Services' underlying wholesalg electric contracts.
On March 31, 2010, Integrys Energy Services closed on the sale and transierred titie to the majority of the
underiying commodity contracts, upon which time the comesponding mirror transactions terminated. The
rnajority of the remaining underlying commodity cantracts that had not bean navated as of March 31, 2010
are expected to be either fransferred after they are ultimately novated, or if never novated, will be settled
through the normal course of business in the sacond guarter of 2010, gt which time the corresponding
mirror transactions will terminate.

In connection with this sale, for & iwo-year period following the closing, Integrys Energy Services will retain
counterparty defauit risk with approximately 50% of the countsrparties to the commodity confracts
transferred. The fair value of the counterparty payment default risk Is $0.8 million and was reported as a
component of other iong-tarm liabikties.
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The following table shows the carrying values of the major classes of assets and liabilities included in the
gale at the March 31, 2010 closing date:

_{Millions)
Current assets from risk management activities $1,375.5
_Long-term assels from risk management activities 883.3
Total assets $2,058.8
Current #abilitles from risk management activities $1,386.8
Long-term liabiliies from risk management aclivities 654.3
Total liabilities $2,044.1

In addition to the above recognized asseds and dablities, commadily contracts that are not accounted for
as derivatives were also transfemred to the buyer.

In conjunction with the saie, Integrys Energy Services entered Into derivativa contracts with the buyer to
reestablish the economic hedges for the retainad Unlied States ratail electric business, at the same prices
and othar terms previously executed through Integrys Energy Services' Uniter States wholesale electric
marketing and trading business that was sokl. The execution of these new third-party derivative contracts
resuited in assets and liabilities from risk management activities at the closing date as foliows:

{Millions)

Current assets from risk management activities $20.3
Long-term assets from risk managemant activities 103
Total assets $30.6
Current liabilities from risk management activities $65.6
Long-term liabiiities from risk management activitied 23.9
Total labllitics $88.5

The following table shows the carrying values of the remaining underlying commodity contracts thet had
not been novated &t the March 31, 2010 closing date:

(Millions)
Current assets from risk management activities $289.5
Current liabiities from risk management activities §i17.2

The following table shows the carrying values of the remaining mirrar fransactions associated with the
underlying cormmodity cantracts referenced abovs that had not been novated at the March 31, 2010
closing date:

{Mitiions)
Current assets from risk management activities $130.8
Current liabilities from risk management activiliss $282.9

The pre-tax loss on the sale of the United States wholesale electvic marketing and trading business was
$64.9 million and was reported as a component of net logs on Integrys Energy Services’ dispositions
related o strategy change in the Candensad Congolidated Statements of Income,
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Effective March 1, 20110, Intagrys Energy Services ciosed on its remalning whoiesale electric commodity
contract wilh another buyer. The pre-tax galn on the sale of the commedity contract was $8.7 mitlion and
was reporied as a component of net 1oss on Integrys Energy Services' dispoeitions related o strategy
change in the Condensed Consolidated Statements of Income.

Sale of Generation Businesses in New Brunswick, Caneda end Northem Maine, and Associaled Retall
Electric Contracls

During January 2010, Integrys Energy Services clogsed on the sale of two of its power gensration
businesses, which owned generation assets in New Brunswick, Canada and Nosthem Maine, and
subsequently cipsed an the sale of the associated retail electric contracts and standard offer service
contracts in Northern Maine on February 1, 2010. The proceeds from the sale of the generation
companies and associated retail electric contracts were $38.5 million. The pra-tax gain on the sale was
%$16.7 million and was reported a5 a component of net loss on integrys Energy Services' dispositions
refated fo strategy change in the Condensad Consolidated Statements of Income.

The canrying values of the major classes of assats and liabilitias Included in the sale as of the closing
dates and dlassifiad as held for sale on the Condensed Consclidated Balance Sheats at December 31,
2008 were as follows:

As of the
(Mitilons) Closing Dates December 31, 2009
Inveniories $ 0.1 $ 01
Property, plant, and eguipment, net 254 251
Other long-term asseis 1.3 1.3
Total assels $26.5 $26.5
Dther curnent iiabilities $01 $ -
Asset retirement obligations 0.3 0.3
Total liabilities $0.4 $0.3

In conjunction with the sale, Integrys Energy Services enterad into derivative coniracts with the buyer of
tha Northern Meine retall efectrlc sales confracis to maintzin the economic hedges associated with the
customer condracts sold. As of the closing date, the ¢canrying values of tha derivative contracts were as
follows:

(Millions)

Current assets from rigk management activities $3.6
Long-term assets from rigk management activities 0.2
Total assets $3.8
Current liabilities from risk management activities $0.4
Total liabilities $0.4

Sale of United Slates Wholesale Naturéi Gas Marketing and Trading Business & Other Wholesale Natural
Gas Storage Contracts

in Qcleber 2009, Integrys Energy Services entered into definitive agresements to sell the majority of its
United States wholesale natural gas marketing and trading business in a two-part transaction. In
December 2009, Integrys Energy Services completed the first part of the transaction by selling
substantially all of its United States wholesale natural gas markefing and trading business.
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The second part of the transaction consistad of an option for the buyer to purchase certain naiural gas
storage and related transportation contracts. In January 2010, the buyer of the Unitad States wholesale
natural gas marketing and trading business exercised its oplion to purchase these wholesale natural gas
storage and related transpartation contracts from integrys Energy Services in @ subsequent sale. The
pre-tax loss on the sale of these natural gas storage contracts was $1.3 million and was reporied as a
component of net loss on Integrys Energy Services® dispositions relatad to strategy change in the
Condensed Consolidated Stetements of income.

Inteqrys Energy Services continued fo pursue the sale of its remaining United States wholesale natural
gas storage contracts as part of ite strategy change, and in March 2010, Integrys Energy Services closed
on the sale of two of these remaining storage confracts. The pre-tax joss on the sale of these natural gas
storage contracts was $0.8 million and was reporied as a component of net loss on Integrys Energy
Services' dispositions related to strategy change in the Condensed Consolidated Statements of income.
The carrying value of inventories included in the sales was $1.8 miliion as of the closing date. Intsgrys
Energy Services closed on the remaining United States wholesale natural gas storage contracts during the
second quariar of 2010.

Discontinued Operations Resulting from Integrys Energy Services Strategy Change

Energy Management Consulting Business

During the three months ended March 31, 2010, integrys Energy Services recorded a $0.1 miflion after-tex
gain in disconfinued operations when & contingent payment was earned from the buyer. This contingent

payment resulted from the ability of the buyer to bill customers under assigned contracts related to the
sale of Integrys Energy Services' enargy management consulling business, which occurmad in July 2008.

NOTE 6~INVESTMENTS IN AFFILIATES, AT EQUITY METHQD

Intetys Energy Group's electric transmiasion investment segment consists of WPS investments LLC's
ownership interest in ATC, which was approximately 34% at March 81, 2010, ATC is a for-profit,
fransmission-only company. ATC owns, maintains, monitors, and operates electric transmission assets in
portions of Wisconsin, Michigan, Minnesota, and Illinoés.

The follawing table shows changes fo Integrys Energy Group's investment in ATC during the three manths
ended March 31, 2010, and 2009,

Three Months Ended  Three Months Ended

(Millions) March 31, 2010 March 31, 2008
Balance st the beginning of pariod $395.9 $346.9
Equity in net income 195 18.0
Capital confributions 51 8.5
Dividends received {16.3) (14.6}
Balance at the end of period $404.2 $350.8
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ATC total company financiai dala is inciuded in the foliowing tables:

Three Months Ended March 31
{Millions) 2010 2009
Intome statement data
Revenues $138.6 3$126.2
Operating expenses 62.8 57.0
Qther expensza 208 18.3
Net income * $ 661 $ 509

*  As mostincome taxes are tha responsibility of its members, ATC does not raport a provision for its
members' income taxes In its income statements,

{Miilions) March 31, 2010 December 31, 2009
Balance sheet data
Current assets $ 545 $ 811
Noncurrent assets 28016 2,767.3
Total assels $2,886.1 $2.818.4
Current liablities $ 495.7 $ 2855
Long-term debt 1,058.7 1,259.7
Other nongcunrent liabilities 789 76.8
_Members' equity 1,221.8 1,186 4
Total Eabilities and members' equity $2,856.1 $2,818.4
NOTE 7--INVENTCRIES

PGL and NSG price natural gas storage injections at the calendar year average of the cost of natural gas
supply purchased. Withdrawals from storage are priced on the LIFO cost method. For interim periods,
the difference between current projected replacement cost and the LIFO cost for quandities of natural gas
temporarily withdrawn from storage is recorded as a emporary LIFO liquidation debit or credit,. Due to
seasonality requirements, PGL and NSG expect interim reductions in LIFQO layers to be replenished by
year-end,

NOTE 8--GOODWILL AND OTHER INTANGIBLE ASSETS

integrys Energy Group had na changes to the carrying amaount of goodwiil during the first quarter of 2010.
The goodwiit racorded at integrys Enargy Group as of March 31, 2010, was as follows:

Natural Gas Integrye Energy

(Miltions) Utility Segment Sorvices Total
Tatal goodwill $635.9 § 66 $642.5

In the first quarter of 2009, the combination of the decline in equity markets as well as the inorease in the
expected weighted-average cost of capital indicated that a potentiat impairment of goodwill might exist,
triggering an interim goodwill impairment analysis. Based upon the results of the inferim goodwill
impairment analysis, intagrys Energy Group recorded a non-cash geodwill impairment loss of

$291.1 million ($248.8 miliion after-tax) In the first quarter of 2009, all within the natural gas ufility
segment.  Key factors contributing to the impairment charge included disruptions in the global credit and
equity markets and the resulting increass in the weighted-average cost of capital used o value the natural
g&s utility operations, and the negative impact thal the global decline in equity markets had cn the
valuation of natural gas distribufion companies in general.
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Identifiable intangible assets other than goodwill are incliuded as a component of other current and
long-term assets and other current and long-term liabilities within the Condensed Consolidated Balance
Sheets as listed below,

(Miliions) arch 31, 2010 December 31, 2009
Gross Gross
Carrying  Accumulated Carrying  Accumulated
Amount Amaortization Not Amount  Amortization Not
Amortized intanglble asseis
{liabikitles)
Customer-related (¥ $ 326 $(18.2) $i34 $ 328 $(18.3)  $94.3
Natural gas and sleciric ‘
contract assets @ © 85.2 (65.8) 9.4 7.4 {(60.5) 109
Meturel gas and sieciic
contract liabllities & {10.5) 10.5 . 10.5) 10.4 {0.1)
Renewable energy credits 3.0 (2.6) 0.4 34 (2.1 1.3
Nonvegulated easements ™ 37 {0.2) 3.5 3.8 01 35
Emission alowances ™ 1.9 {0.9) 1.8 2.1 02 1.9
Other 2.3 {0.3) 2.0 2.5 (0.5 20
Total $98.2 $(67.7) $305 $105.1 $(T1.3) $33.8
Unamortized intangibls assefs
MGU trade name 8.2 - 5.2 5.2 - 5.2
Total intangible assets $103.4 $67.7) 3357 $110.3 $(71.3) $38.0

" Ingludes customer relationship assets aesociated with both PEC's former nonregulated retail natural gas and
slectric operations and MERC's nonutility ServiceChoica business. The remaining weighted-gverage
amortization period for cugtomer-related Intangible assets at arch 31, 2010, was approximately T vears.

@ Represents the fair value of certain PEC natural gas and electric customer cortracts acquired in tha Fabruary

2007 PEC mergsr that ware nol considered 10 be derivative insiruments, as well as sther eleciric customer
contracts acquired in exchange for risk management assets.

¥ Includes both shori-term and long-term intangible aseats related to customer contracts in the amount of
$6.4 million and $4.0 million, respectively, at March 31, 2010, and $6.2 milion and $4.7 million, regpectively,
December 31, 2008. The remakning weighted-average amortization period for these intangible assets at
March 31, 2010, was approximately 3 years.

at

®  Used at Integrys Enargy Servicas to comply with atate Renswabie Portiolio Standards and to support customer

commitments.

®  Relates to easements supporting a pipeiine at integrys Energy Services. The sasements are amortized on a
straighi-line basis, with 2 remaining amortization pericd of approximately 14 years,

& Emisaion alowances do not have a contractual term or expiration date.

Intangible asset amortization expense, excluding amortization related to natural gas end electric contracts,

was recorded as a component of depreciation and amortization expense. Amortization for the three
months ended March 31, 2010, and 2009, was $1.8 millicn and $1.4 million, respectively.

22.



ATTACHMENT F

Amortization expense for the next five fiscal years is estimated to be:

_(Miliions}
For year ending Decembar 31, 2010 $5.2
For year ending December 31, 2011 3.8
For vear anding Blecember 31, 2012 2.5
For year anding December 31, 2013 1.8
For year anding December 31, 2014 1.8

Ampriization of the natural gas snd eleciric contract intangible asseis and liabilities was recorded ae a
compoenent of nonregulated cost of fuel, natural gas, and purchased power. Amortization of these
contracts for the three months anded March 31, 2019, resulted in an increase to nonregulated cost of fusi,
natural gas, and purchased power of §1.4 milkon. Amoriization of these contracts for the thres monihs
ended March 31, 2009, resulted in a decrease to nonregulated fuel, natural gas, and purchased power of
$1.4 milllon.

Amoprtization expensa related to thess contracts for the next five fiscal years is estimated to ba:

Millions)

For year ending Decembar 31, 2010 86.1
For year ending December 31, 2011 2.8
For year ending December 31, 2012 1.4
For year anding December 31, 2013 0.5
For year ending December 31, 2014 0.3

NOTE 9-SHORT-TERM DEBT AND LINES OF CREDIT

Integrys Energy Group's outstanding short-term borrowings consisted of sales of commerciat paper and
short-term notes.

[

[Wiitons, axcept percotages) March 31, 2010 Decembar 31, 2009
Commercial paper outsianding $182.7 - 2121
Avaraga discount rate on outstanding commerdial papar 0.36% 0.52%
Short-tarm notas payable outstanding $10.0 $10.0
Avarage Interast rate on oulstanding short-tenm notas payable 0.18% 0.98%

The commercial paper outstanding at March 31, 2010, had varying maturity dates ranging from April 1,
2010, through April 27, 2010,

The table below presents Integrys Energy Group's average amount of shori-term borrowings outstanding
hased on daily cutstanding balances dusing the quarters ended March 31:

(Miiltons) 2010 2009
Average amount of commercial paper outstanding $183.8 $352.1
Average emount of bomowings under revolving sredit facilities - 4pR.3
Avarage amount of short-term notes paysble outstanding 10.0 164.0

23-



ATTACHMENT F

Integrys Erergy Group manages its liquidity by maintaining adequate external financing commitments.
The information in the tabie below refates to integrys Energy Group's short-term debt, lines of credit, and
remaining availabie capacity:

Maturity  Mlarch 31, 2010 December 31, 2009

Revolving credit facility (Integrys Enargy Group) 8102110 $ 500.0 $ 5000
Revolving cradit facility {Integrys Energy Groug) 610811 5000 500.0
Revoiving cradit facility (Integrys Enargy Group) ? 56/28MD 425.0 4260
Revolving credit fachily {Imtegrys Energy Group)(® 610410 35.0 45.0
Revalving oredit facllity (WPS) @ 602110 1150 115.0
Renolving credi? facility (PEC) 613111 400.0 400.0
Revolving credit facikty (PGL) © 712410 250.0 250.0
Revolving short-tenm noteg payable (WPS) 1111340 10.0 10.0
Total short-tarm eradiit capacity 2,236.0 2,235.0
Less:

Letters of credit issued inside credit facilifles 3337 1304

Loans ouisianding under cradit agreements and notes payable 100 100

Commarcial papar putstanding 1627 212.1
Avafiable capacity under existing agreamants 51.728.8 $1,882.5

m

Thess facilities were replaced with a new revolving credit agreament in April 2010 and provide suppaort for
Integrys Energy Group's commercial paper borrowing program. Upon entering inte the new sgreement, the
maturing facillties were terminated. The new revolving credit agreement allows far borrowings up to $735.0
milion and witl matuva an April 23, 2013.

in April 2010, WPS entared into a new revolving credit agreement to provide support for its commercial paper
borrowing program.  Upoh entering inte the new agreement, the maturing facilily was terminated. The new
revolving credit agreement allows for borrowings up to $115.0 million and will mature on April 23, 2011. WFS
intends to request authority to enter into & multl-year cradit agreemant from the PSCW, and if granted, the credit
facilify will mature on April 23, 2013,

In Apiil 2010, PGL antered into a new revolving credit agreement to provide support for its commercial paper
korrowing program. Upan entering into the new agreemant, the maturing facility was tarminated. The new
revolving credit agreement allows for borrowings up to $250.0 million and will maiure on April 23, 2013,

¥ This note is renewed every aix months and is used for ganeral corporate purposes.

At March 31, 2010, Integrys Energy Group and its subsidiaries were in compliance with all financial
covenanis refated 1o outstanding shori-term debt. integrys Energy Group's and certain subsidiaries’
revolving credit agreements contain financial and other covenants, including but not limited to, a
requirement to maintain a debf to tok capitalization ratic not to excead 65%, excluding non-recourse
debt. Failure to meet these covenants beyond applicable grace periods couid result in accelerated due
dates and/or termination of the agreemants.
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NOTE 10-LONG-TERM DEBT

(Mitions) March 31, 2010 December 31, 2009
WPS $ 8721 € 8721
uPPCO " 108 10.8
PEC @ 3269 327.6
PGL 526.0 576.0
NSG 75.0 75.0
Integrys Energy Group 555.0 5560
Unsecured term loan — Integrys Energy Group 65.8 65.6
Other tarm loan ™ 27.0 27.0
Total 2,458.4 2,500.1
Unamorfized dissount and premium 1.2 21
Total debt 2,458.8 25811.2
Lesas current porfion (393.4) {116.5)
Tatal long-term debt $2 066.2 $3,384.7

i

)

Prior % November 1, 2010, UPPCO will make a $0.8 millilon sinking fund payment under the terms of its First
Mortgege Bonds. As a result, this payment is included in the currestt portion of lohg-term debt on integrys
Energy Group's Condensed Consolldated Balance Sheets at March 31, 2010,

In January 2011, PEC’s $325.0 million, 6:9% unsecured Senior Notes will mature, PEC gsisn axpects to settle
an intarest rate swap designated as a fair velue hedge assotiated with $50.0 million of the senior notes in
January 2011. At March 31, 2010, the value of the faic valie hedge adjustment was $1.9 million. See Naote 3,
"Risk Managamen! Activiias,” for more Information on the PEC fair valua hedge adjusttnent. As a result, the
notes and fair value hedge adjustment are Mcluded in the cuirent portion of long-term debt on Integrys Energy -
Group's Condensed Consolidated Balance Sheets at March 31, 2010,

PGL has outstanding $51.0 miliion of Adjustable Rate, Series OO bonds, due October 1, 2037, which are
currently in a 35-day Auction Rate mode (the intenes! rate is reset every 35 days through an auction process).
Recent auclions have failed io receive sufficient clearing hids. As a result, these bonds are pricad each 35 days
at the maximum auction rate, unfil such time a successful auction occurs. The maximum auction rate is
determined based on the jgsser of the London Interbank Offered Rate or the Securities Industry and Financial
Markete Association Municipal Swap Index rate plus a defined premium. The year-to-date weighted-average
interest rate gi March 31, 2010 was 0.46% for these ponds.

On March 1, 2010, $60.0 million of PGL's Series MM-2 First and Refunding Mortgage Bonds matured, PGL
repaid the outstanding principal balance on these 4.00% bands, praviously subject to terme and conditions of its
First Morigage Indenture datsd January 2, 1928, as supplemented, Under the terms of the Indenture,
substantiaily all property owned by PGL is pledged as collataral,

in June 2010, Integrys Energy Group’s $66.8 million unsecured term loan will mature. As a resuif, this loan s
inctuded In the curvent portion of long-term dabt on Iniegrys Energy Group's Condensed Consolidated Balance
Shaets al March 31, 2010.

In April 2001, the Schuylkill County industrial Development Autharity issued $27.0 milion of Refunding Tax
Exempt Bonds, The proceeds from the bonds wene loaned to WPS Wesiwood Generation, LLC, & subsidiary of
integrys Energy Services. This loan is repaid by WPS VWestwood Generation to Schuylkilf County industrial
Davelopment Autherity with monthly interest only payments and has a floating interest rate thet is reeet weekly.
AtMarch 21, 2010, the Interest rate was 4.27%. The loan is to be repaid by Apdl 2021. Integrys Energy Group
agreed to guaranies WPE Westwood Generation's obligation o provide sufficient funds to pay the boan and the
related obligalions and indemnities.

At March 31, 2010, integrys Enargy Sroup and each of its subsidiaries were in compliance with all
respective financial covenants related to outstanding long-term debt. integrys Energy Group's and certain
subsidianies' long-termn debt obligations contain covenants related fo payment of principal and inferest
when due and various financial reporting obligations. In addition, certain long-term debt obligations
contaln financial and other covenants, Including but not imited to, a requirement t& maintzin a gebt to total
capitalization ratio not to exceed 56%. Failure to comply with these covenants could result in an event of
default which, if not cured or waived, could result in the acoeleration of outstanding debt obligations.
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NOTE 11-ASSET RETIREMENT OBLIGATIONS

The foliowing table shows changes to integrys Energy Group's asset ratirement obligations through
Maich 31, 2010.

Integrys
Energy
_{Millions) Utilitles Services  Total
Assel retirement obligations at December 31, 2009 $104.8 $0.3* $195.1
Accretion 29 - 29
Assat ratirement obligations transferred in sale - (0.3) {0.3)
Asset retirement obligations at March 31, 2010 $197.7 5 - $197.7

*  This amount was classiflad as heid for sale at Decamber 31, 2009, as it was related to the sale of generation
assels in Northemn Maine, which closed in the first quarter of 2010.

NOTE 12-INCOME TAXES

Integrys Energy Group’s effective tax rate for the three months ended March 31, 2010, and 2008, was
50,0% and (7.7)%, respectively.

Integrys Energy Group calculates its provision for income taxes based on an interim effective tax rate that
reflects its projecied annual effactive tax rate before certain discrete items such as the goodwill
impairment loss.

The effective tax rate for the three months ended March 31, 2010 was higher then the federal tax tate of
35%, primarily due to the elimination of the deduciibility of prescription drug payments to refirees, io the
extent those paymenis will be offset by the receipt of the Medicare Part D subsidy, as mandated in the
fedaral Patient Protection and Affordable Care Act and Health Care and Education Reconciliation Act of
2010 (HCR). As a resuk of the legisiation, integrys Energy Group expensed 3$11.8 million of deferred
income fax benefits during the quarter ended March 31, 2040, which were previously regognized as a
reduction of provision for income taxes. This additional provision for income taxes will not reoccur in
future periods. Also coniributing 1o the higher effective tax rate was the impact of state income taxes.

The effactive tax rate for the three months ended March 31, 2009 was [ower than the federal tax rate of
35%, primarily because a large portion {approximataly §186.2 million) of the $281.1 million goodwil
impairmant koss recopnized in the fitst quarter of 2009 was not deductitia for income tax purposes.

For the three months ended March 31, 2010, there was no significant change in integrys Energy Group's
lability far unrecognized tax benefits.

NOTE 13--COMMITMENTS AMD CONTINGENCIES
General

Amounts ulfimately paid as penalties, or aventually determined to be paid in lieu of penaities, may not be
deductible for income tax purposes.

=26~
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Commodity Purchase Obllgations and Purchase Order Commitments

integrys Energy Group routinely enters into long-tarm purchase and sale commitments that have various
quantity requirements and durations. The regulated nefural gas ufiliies have obligations to distribute and
sell natural gas to their customers, and the regulated elactric utilities have obligations to distribuie and sell
electricity to their customers. The utilities expect to recover costs relaled fo these obligations in future
customer rates. Additionally, the majority of the energy supply contracts entered into by integrys Energy
Services are to mest its obligations to deliver energy to customers.

The obligations described below are as of March 31, 2010.

. The elactric utitity segment has obligations related to coal supply and traneportation that extend
through 2016 and total $248.8 million, obligations of $1,122.7 million for either capacity or energy
related to purchased power that extend through 2027, and obligations for other coramodities
totaling $98.8 million, which extend through 2013.

. The natural gas utifity segment has obligations related te natural gas supply and transportation
contracts totaling 31,214.3 miliion, some of which extend through 2028.

] integrys Energy Services has obligations related to epergy and natural gas supply contracts that
extend through 2018 and {otal $653.7 million. The majority of these obligations and by 2012, with
obligations totaling $88.1 milion extending beyond 2012,

. Integrys Enengy Group also has commitments In the form of purchase orders issued to various
vendors, which fokated $405.1 million and relafe to normal business operations, Including
construction projects.

Environmental

Clean Air Act New Sourpe Review lssuas

Weston and Pylliam Plants:
On November 18, 2009, the EPA issued & Nofice of Violation (NOV) to WPS alleging violations of the New

Source Review raquirements of the Clean Air Act (CAA). Spactifically, the allagations relate to
reguirements for certain projects underttaken at Pullam and Weston from 1894 to 2009. WPS has
evaluated the NOV, including an analysis of the allegations as well as options for resolution with the EPA
and has met with the EPA 1o discuss & possible resolution. Intagrys Energy Group continues [o review the
allegations but is currently unable to predict the impac? on its condensed consolidated financial
statements.

Columbia Plant:
On October 10, 2009, WPS, along with its co-ownars, recelved from the Sierra Club a Notice of intent

(NOI} to fite a civil iawsuit based on allegations that major madifications were made at the Columbia
genesation station without complying with the CAA. Specifically, the allegations suggest that Prevention of
Significant Daterioration (PSD) permits that imposed Best Available Control Technology {BACT) limits on
emtissions should have baen obfained for the Columbia generetion siation, which is jointly owned by
Wisconsin Power and Light (WP&L}, Medison Gas and Electric Company (MGE&E}, and WPS, and
operated by WPAL. The NOI also covere similar allegatians related to another generation station solely
owned by WP&L  Integrys Energy Group is reviewing the allegations but is currently unabie 1o predict the
impact on its condensed consolidated financial statements,

WP&L, on behalf of itself and the joint owners, sent a Nolice of Deficiency o the Sierra Club regarding the
NOL. In response, the Sierra Club filed & Supplemental NOI on December 14, 2009, purporting to correct
the deficiencies. WPE&L is in recsipt of the Sierra Club’s initial demand and Is in the process of analyzing
the allegafions, as well as the demand, and has bagun discussions with the Sierra Club,
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Edgewatar Piant;

On December 11, 2008, WPS, along with e co-owners, received from the Sierra Club a copy of an NOi to
file a civil lawsuit against the EPA based on the EPA's failure to take actione against the co-owners and
operator of the Edgewater generation station based upon allegations of failure to comply with the CAA,
Specifically, the allegations suggest that PSD permits that imposed BACT limits on emissions from the
facilities should have been obtained for Edgewaier. Edgewater i$ jointly owned by WPSL, WE Energles
{Unit 6) and WPS {Unit 4}, and operated by WP&L. WPEL is in the process of analyzing the Sierra Club's
actions. Intagrys Ensrgy Group is reviewing the allegations but is currently unabia to pradict the impact on
its condensed consclidated financial statements.

On December 21, 2009, WPS, along with its co-owners, received from the Siema Club an NO! to file a civil
lawsuit based on allegations that major modifications were made at the Edgewater generation station
without complying with the PSD and Tille V Operating Permit requirements of the CAA. Specifically, the
allegetions suggast that PSD permits that imposed BACT limits on emiasions from the facilities should
have bean obialned for Edgewater. WP&L is in the process of analyzing the allegations and has begun
discussions with the Slema Club. Integrye Energy Group is raviewing the allegations burt is curently
urabla fo pradict the impact on its condensad consolidatad financial statements.

Colurabia and Edgewster Plants:

On December 14, 2009, the EPA issued an NOV to WPE&L relative o its Nelson Dewey Plant and to
WP&L and the ather joint owners of the Columbia and Edgewater generation stations allaging violations of
New Source Review requirements of the CAA for certain projects undertaken at those plants. The joint
ownars met with the EPA to begin dizcussions on a possible resolution and have recsived the EPA's initial
demand. WP&L is the operator of these plants and, along with the joint owners, is in the procass of
analyzing the NOV and the EPA’s initial demand. Integrys Enargy Graup is also reviewing the sllegations
but is currently unable to predict the impact on its condensed consolidated financial statements.

EPA ments with Other Utilities:

In response to the EPA's CAA enforcement initialive, sevaral utilities elacted to saifie with the EPA, while
others are in liigation. The fines and penaltias (including the cost of supplemental environmental
projects} assoclated with seftlements involving comparably-sized fadllities to Weston and Pulliam range
between $7 milkon and $30 million. The regulatory interpretations upon which the lawsuits or settlements
are hased may change based on future court decisions made in the pending lifigation.

If the EPA brings a ciaim against WPS, and if it ware determined by a court that historic projects at WPS's
Pulliam and Weston plants required either a stats or federal CAA permit, WPS may, under the applicable
statutes, be required, in order to resaive any such claim, to:

shut down any unit found ta be operating in non-compliance,

instail additional poliution control equipment andfor mpose emission limitations,
pay a fine, andfor

conduct a suppiamental environmental project.

* 00

In addition, under the CAA, citizen groups may pursue a claim. Excapt as noted above or the Columbia
and Edgewater plants, WPS has no notice of such a claim.
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Weston Alr Parmits

In November 2004, the Siema Club filed a petition with the WDNR under Section 285.61 of the Wisconsin
Statutes sseking a contested case hearing on the construction permit issued for the Weston 4 generation
station, which was a nacessary predicate to plant construction under the pertinent air emission regulations
{hereinafter referred to as the "Waston 4 air pemit®). In February 2008, the administrative law judge
affirmed the Weston 4 air permit with changas to the emission limits for sulfur dioxide and nitrogen oxide
from the coal-fired boiler and particulate from the cooling towsr. The changag, which were implemented
by the WDNR in a revised permit issued on March 28, 2007, set limits that ware more stringent than those
originally set by the WDNR (hereinafter referred to as the "March 28, 2007 permit language").

On April 27, 2007, the Sierra Club filed a second petition requasting a contested case hearing regarding
he March 28, 2007 permit language, which was granted by the WDNR. Both parties subsequently moved
for summary judgment. In a decision issued an November 8, 2007, the administrative law judge grantad
WPS's motion for summaty judgment in that procseding, upholding tha March 28, 2007 permlt language.
The Sierra Club filed pefilions with the Dane Gounty Circult Court on April 27, 2007, and November 14,
2007, for judicial review of the Weston 4 alr permit and the underlying procsedings before the
administrative law judge. These two judicial review proceedings were consolidated by the court. On
February 12, 2009, the court upheld the administrative law judge’s final order, which affirmed the WDNR's
actions. The Sierra Club appealed this decision and the parties have completed filing briefe and are
awaiting the appeliate court's decision.

These activities did not stay the construction and startup of the Weston 4 facility or the administrative law
judge's decision on the Weston 4 air permit. WPS bolieves that it has substantial defenaes to the Sierra
Club's chalienges. Until the Sierra Club's challenges are finally resolved, integrys Energy Graup will not
be able to make a final determination of the probable cost impact, if any, of compliance with any changes
¥ tha Weston 4 alr permit on Its future costs.

In December 2008, an NOV was issued fo WPS by the WDNR alleging various violations of the air
permits for Weston 4, as weil as Weston 1 and 2. The alleged violations include an excesdance of the
carbon monoxide and voletile organic compound limits at Weston 4, exceedances of the hourly sulfur
dioxlde kmit in ten three-hour paricds during startup/shutdown and during cne separate event at

Weston 4, and two that address baghouse oparation at Weston 1 and 2. On July 22, 2008, an NOV was
issued to WPS by the WDNR alleging violations of the opacily imits during two six-minute periods {one
each at Weston 2 and 4) and of the sulfur dioxide average limit during one three-hour period at Weston 4.
An NOV was issued to WPS in September 2000 refating to one event invalving baghousa operation at
Weston 1 and 2 that occurred in December 2008, A fourth NOV was issuad on Dacamber 14, 2008, fora
clerical error invelving pages missing from a quarterly report. Corractive actions have been taken for the
evenis in the four NOVs. An enforcement conference was held on January 7, 2008, for the

December 2008 NOV and on August 26, 2008, for the July 2009 NOV. Discussions with the WDNR on
the severity classification of the events continue, Managemant believes it is likely that the WDNR will refer
the NOVs i the state Justice Depariment for enforcement. Management does not befieve that these
mattere will have a material adverse impact on the condensed consolidated financial statements of
Integrys Energy Group.

in esrly November 2006, it came to the attention of WPS thart previous ambient air quality computer
maodeling done by the WDNR for the Waeston facility (and cthar nearby air seurces) did not take info
account the emissions from the existing Weston 3 facillty for purposes of evaluating air quality increment
consumpiion under the required PSD. WPS believes it has undertaken and completed corrective
maasures o address ahy identified modeling issues and anticipates issuance of a revised Title V parmit
that will resolve this issue. Integrys Energy Group currently Is not able to make a final determination of the
probable cost impact of this issue, if eny,
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C fa Air Permit

The renewal of the Title V air permit for the Columbia generation station, jointly owned by WPEL, MG&E,
and WPS and operated by WPEL, was issued by the WDNR on September 2, 2008. On Oclober 8, 2008,
the EPA issued an order objecting to the Title V air permit. The order responds to a petition filed by the
Siema Club and determined that a project in 2006 o replace the economizer, final superheatar, and
related components on Unit 1 should have baen permitted as a "major modification.” The order directs
the WDNR to resalve the EPA's objections within 80 days and "terminats, modify, or ravoke and raissue”
the Titie V parmit accordingly. As of March 22, 2010, the WDNR has reopened the permii to address the
EPA's order and, although final resolution is unknown, potential outcomes ¢ould include a revised permit.

and Inlerstate Alr Quallty Rules

Mercwry

The State of Wisconsin's mercury rule, Chapter NR 446, requires a 40% reduction from the 2002 through
2004 basedine mercury emissions in Phase |, beginning January 1, 2010, through the end of 2014. in
Phase }I, which begins in 2015, electric genarating units above 150 megawatts will be reguired fo reduce
mercury emissions by 90%. Reducfions can be phased in and the 90% target can be deiayed until 2021 i
additional sulfur dioxide and nitrogen oxide reductions are implemented. By 2015, electric generating
units above 25 megawatts but less than 150 magawatte must reduce their mercury emissions to a level
defined by the BACT rule. As of March 31, 2010, WPS estirnates capital costs of approximately

$19 miillion for Phase | and Phase [, which includes estimates for both wholly owned and jointly owned
plants, to achieve the required reductions. The capital costs are expected to be recovered in future rate
cases. Because of the vacatur of the federal mercury control and monitoring ruie in February 2008, the
EPA Is reviewing oplions for a new rulemaking to address hazardous air pollutants, including mercury, and
is expected 1o issue a draft rule in 2011,

Sulfur Dioxide and Nitrogen Oxide

The EPA issised the Clean Air Inferstate Rule (CAIR) in 2005, CAIR was originally intended to reduce
sulfur dioxide and nitrogen oxide emissions from utility boilers iocated in 20 states, including Wisconsin,
Michigan, Pennsylvania, and New York. The first phase of CAIR required about a 50% raduction
beginning in 2008 for nitrogen oxide and beginning in 2010 for sulfur dioxide. The second phase required
about a 65% reduction in emissions of both poiiutanis by 2015, The State of Wisconsin's rule to
implement CAIR, which incorporatas the cap and trads approach, has been forwarded {c the EPA for final
review. -

On Juiy 11, 2008, the Court of Appeals issued a decision vaceting CAIR, the EPA appesied, and in
December 2008, the Court of Appeals reversed the CAIR vacatur and CAIR was reinstated. The Court of
Appeals directed the EPA {o address the deficiencies noted in its July 11, 2008 ruling, and the EPA has
indicated thay expect to issue a draft revised CAIR ruls for comment in 2010, As a result of the Court of
Appeals' decision, CAIR isin place far 2010. WPS has not acquired any nifrcgen oxide aliowances for
vintage years beyond 2010 other than those allocaled by the EPA and does not expect any meterial
impact as a result of the vacafur and subsequent reinstatement of CAIR.

The reinstatement of CAIR also affected the status of the Best Availeble Retrofit Technalogy (BART) rule,
which ig a ruie that addreseas regional haze and visibility. The WDNR is evaluating whether air quality
improvernents under CAIR will be adequate to demonstrate compliance with BART.

For planning purposes, it is still assumed that additional sulfur dioxide and nitrogen oxide controls wilf be
nesded on existing units. The installation of any controls will need to be scheduled as part of WPS's
long-term maintenance plan for its existing units. As such, controls may need fo be installed before 2015.
On a preliminary basis, and assuming contrals are still required, WPS estimaltes capital costs of

3586 million, which includes estimates for both wholly ownad and WPS’s share of jointly owned plants, in
order to meet an assumed 2015 compllance date. This estimate is based on costs of current contral
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technology and current information regarding the final state and federal rules. The capital costs are
anticipated to be racovered in future rate cases.

Manufactured Gas Plant Rempdiation

Integrys Energy Group's natural gas utilities, their predecessors, and certain former affiliates operated
facilities in the past at multipls sites for the purpoge of manufecturing and stering manufactured gas. in
connection with manufacturing and storing manufactured gas, wasfe materials were produced that may
have resulted in sofl and groumdwater contemination at these sites. Under certain iaws and regulations
relating to the protection of the environment, Integrys Enengy Group's natural gas utliities are required to
undertake rermedial action with respect to some of these materials.

Intagrys Energy Group's nafural gas utilities are responsible for the environmental impacis at 55
manufactured pas plant sites located in Wisconsin, Michigan, and llinois. All are former reguiated ufility
sitas and are being remediated, with costs charged Lo existing ratepaysrs at WPS, MGU, PGL, and NSG.
Twenly of thess sltes have baen transfarred to tha EPA Superfund Altarnative Sites Program. Under the
EPA's program, the remedy decisions at these sites will be based on risk-based criteria typically used at
Superfund sites. integrys Energy Group estimated and accrued for $555.5 million of future undiscounted
Investigation and cleanup costs for all sitas ae of March 31, 2010. Intagrys Energy Group may adjust
these estimates in the future, confingent upon remedial technology, regulatory requirements, remedy
determinations, and any claims of natural resource damages. Integrys Energy Group recorded a
regulatory asset of $866.0 million, which is net of insurance recoveries received of $56.2 million, related to
the expected recovery of both deferred expenditures and estimated future expenditures es of March 31,
2010.

Integrys Energy Group's natursl gas utllifles are coordinating the investigation and cleanup of the
manufactured gas plant sites subject to EPA jurisdiction under what is called & "multi-site” program. This
pragram involvas prioritizing the work to be done at the sites, preparation and approval of documents
common to all of the sites, and utifization of a consistent approach in selecting remediss.

The EPA ideniified NSG as a potentially responsible party (PRP) under the Comprehansive Enviranmental
Response, Compensation and Liability Act of 1980, as amended (CERCLA), at the Waukegan Coke Plant
Site located in Waukegan, lllinois (Waukegan Site). The Waukegan Site is part of the Outboard Marina
Corparation {OMC) Suparfund Site. The EPA also identified OMC, General Motors Corporation (GM), and
certaln other partles as PRPs at the Waukegan Site. NSG and the other PRPs are parties to a consent
decree that requires NSG and GM, jointly and severally, to perform the remedial action and establish and
maintain financial assurance of $27.0 million. The EPA reduced the financigl assurance reguirement to
$21.0 miliion to reflect compietion of the soil component of the remedial action in August 2005. NSG has
met its financial assurance requirament in the form of a net worth test while GM met the requirement by
providing a parformance and payment bond in favor of the EPA. As a resulf of the GM bankruptey fliing,
the EPA has contacted the surety and the suraly has stated that it will provide the EPA access o the
suraty bond funds which are expected to fund a significant portion of GM's liabllity. The potential exposure
redated to the GM bankruptcy that is not expeciad to be covered by the bond procaeds has been reflected
in the accrual identified above.

Management belisves that any cesis incurred for enwvironmental activities relating to former manufactured
gas plant operations that ara not recoverabie through confributions from other enfities or from ingurance
carriers have been prudently incurred and are, therefors, recoverable through rates for WPS, MGU, PGL.,
and NSG. Accordingly, management believes that the costs incurred in connection with former
manufactured ges plant operations will not have a material adverse effect on the condensed consolidated
financigl statemants of Intagrys Energy Group.

Greenhotsa Gases

Integrys Energy Group is evaluating both the technical and cost implications that may result from future
state, regional, or federal greenhouse gas regulatory programs. This evaluation indicates it is probable
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that any regulatory program which caps amissions or imposes a carbon tax will increase costs for infegrys
Energy Group and its customars. The greatest impact is likely fo be on fogsil fuel-fired generation, with a
leas gignificant impact on natural gas storage and distribution operations. Efforts are underway within the
ufifity industry to find a feasible mathcd for capturing carbon dioxide from pulverized coaHired unifs and to
develop cleaner ways to burn coal. The use of altemate fuals is also being explored by the indusiry, but
there ars many cost and availability lssuss. Racently, sfforis have been inilisted o develop state and
regional greenhouse gas programs, to create faderal lagislation o limit carbon dioxide emissions, and to
create national or state renewable portfolio standards. Some axampies of these efforis are the Waxman-
Markey bill, which passad the United States House of Reprasantatives, and the Kerry-Boxer draft Glli,
which was introduced in the United States Senate. In addition, in April 2009, the EPA declared carbon
dioxide and several other greenhouse gases to be a danger to public health and welfare, which is the first
step towards the EPA potantially regulating gresnhouse gases under the CAA. A risk exists that such
legisiation ar regulation will increase the cost of energy. However, Integrys Energy Group believes the
capital expenditures being made at jts generation units are appropriate under any reascnable mandatory
greenhouse gas program and that future sxpanditures relaled to control of greenhiouse gas emissions or
renewable portfolio standards by its regulated electric uliiities will be recoverable In rates. Intagrye Enengy
Group will continua to monitor and manage potential risks and opportunities associated with future
greenhouse gas legislative or regulatory actions.

Escanaba Waler Permil issues

UPPCO operates the Escanaba Generating Station (EGS) under contract with ite owner, the City of
Escanaba (City). Whiie the City owns the water permits for EGS, UPPCO's personnel provide testing and
certification of wasle water discharges. In September 2008, UPPCO bacame aware of potential water
discharge permit violations reparding reported pH and ofl and grease readings at EGS. Correciive actions
were Implemented at the plant, nofification was pravided fo the City, and UPPCO self reported the
potential permit violations to the Michigan Department of Environmenmntal Quaiity (MDEQ). UPPCO filed a
final report with the MDEQ on November 25, 2008, and & copy was sent to the City.

In March 2009, MDEQ began its investigation into this matter. Depanding upan the results of the MDECQ's
review of the information provided by UPPCQ, the MDEG, in consultation with the Michigan Attorney
Genaral's Office, may assess a fine and/or seek criminal charges against UPPCO, assess a fine and/or
seak criminal charges against the former manager who certifiad the reports, andfor close out the
invesligation. In October 2008, the matter was referred to the Deita County District Attorney’s office for
potential criminal charges against the former manager. No charges have been brought agsinst UPPCO
as of this time, however it is unknown if a referral will be made raiative to the company. Althcugha
apecific date of resolufion is unknown, UPPCO has responded to all information raguests from the MDEQ.

Natural Gas Gharge Reconclliaion Proceadings and Related Mattors

For PGL and NSG, the ICC conducts annual proceadings regarding the racongiiiation of revenues from
the natural gas charge and related natural gas costs. The natural gas charge represents the cost of
natural gas and transportation and storage services purchased by PGL and NSG, as well as gains, logses,
and costs incurred under PGL's and NSG's hedging program (Gas Charge). In these procesdings,
interested parties review the accuracy of the recongiliation of revenues and costs and the prudence of
natural gas cosis recovered through the Gae Charga. If the ICC were fo find that the reconciliation was
inaccurate or any natural gas costs were imprudently incurred, the ICC would order PGL and NSG to
refund the affected amount to customers through subsequent Gas Charge filings.

In March 28, 2006 orders, the {CC adopied a seftiement agreement related fo fiscal years 2001 through
2004 natural gas costs. Under certain provisions of the seftiement agreement, PEC agreed to provide the
llinois Attorney General (AG) and the City of Chicago (Chicago) up to $30.0 million for conservation and
weatherization programs for which PGL and NSG may not seek rate recovery. The balanca of the
consarvation and weatherization funding that remained unpaid as of March 31, 2010, was $10.2 million, of
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which $5.2 million was included in other current liabilittes, and $5.6 million was included in other long-term
liabliiies. PEC also agreed to implement a reconnestion program for certain customers. PGL and NSG
tock all steps reguired by the setilement agreement with respect to the reconnection program. In April
2010, PGL, NSG, the AG, the Citizens Utility Board, and Chicago resolved a disagreement conceming the
scope of the reconnection program. Finally, PEC agreed to internal sudits and an exdernal audit of natural
gas supply practices. Four of the five annual internal audits required by the setllement agresment have
been compieted. An auditor hired by the ICC conducted the external audlt and filed lts repost on April 10,
2008. On March 31, 2008, PGL and NSG completed thair responses to the external auditer's
recommendations.

The fiscal 2006 Gas Charge reconciliafion cases were initiated on November 21, 2006. The ICC staff and
interveners (the AG, the Citizens Ulility Board, and Chicago, filing jointly) each filed testimony
recommending disallowances for PGL and NSG for a bank natural gas adjusiment similar to that
addressed in the fiscal 2008 Gas Charge reconciliation cases, which PGL and NSG did not contest. In
addition, the interveners recommended a disallowance for PGL of $13.9 million {reduced to $11.0¢ million
in their briefy associated with PGL's provision of interstate hub services. The ¥SC siaff does not support
the inferveners' proposal, and PGL does not believe the proposal has merit. A hearing for the PGL and
NSG cases was held on Decernber 11, 2008, For PGL, briefing concluded February 27, 2009, and the
administrative law judge has not yet prepared e proposed order. For NSG, there were no contested
issues, and the parties filed an agreed form of order in January 2009.

Reconciliations of subseguent periads have baen opened but are being held in abeyanca pending the
autcoma of the fiscal 2005 Gas Charge mconciliation cases.

Cf clion

In February 2004, a purported class action suit was filed in Gook County Circuit Court against PEC, PGL,
and NSG by customers of PGL and NSG, alleging among other things, violation of the lilineis Cansumer
Fraud and Deceplive Business Practices Act related to matters at issue in the uifiities’ fiscal year 2001
Gas Charge reconciiation proceedings. In the suit, Alport et al. v. Peoples Enangy Corporaticn, the
plaintiffs seek disgorgement and punitive damages. PGL and NSG have been dismissed as defendants
and the only remalning counts of the auit sllege violations of the Consumer Fraud and Deceptive Business
Practices Act by PEC and that PEC acted in concert with others to commit a tertious act. PEC denies the
allagations and is vigorously defending the suit. ©On November 19, 2009, the court entered an order
certifying a class composed of customers of PGL and NSE during the period April 26, 2000, through
Sepiember 30, 2002. On March 26, 2010, PEC filed a Petition for Leave to Appeal to the lifinois Supreme
Court challenging class certification and the petition is currently pending,

NOTE 14-GUARANTEES

The following tabla shows outstanding guarantees at Integrys Eneray Group:

Expiration

Total Amounts Loss

Committad at Than 103 4to5 Overd
{Milffons) March 31, 2010 1 Year Years  Years  Years
Guarantees supporling commodity

transactions of subsidiaries $1,107.8 $ 776.9 $627  $31.0 $237.2

Standby ketters of credit @ 3329 331.0 1.8 0.1 -
Surety bonds & 33 31 6.2 - -
Other guarantees §6.2 - 50.0 - 6.2
Total guarantees $1,500.2 $1111.0  $114.7 $31.1  $2434

" Gonsists of parental guarantess of $927.2 million to support the business operations of Intagrys Energy
Sarvices; $100.2 milllon and $70.4 mlllion, respectively, related to natural gas supply at MERC and MGU; and
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$5.0 million at both PEC and IBS to support business operations. Thesa guarantees are not reflected an the
Condensed Consolidated Balance Sheets.

% Composed of $322.4 million isued io suppart Integrys Energy Services' operations; $4.8 million related o
lettars of credit at WPS; $4.3 milllon issued for workers compensation coverage in Iliinois; and $1.4 million
redated to lethers of credit al UPPCO, MGU, MERC, PL, and NSG. Thege amounts are not reflected on the
Condansed Consolidated Balance Sheets.

@ Primarily for workers compensation coverage and obtaining various licenses, permits, and rights of way. Surety
bonds ere not included on the Condensed Consclidated Balance Sheets.

“ Consists of (1) $50.0 miflion related to the sale agreemsnt for Integrys Energy Services' United Siates wholesale
electic marketing and frading busfness, which included 2 numbar of customary representafions, warranties, and
indemnification provigions. In addition, for a two-year period, counterparty payment default riek was retained
with approximataty 50% of the couttarparties assockated with the commadity contracts transfered in this
transaction. A $0.8 million liabiiity wes recorded related ‘o the fair value of this countarparly payment dsfault
rigk; {2) a $5.0 miliion anvironmental indemnification provided by Integrys Enargy Services relatad to the sale of
the Stoneman genanation facifity, under which Infegrys Enargy Group expects that the Bkelihood of reguired
performanca is remote; and (3) $1.2 milllon relatsd to other indemnifications and workers compansation
coverage.

Integrys Energy Group has provided total parental guarantees of $1,334.0 million on behalf of Integrys
Energy Services as showr in the tabls below. Intagrys Energy Group's exposure under these guarantees
{excluding exposure securad by standhy Ietters of credit) related to open transactions at March 31, 2010,
was approximately $548 millkon.

(Millions) March 31, 2010
Cuarantess supporting commadity transactions $9027.2
Standby letters of credit 322.4
Guarantees of subsidiary debt* 210
Surety bonds 1.7
Other 56.7
Total guarantees ' $1,334.0

*  Consists of outstanding debt al an Integrys Energy Setvices subsidiary, which is not included in the totel
Integrye Energy Group puarantes amounts above, because the debt is raflected on he Condansed
Consalidated Balance Sheets.

NOTE 15-EMPLOYEE BENEFIT PLANS

The following teble shows the components of net periodic bensfit cost for Integrys Energy Group's benefit
plans for the three months ended March 31:

Pension Benefits Other Benefits
(Milions) 200 2008 2010 2008
Service cost $103 $063 45 $37
Interest cost 20.6 18.8 74 71
Expected retum on plan assets (22.3) 23.2) {4.7) 4.4)
Amostization of transHion obligation - - 0.1 0.1
Amortization of prior servica cost {eredit) 1.3 1.2 {(1.0) {1.0}
Amortization of net actuarial loss 29 0.2 0.7 0.3
Amortizafion of mergor relsted regulatory adjustment ™ . 2.8 . 0.5
Regulatory deferral = 1.1 (0.8) (0.3) 04
Net periodic benefit cost $14.5 $ 6.3 $8.4 $5.8

W Effective with the 2010 rate order, PGL and NSG refiect pension and ofher postretirement benefit costs in rates
using integrys Energy Group's accounting basis, which was established at the fime of the February 2007 PEC
merger. As a result, the merger related regulatory adjustment was eliminated. Pursuant to the 2010 rate order,
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a new regulatory asset wase established for the remaining cumaulative difference thet existed between the
accounting bases of PGL/NSG and integrys Energy Group in the pension and other postratirement benefit
obfigafions. The amoriizalion of this regulatory asset over the average remaining service jives of the
participating empioyees Is not included as 2 component of net perlodic benefit cost.

2 The PSCW authorized WPS to recover iis net increased 2009 pension costs and to rafund lis net decreased
2009 other postrefirement benefit costs as part of the limited rate casa re-opener for 2010, Amortization and
recoveryirefund of these coats will occur throughout 2014,

Transition obligations, prior setvice costs (credits), and net actuanial losses that have not yet been
recognizad as a component of net periodic benedit cost are included in accumulated OCI for Integrys
Energy Group's nonraguiated endifies and are recorded as net regulatory assets for the uiilities.

Contribulions to the plans are made in accordance with legal and tax requirements and do not necassarily
ocour evenly throughout the year, For the three months ended Mareh 34, 2010, contributions made o the
pension and cther postretirement benefit plans were not significant. Integrys Energy Group expects to
contribute $66.4 million to lts pension plans and $36.7 million to its other postretirement benefit plans
during the remainder of 2010.

NOTE 16-STOCK-BASED COMPENSATION
Stock Options

Compensation cost recognized for stock options during the three months ended March 31, 2010, and
2009, was not significant. As of March 31, 2010, $2.4 million of compensation cost related to unvested
and outstanding stock oplions was expected fo be recognized over a weighted-average pariod of

3.2 yesys,

Cash recelved from opfion exercises during the three months ended March 31, 2010, was $0.6 million.
The tax benefit raalized from these option exercises was $3.8 miliion.

A summary of stock option activity for the three months ended March 312 2010, and information refated o
putstanding and exarcisable siock opticns &t March 31, 2010, is presented bslow:

Weighted-  Weighted-Average Aggregate

Avarage Remgining intrinsic
Exercise Price  Contractual Life Value
Stock Options Per Share {in Years) [Miflions)
Outstanding at December 31, 2000 3,133,286 547,06
Granted 554 092 41.68
Exercised 2590726 36.03 $2.7
Forfeited 38,808 47.03 0.1
Explrad . EB249 4968 -
Outstanding at March 31, 2010 3,320,297 $46.80 8.72 $8.7
Exercisable at March 31, 2010 1,954,161 $48.34 5.34 $3.5

The aggregate intrinsic value for outstanding and exercisable options in the above table represents the
total pre-tax infrinsic value that would have been received by the option holders had they all exercised
their options at March 31, 2010. This is calculated as the difference between Intagrys Energy Group's
closing stock price on March 31, 2010, and the option exercise price, multiptied by the number of in-the-
money slock aptions.

Performance Stock Rights

Compensation cost recorded for parformance stock rights during the three months ended March 31, 2010,
and 2009, was not significant. As of March 31, 2010, $6.4 million of compansation coet related to
unvested and cutstanding performance stock rights was expectad fo be recagnizad overa
weightad-average period of 2.5 years.
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A summary of the activity related to parformance stock rights for the three months ended March 31, 2010,
is presented balow:

Parformance Waightad-Average
Stock Rights Grant Dats Fair Value

Qutstanding at December 31, 2009 301,080 $46.33
Granted 150,481 42.45
Distributed 45,847 53.29
Expirad 26,009 53.45
Forlsited 37,848 4254
Qutstanding at March 31, 2010 341,888 $42.80

Restricted Shares and Restricted Share Units

The feir velue of restricted share units granted in 2010 was based on Integrys Energy Group's ¢losing
shock price an the grant date.

Compensation cost recognized for these awards during the three months ended Mareh 31, 2040, and
2009, was not significant. As of March 31, 2010, $11.8 million of compensation cost related to these
awards was expacted to be recognized over a weighted-average perlod of 3.0 years.

A summary of the activity related to restricted share and resiricted share unit awanrds for the three months
ended March 31, 2010, is presented below;

Restricted Shares and Waightad-Average
Restricted Share Unit Awards Grant Date Fair Value
Outstanding at Dacember 31, 2000 346,858 $45.55
Granted 208,252 4164
Distributed 88,341 4537
Forfeited 26,004 44,10
Quistanding at March 31, 2010 438,676 $43.82

NOTE 17-COMPREHENSIVE INCOME (LOSS)

Integrys Energy Group's total comprehensive income (loss) was as follows:

Thres Months Ended
March 31

{Milions) 200 2008

Net Income (loss) attributed o comimon shareholders $49.5 ${180.2)

Cash flow hedges, net of tax * (12.4) (30.7)

Foreign currency translation, net of tax 0.3 {0.5)
Amortizations of unrecognized pension and other postretirement benefit

cosis, net of lax 0.5 (0.2)

Tolal comprehensive income {loss) $38.4 $(211.6)

*  For the three months ended March 31, 2010, and 2008, the tax banafit was $5.7 million and
$20.2 million, respectively.
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The following table shows the changes to integrys Energy Group's accumulated other comprehensive loss
from December 31, 2008, to March 31, 2010

Three Monthe Ended
(Mitlions} March 31, 2010
December 31, 2009 balance - $(44.0)
Cash flow hedges (12.4)
Forelgn currancy ranslation 0.8
Amortizations of unrecognizad pension and other postretirement benefit cosis 0.5
March 31, 2010 balance $(55.1)
NOTE 18--COMMON EQUITY
Integrys Energy Group's reconciliafion of shares outstanding was as follows:
March 31, 2010 December 31, 2009
Shares Average Cost  Shares  Average Cost
Comman stock ssued 76,806,208 76,418,843
Less:
Deferred compensation rabbi trust 268,813 $42.57 402,838  $4258 ¢
Restricted stock 28,573 $65.06 36881  $56.33%@
Total shares outstanding 76,407,822 . 75,980,143

(' Bagad on ntegsys Energy Group's stock price on the day the shares entarad the deferred compsnsation rabbi
trust. Shayes paid out of the trust are valuad at the average cost of sharss in the trust,

@ Based on the grant dste fair vaiue of the restricted stock.

Beginning Februsary 11, 2010, Integrys Energy Group issued new shares of comimon stock to meet the
requirements of its Stack Investment Plan and certain stock-based employee benefit and compenaation
plans. From January 1, 2010 to February 11, 2010, and during 2009, Intagrys Energy Group purchased
sharas of its common stock on the open markat t meet the requirements of these plans.

Integrys Enargy Group had the following changes to issued common stock during the three months ended
March 31, 2010;

Integrys Energy Group's common stock shares

Common stock at December 31, 2008 76,418,843
Shares issued
Stock Investiment Plan 172,251
Stock-based compensation 219,387
Restricted stock sharas retired (4,253)
Common stock at March 31, 2010 76,808,208
Eamings (Loss) Per Share

Basic eamings (loss) per share is computed by dividing net income (loss} atiributed to common
shareholders by the weighted average number of cammon stock shares outstanding during the period.
Diluted eamings (loss) per shars is computed by dividing net income (loss) attributed to common
sharehoiders by the weighted average number of common slock shares outstanding during the period,
adjusted for the exercise and/or conversion of all potentially dilutive securlfias. Such dilutive items inchude
in-the-money stack options, perfarmance stock rights, and restricted stock. The calculation of diluted
earnings per share for the three months ended March 31, 2010, exciuded 1.8 million out-of-the-money
stock options that had an anti-dilutive effect. The effects of an insignificant number of in-the-money
securities were not included in the computation for the three months ended March 31, 2009, becausa
there was a nef loss during the period, which would causa the impact fo be anti-dilutive. The calculation of
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dilutad eamings per share for the three monthis ended March 31, 2009 also excluded 3.2 million out-of-
tha-money stock options that had an anti-dilutive effect. The following table reconciles the computation of
basic and_ diluted earmings (loss) per share:

Three Months Ended March 31

(Mililons, axcept por share amounts) 2010 2008
Numerator, :
Net Income (loss) from continuing operations $50.2 5(179.5)
Discontinued operations, nef of tax 0.1 -
Preferred stock dividends of subsidiary {0.8) (0.8}
Noncontrolling interest in subsidiarias - 0.1
Net income (loss) altributed to common sharsholders $49.5 $(180.2)
Dsnominator;
Average shares of common stock — basic 76.9 78.7
Effect of dilutive securities

Siock-basad compensation 0.3 -
Average shares of common stock — diluted 77.2 76.7
Eamings (loss) per common share

Basic $0.64 $(2.35)

Diluted 0.64 {2.35)

NOTE 19-VARIABLE INTEREST ENTITIES

Effective January 1, 2010, integrys Energy Group implemented SFAS No. 167, "Amendments fo FASB
Interpratation No. 46 (R)" (now incorporated as part of the Consolidation Topic of the FASE ASC).
Integrys Energy Group has variable inlerests in two entities through power purchase agreamente relating
to the cost of fuel. in these cases, Integrys Energy Group htas considered which interest holder has the
power fo direct the aclivities that most significantly impact the economics of the variable interest entity; this
interest holder is considered the primary beneficiary of the entity and is required to consolidate the entity.
For a variely of reasons, including the length of the remaining term of the coniracts compared with the
remaining livas of the plants and the fact that Integrys Energy Group does not have the power to direst the
oparations of the facilities, Integrys Energy Group has deterrined it is not the primary baneficiary of these
variable interest entities.

As of March 31, 2010, the carrying amount of assets and liabilities on the Condensed Consolidated
Balance Sheets that relate fo the involvernent with these variable interest entities are related o working
capital accounts and represent the amounts owed by Integrys Energy Group for the current deliveries of
power. Integrys Energy Group has net provided or guaranteed any debt or squity support, hquidity
arangaments, performance guarantaes or other commitments associaled with thesa contracis. There is
no significant potential exposure fo loss as a result of its involvement with the variable Interest entities.

In 2008, Integrys Energy Group coniributted certain sssets to LGS Renewsbies |, L.C. in exchange fora
50% Intarest in the enfity. Simultaneously, Integrys Enargy Group entered inta 2 loan agraemant with LGS
Renewables |, L.C. to finance the development and construction of a pigeline project to provide landfill gas
to a customer. integrys Energy Group determined at the time that the entity is a variable interest enfity
and that Infegrys Energy Group is the primary beneficizry of the enlity. Integrys Energy Group updated its
conclusion upon implementation of the new standard and continued to conclude that integrys Energy
Group is the primary beneficiary. Therefore, integrys Enargy Group's condansed consolidated financial
statements include the results of LGS Renewables |, L.C.
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At March 31, 2010, Integrys Energy Group's variable interests In LGS include its equity investment and
loans of $24.9 milkon. integrys Energy Group’s maximum exposure to loss as a result of this partnership
is egual to edvances under the loan agreement. 1f3 equity investment is insignificant.

The carrying amounts and ciaasifications of the above cansolidated variable interest entity assets and
llabilites inckuded in integrys Energy Group condensed consolidated financial statemants were:

_{Mtilions) March 31, 2010 December 31, 2008
Current assels $1.5 30.8
Propesty, plant and eguipment 168 174
Other iong-lerm assets 48 48

Total assets $23.2 $22.7
Current notes payabie fo $24 $2.0
affiliates
Other current liabilities 0.4 0.5
Motes payable to affiliates 225 229
Total eguity {2.1) (2.0)

Total liabilifies and equity $23.2 $22.7

NOTE 20--FAIR VALUE

Fair Value Measurements

in the three months endad March 31, 2010, Integrys Energy Group identified additional classes of isk
management assets and liabllities as a result of the implementation of FASB Accounting Standards
Update {ASU) 2010-06, “Fair Value Measurements and Disclosures (Topic 820), improving Disclosures
about Fair Value Measurements." As required, this ASU was only applied for the quarfer ended

March 31, 2010, and therefore, prior periods do not refiect the expanded disclosure requirements.

The following 1ables show Integrys Energy Group's assets and liabiliies that were accounted for af fair
value on a recurring basis, categorized by level within the fair value higrarchy.
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March 31, 2010
_{Milflons) Level 1 Leved 2 Level 3 Total
Asseta
Risk Management Asaets
Utllity Segments
Financial transmission rights $ - 5 - $ 10 8§ 1.8
Natural gas confracts DA 1.2 - 13
Patroleum product contracts 02 - - 0.2
Nonregulatad Segments
Natural gas contracis 743 182.4 45,3 2820
Power contracts a7 375.2 234.2 6441
Interest rate swaps - 1.8 - 198
Foreigh exchange coniracls 0.1 1.7 - 1.8
Total Risk Management Assets 108.4 §42.4 2844 833.2
Other Assets 0.1 - - 0.1
Liabilities
Risk Management Liabilities
Uity Segments
Financial wans:isslon rights - - 04 04
Natursl gas coniracts 28 8.7 . 54.3
Nonregulated Segments
Natural gas confracts 748 1087 8.5 282.0
Power confracts 60.0 4356 388.5 862.1
Intorest rate swaps - 4.3 - 4.3
Fareign exchange coniracis 17 0.1 - 18
Total Risk Management Liabllitice 1391 690.4 3754 1,204.9
Long-term debt hedged by fair
value hedge - 51.9 - 519
December 31, 2009
{Aiions) Level 1 Leve!l 2 Level 3 Total
Assets
Risk management assets $284.9 $43068 31,6830 $2.917.5
Other 04 - - 0.1
Liabilities
Risk menagement liabilities 336.4 5B2.2 14715 2,380.2
Laong-tamn debt hedged by fair value hedge - 52.8 - 52.6

Integrys Energy Group determined the fair values above using a market based approach that incorporates
observable market inputs where available, end intemally developed inputs where ohservable markat data
is not readily available. Fer the unobservabis inputs, consiterafion is given to the assumptfions that
market participants would use in valuing the asset or ilability. Thees factors include not only the credit
stakndlng of the counterparties involved, but also the impact of integrys Energy Group's nonperformance
risk on Jts liabilities. :

The risk management assets and liabilities listed In the tablea include options, swaps, futures, physical
commedity contracts, and other instruments used to manage market risks related to changes in
commodity prices and interest rates. For more information on integrys Enargy Group's darivative
instrumants, see Note 3, "Risk Managemer#t Activities."

When possible, Integrys Energy Group bases the valuations of its risk management agsets and liabilities
on qucted prices for identical assets in active markets. These valuations are classified in Level 1. The
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valuations of certain contracts inciude inputs related to markel price risk (commodity or interest rate}, price
volatility {for opticn contracts), price correlation {for cross commeodity contracts), credit rigk, and time
valua. These inputs are available through multiple sources, including brokers and over-the-counter and
online exchanges. Transactions vaiued using these inputs are classified in Level 2,

Certzin derivatives are categorized in Leve! 3 due {o the significance of unobservable ot
internally-developed inputs. The primary reasons for a Level 3 classfficalion are as follows:

+  While prica curves may have been based on observable information, significant assumptions may
have been made regarding seasonal or monthly shaping and locational basis differentials.

»  Certain transaciions were valued using price curves that extended beyond the quoted period.
Assumpfions were made 1o extrapciate prices from the last quotad perled through the end of the
transaction term, primarily through use of historically settiad data or using correlations fo other
locations.

Integrys Energy Group recognizes transfers betwean the levels of the fair value hierarchy at the end of the
reporting reriod.

The following table shows the transfers between the levels of the fair value hierarchy during the three
months ended March 31, 2010. All the transfers that occurred during the period related to power
conirasts in the nonregulated segment

{Milllons) Level 1 Leval 2 Leveal 3
Transfers into Level 4 from NA $9.9)  $(14.3)
Transfers into Level 2 from $- N/A $23.2
Transfers into Level 3 from $- $(4.4) NIA

Derivatives are transfered in or out of Level 3 primarily due to changes in the source of data used to
construct price curves as a result of changes in market Bquidity.

The following tables set forth a reconciliation of changes in the fair value of tems categotized as Level 3
Mmeasurements:

Thiree Morseths Endsd March 31, 2010 Nonreguiatsd Ssgments UtiEty Seamenss
Financial
_{Mitlions) Natural gas Poway tranamisgion rights Tatal
Batance at the heginning of the period 3314 3 BG5S 35 $121.4
Net realizeti and unrealizat! gain {loss) inciuded
in eaminge 17.2 (4.8 0.1} 7.7}
Net realized loss recorded as regulalory assets
ot liabilities - - (2.0) {2.0)

Net unroalized loes included In olher

comprehensive loss - (13.2) . (3.2
Nat purchases and setllements {11.8) (97.5) 0.1 {109.2)
Nat transfers o Level 3 - (4.4) {4.4)
Not transfers out of Lavel 3 - {8.9) - 3.8
Balancs at the end of the pariod 36.8 {132 3} 1.5 _(84.0)
Mot warealkizad gain {losa) included in

sornings relatod to instruments still held :
at the st of the paried 17.2 (94.8) - {77.5)
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Three 8onthe Endod Garch 31, 2000
(MilRfons}
Balance at the beginning of $182.0
et realizad and unrealized galn ingluded in aarnings 3.2
Net unreatived [oss recorded ag regutatory sasets or liabilites {0.1)
Net unreaiized loss mcluded in other comprahensive loss {18.0)
Net purchases and ssttiements {18.0)
Met wanafers infout of Lovel 8 (87.5)
Balance at tiw end of pariod $131.8
Net unrealized gain included in eaminge related to

instrumants still hald at the end of period 756

Unrealized pains and losses included in eamings related o Integrys Energy Services' fisk management
assets and liabilities are recorded through nonregulated revenue on the Condensed Consolidated
Statements of Income. Realized gains and losses on these same instruments are recorded in
nonregulated revenue or nonregulated cost of fuel, natural gas, and purchased power, depending on the

nature of the instrument. Unrealized gains and losses on Level 3 derivalives at the utilities are deferred as

regulalory assets or liabilities. Therafore, these fair value measurements have no impact on earnings.
Realized gains and losses on thasa instruments flow through utikty cost of fuel, natural gas, and
purchasad powsr on the Condensad Cansolidated Statements of Income.

Fair Value of Financial instruments

The following table shows the financial instruments included an the Condensed Consolidated Balance
Sheets of Integrys Energy Group that are not recorded &t fair value.

March 31, 2010 December 31, 2009
Carrying Fair Camrying Falr
(Miifians) Amount Value Amount Value
Long-term debt $2459.6 $2,5301  §2.B11.2 $2,543.6
Preferred stock 51.1 465 51.1 44.3

The fair vaiues of long-term debt instruments are estimated based on the quoted market price for the
same of similar issues, or on the current rates offered to Intedrys Energy Group Tor debt of the same
remaining maturity, without considering the effact of third-party credit enhancements. The fair valuag of
preferred stock are eslimated basad on quoted market prices when avaiiabla, or by using a perpstual

dividend discount model.

Due to the short-term nature of cash and cash equivalents, accounts receivable, accounts payabie, notes
payable, and outstanding commercial paper, the carrying amount approximates fair value.

NOTE 21-MISCELLANECUS INCOME

Integrys Energy Group's total miscglianeous income was as follows:

Ihree Months Ended March 31
{Mitiions) 2010 2009
Equity sarnings on investments $197 $18.4
Gain on sale of properiy - i.8
Other 0.7 0.9
Totlal miscellanepus income $20.4 $21.1
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NOTE 22-REGULATORY ENVIRONMENT

2011 Rafe Case

On Aprit 1, 2010, WPS filed an application with the PSCW to increase retall electric and natural gas rafes
$64.2 million (6.9%} and $5.0 million (1.2%), respectively, with rates effective January 1, 2011. The filing
includes a request for &n 11.25% reiurn on common equlty and a common equity ratio of 53.62% in
WPS's regulatery capital structure. The propased retail electric and natural gas rate increases for 2011
are being driven by decreased sales due primarily to the ongoing economic recessien and increassd
energy afficlency efforts by customers, the amortization in 2011 of deferred amounts imder WPS's alecliic
Revenue Stabilization Mechanism, and increased payments to the Wisconsin Focus on Energy program.

2010 Ratss

On December 22, 2009, the PSCW issued a final written order for WPS authorizing an electric rate
increase of $18.2 million, offset by an $18.2 million refund of 2009 and 2008 fuel costs, and a retail natural
gas rate increase of $13.5 million, effective January 1, 2010. Based on an order issued on April 1, 2010,
the remaining $10.0 million of the 2008 and 2008 fual cost over-collections, plus interest of $1.3 million,
will be refunded to customers based on April 2010 sales. As of March 31, 2010, the remzining balance of
the 2008 and 2009 fuel cost over-collections to be refunded to customers in 2010 was $24.4 mitlion, which
has been recorded as a short-term regulatory liability. Fuel cost over/under-recovary impacts related to
the Waston 4 powsr plant axfoliation issue rernain opan for 2008 and 2309 and have been daelayed to a
futura rate preceeding.

2009 Rotes

On December 30, 2008, the PSCW issued a final written order for WPS authorizing no change in retail
electric rates from the fuel surcharge adjusied rates authorized effective July 4, 2008, and a $3.0 miliion
decrease in refail natural gas rates. The PSCW als¢ approved a decoupling mechanism as a four-year
pilot program. The mechanism aliows WPS to defer and recover or refund in future rate proceedings all
or a portion of the differences between the actual and authorized margin per customer impact of variations
in volumes, The annual deferral or refund is Emitad fo $14.0 million for electric service and $8.0 million for
natural gas service. The mechanism does not adjust for changes in volume resulting from changes in
customer count and also does not cover large commercial and Industriaf custorners.

Michigan
LPp fes

On December 16, 2009, the MPSC issued a final written order authorizing UPPCO a retail electric rate
increase of $8.5 million, effective January 1, 2010. The new rates reflect & 10.90% return on common
equity and a common equity ratio of 54.83% in UPPCO's regulatory capital structure. The order includes
approval of a decoupling machanism, as walf as an uncollsctibles axpense tracking machantem, which
allows for the deferral and subeequent recovery or rafund of 80% of the differance between actual write-
offs {net of recoveries) and bad debt expense [ncluded in utility rates, both effective January 1, 2010.

2010 MGU Rates

On December 16, 2009, the MPSG issued & final written order authorizing MGU a retall natural ges rate
incresse of $3.5 mifion, effective January 1, 2010. The fiting includes a 10.75% return on commaon aquity
and a common equity ratio of 50.28% in MGL's regulatory capital structure. The order includes approval
of an uncolfectibles expense tracking mechanism, which allows for the deferral and subsequent recovery
or refund of 80% of the difference belween actual write-offs {net of recoveries) and bad debt expensa
included in utility rates, effective January 1, 2010. The deccupling mechanism proposed in the rale case
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is being contested and was not part of the order. An MPSC decision on decoupling is expected in the
sacond quarter of 2010,

2009 MGU Ratas

On January 13, 2008, the MPSC issuad a final written order for MGU approving a settiement agreement
authorizing an annual retall hatural gas rate increase of $6.0 million, sffective January 14, 2008, The new
rates reflected a 10.45% retumn on common equity and a comman equity ratio of 50.01% in MGU's
regulatory capital structure. ‘

Hiinois

2010 Rates

On January 21, 2010, the ICC issued a final written order authorizing a retail natural gas rate increase of
$69.8 mifiion for PGL and $13.9 million for NSG, effective January 28, 2010. The rates for PGL raflect a
10.23% return on common equity and a commen equity ratio of 56% in its regulatory capital structura.
The rates far NSG reflect a 10.33% return on common equily and a common equity ratio of 56% in ifs
regulaiory capitat structure. The ICC approved a rider mechanism to recover the coats, above an annual
baseline, of an accelerated natural gas main replacement program by PGL through a special charge on
customers’ bills, known as Rider ICR. [n February 2010, prior to the ICC granting rehearing on this issue,
PGL filed Rider ICR with a $51.85 million annual baseline. On rehearing, PGL proposed a baseling of
$45.28 million with an annual escalation facior. No party filed testimony opposing the proposal. Recavery
of costs for the accelerated gas main replacement program will begin in 2041 with the first Rider ICR
charges being sffective April 1, 2011. The rate order also approved the recovery of net dismantling costs
of property, plant, and equipment over the life of the asset rather than when incurred. PGL and NSG, as
well as Chicago, the AG, and the Citizens Utility Board, fited requests for rehearing in February 2010, all
addressing Rider ICR. On March 10, 2010, the ICC voied to grant rehearing on the Rider ICR annual
baseline datermination and denied all other rehearing requests, including requasts sbout other aspects of
Rider ICR with a rehearing order expacted in the summer of 2010, The AG, the Citizens Utility Board,
PGL, and NSG filed appeals with the lllinoie appelliate court of the ICC's order denying rehearing on
cerain cther issuea. '

Recent Minois | egisiation

In July 2009, [llinois Senale Biil (SB) 1818 was signed info law. SB 1918 contains a provision that allows
PGL and NSG to file a rider to recover (or refund) the incremental difference between the rate case
authorized uncollectible expenses and the actuat uncollectible expanse reported to the ICC sach year.

PGL and NSG filed their respective riders with the ICC in September 2008, and began recording the
affects of this provision at that time. The ICC approved the rider in February 2010, SB 1918 also requires
a percentage of income payment plan for low-income uiility customers that PGL and NSG are offering ae
a fransition program in 2010 and 2011, with a permanent program to begin no later than September 1,
2011, as well as an on-bill financing program that PGL and NSG filed in February 2010 with a requested
June 2011 effective date. The on-bill financing program will aliow certain residential customers of PGE.
and NSG to borrow funds from a third parly lender to purchase energy efficiency measures and pay back
the borrowed funds over tima through a charge on their utility bill. Mo later then Cctober 1, 2010, PGL and
MSG must file an EEP to masl spacified anergy afficlancy standards, with tha firat program year heginning
June 2011. The legisiation did not have a significant impact on PGL or NSG during the quarter ended
March 31, 201¢.

2008 Regfes

On February b, 2008, the ICC issuad a final written order autharizing a retail natural gas rate increase of
$71.2 million for PGL and a reteil nafural gas reie decrease of $0.2 million for NSG, effective

February 14, 2008. The rates for PGL reflected a 10.19% return on common eguity and a common equity
ratio of 56% in its regulatory capital structure. The rates for NSG reflected a 8.98% retum on common
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equity and 2 common equlify ratio of 56% in its reguiatory capital structura. The order included approval of
a decoupiing mechanism, effective March 1, 2008, as a four-year pilot program, which allows PGL and
NSG to adjust rates going forward to recover or refund the differance between the actual and authorized
margin impact of variations in volumes. Legislation was Iniroduced, but not enacted, at the Illinols state
tegislature fo roll back decoupling. Integrys Energy Group actlively supports the ICC's dscision ¢ approve
this rate setting mechanism. The order also approved an EEP, which aliows PGL and NSG to recover up
fo $8.4 million and $1.1 million per year, respectively, of enerpy effiviency costs. This EEP is separate
from, and will be repiaced by, the 8B 1918 required EEP.

On March 26, 2008, the ICC denled PGL's and NSG's request for rehearing of their rate orders, and ali but
one such request from interveners, which only affacted PGL. The ICC approved a stipulation resoiving
the rehaaring issue. Following the stipulation approval, PGL and NSG and four other parties filed appeals
with the llinois appellate court. Issues on appea! include the decaupling mechanism.

Minnesofa
2010 Rates

On December 4, 2009, the MPUC approved a final written order authorlzing MERC a retail natural gas
rate increase of $15.4 million, effective January 1, 2010. The new rates reflact a 10.21% returh on
commaon equity and & commaoh equity ratio of 48.77% in its raguiatory capital structure. Since the final
approved rate ingrease was lower than the intarim rate increase that went info effect in October 2008,
refunds were made to customaers in March 2010.

Federal

Through a series of oriers issued by the FERT, Regional Through and Qut Rates far transmission service
betwaen the MISO and the PJM interconnection were aliminated effective December 1, 2004. To
compensate tfransmission owners far the revants they wil no longer recaive due to this rate elimination,
the FERC ordered a fransifional pricing mechanism callad the Seams Elimination Charge Adjustment
{SECA) be put into place. Load-serving enfities paid these SECA charges during a 18«manth transition
period from Becember 1, 2004, through March 31, 2008,

For the 16-month transitional period, Integrys Energy Services raceivad billings of $19.2 million {pre-tax)
for these charges. Integrys Energy Services expensad $14.7 milllon of the $19.2 million, as it is probable
that Integrys Energy Services' total exposure will be reduced by at least $4.5 million due {o inconsistencies
between the FERC's SECA order and the transmission owners' compliance filings, Integrys Energy
Services has reached setilement agreements with three of its vendors for a combined $1.6 million.

In August 2006, the administrative law judge hearing the case issued an initial Decision that was in
agreement with all of Integrys Energy Services' positions. If the Final Order is consistent with the Initial
Decision of the administrative law jutige, Integrys Energy Services' pre-fax exposure of $19.2 million may
be reduced by as much as $13 milion. The Final FERC Order is subject fo rehearing and then court
challenges. Any refunds fo Integrys Energy Services will include interest for the period from payment to
refund, A FERC Order addreesing these issues is expecter! to be received by June 2010,
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NOTE 23-SEGMENTS OF BUSINESS

At March 31, 2010, Integrys Energy Group reported five sepments, which are described below.

The electric utilty segment inciudes the regulsted electric utility operations of WPS and UPPCO.
The natural gas utility segment inciudes the regulated natural gas utilty operations of WPS, MGLU,
MERC, PGL, and NSG.

Integrys Energy Services is a diversified nonregulated natural gas and electric power supply and
services company serving retail customers (residential, commercigl, and industrial).

The elsctric transmission investment segment includes Integrys Ensrgy Group's approximate 34%
ownership interest in ATC. ATC is a federally regulated elecfric transmission company operating in
Wisconsin, Michigan, Minnesota, and llinols.

The holding company and other segment includes the operations of the Integrys Energy Group
holding company end the PEC holding company, along with any nonutility activities at WPS, MGU,
MERC, UPPCO, PGL, NSG, and |IBS, Equity earnings from Integrys Energy Group's investment in
WRPC are also inciuded in the holding company and other sagment.

The tables below present information for the respactive periods pertaining to Integrys Energy Group's

reportable segments;
Nonutiitty and
Nonraguiatar
Ronulated Operations Operafions
Integrys
Hutural Blecinic Total integrys Holding Enargy
Electric Gas Transmission Rogulated  Energy Company Reconciling Group
_{Mlilions} Utlity Utility fvestment  Oporations  Saorvices  ond Other  Eliminations  Consolkdatad

Threa Months Ended
March 31, 2010
External revanues $330.1 $926.6 $ - $1,2566 56438 $ 20 % - $1,803.4
Intersegment ravenues 4.8 0.z - 50 0.8 - {&.8)
Restructuring expense - - - - 25 0.2 - z7
Net losz on Integrys Energy

Sarvices’ disposiiions

reinted 1o strategy change - - - - ELE - - ane
Ceapraciation and

amerization expanen 244 30.7 - 551 4.7 44 - 84.2
Miscelianaous incorme

{expense) n.2 0.5 18.5 202 0.5 10.5 (10.8) 204
Interast axpense {iIncoms) 10.8 131 - 239 34 229 (10.8) 194
Provisicn (hanefit) for

income taxas 18.1 56.6 78 828 (28.9) (3.6 - 801
N&l income (loss) from

condinuing operalions 287 88.9 "8 108.2 (43.8) {9.4) - 6802
Disconlinued operalions - - - - 01 - - 0.1
Prefemmed stock dividende of

subsidiary . {0.5) (0.2} - (D.B) - - - (0.8)
Mef mcome foss) atisbuted o

common sharshoklers 28.1 88.7 11.6 107.4 {48.6) (6.4} 49.6
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Nonutitity amd
Nonrogulaiod
Reguilated Operatlone QOperations
inteitys
Natural Efectric Total ntegrys Holding Enorgy
Elochric Qas Transinisalon Regulated  Energy Company Reconciling Group
_{Milions} Uity Uty  Investment Operatlons _ Services  and Other _ Ellminations  Consolidated

Three Months Ended
March 31, 2008
External revenues 33178 §$1,0068 $§ - 314145 317835 § 28 3 - $3,200.8
Interassgment revenues e 0.2 - 12.0 08 - (12.8) -
BGoadwilt impairmeni koss . 2814 - 2011 - - - 2011
Depreciation and

amertization expense 224 25.8 - 48,2 5.1 3.6 - 56.9
Miacekaneous income

{exponss) 05 12 18.0 20.1 0.9 1.7 (13.9) 21,4
Interest expense (income) 10.5 13.6 - 241 3.1 29.1 {13.6) 427
Provision (banefil) for

incoms taxes 143 4.0 7.2 255 {14.5) 1.8 - 128
Nai incoms {ioss) 277 (1728 10.8 {134.4) {29.2) (15.9) - {178.5}
Praferrad stock dividends of

subsidinry (0.6} (0.2) - {0.5) - - - 0.8}
Net income (loxs) attributed fo

common sharghoklers 27,1 {173.1) 10.8 {135.2) {29.1} (15.9) - {180.2)
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Management's Discussion and Analysis of Financial Corxlition and Results of
Operations

item 2,

The following discussion should be read in conjunciion with the accompanying condensed consalidated
financial statements and related notes and Integrys Energy Group’s Annual Report on Ferm 1C-K for the
year anded December 31, 2008.

SUMMARY
Integrys Energy Group is a diversified enargy holding company with regulaied electric and natural gas
utility operations (earving customers in lllinols, Michigen, Minnesolzs, and Wisconsin), nonreguiated
energy operations, and an approxisnate 34% equity ownership interest in ATC (a federally regulated
electric transmission company operating in Wisconsin, Michigan, Minnssota, and lfiinols).
RESULTS OF OPERATICONS

First Quarter 2010 Compared with First Quarter 2009

Change in
Three Months Ended Merch 31 2040 Over
{Millions, except per share amounts) 2010 2009 2008
Natural gas utility operations $80.7 $(173.1) NiA
Electric utility operations 26.1 27.1 (3.7%
Integrys Energy Services’ opsrafions [49.5) 28.1) 88.7 %
Electric transmission investment 118 10.8 T4 %
Hokding company and other operations {9.4) {15.9) {40.99%
Net income {logs) atiributed to common shareholders $49.5 $(180.2) NIA_
Basic aamings (loss) per share £0.64 $(2.35) NIA
Diluted eamings {Joss) per share : " $0.64 $(2.35) NIA
Average shares of common stock
Basic T6.8 768.7 0.3%
Dikitad 77.2 76.7 0.7 %

umim Financlal ults

integrys Energy Group recognized net income attributed to cormman shareholders of $49.5 million
($0.64 diluted eamings per share) for the quarter ended March 31, 2010, compared with a net loss
attributed to common shareholders of $180.2 million ($2.35 net loss par share) for the quarter ended
March 31, 2008. Significant factors impacting the $229.7 million increase In earnings were as follows
{and are discussed in more detail theneafter):

+ Eamings at the regulated natural gas ulitity segment increased $242.8 million, driven by the positive
quarter-over-quarter Impact of a $248.8 million aiter-tax non-cash goodwill impairment foss recorded
in the first quarter of 2009, Earhings also benefited $15.0 miliion from rate Increasas implementad at
certain natural gas utilities in the first quarter of 2010 and $4.0 million from an after-tax decrease In
bad debt expense. These positive impacts were partially offset by a $8.8 miliion aftertax decrease
in margin related to lower guarter-over-quarter volumes, net of decoupling, a non-recurring
$8.5 million increase In provision for income taxes related to new heallh care legislation, which
eliminated the deductibility of payments for retiree prascription drugs subject to a federal subsidy,
and higher operating expensas. Higher operating expenses included a $4.4 million after-iax increase
in employee benefit costs, a §2.9 million after-tax increase In depraciation and amoriization expense
related to recovery under a new rate order, and 2 $1.8 million after-tax increase relatad to energy
efficiency initiatives.
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Earnings at the regulated electric utility segment decreased $1.0 million, driven by a $5.0 million
after-tax increase in operating expenses, primarily related to increases in employee benefit costs,
electric transmission expense, and customer agsistance expense. Federal haalth care Isgisiation
enacted in March 2010 akso had a non-recurring $4.5 million negative impact on slectric earnings as
& result of an increase in provision for income taxes, since payments for rafiree prescription drugs
subject io a federal subsidy will no longer be deductible under the new legislation. The decrease in
regulated electric utility segment eamnings was partially offset by a $7.3 million after-tsx increase in
margin, primarily related to iower fuel and purchased power costs incurred in the first quarter of
2010, compared with fuel and purchased power cost recovery rates set in 2009 (which WPS was
allowed to retain as part of its limited rate case re-opanar for 2010}, as well as retall rate increasas at
WPS and UPPCOQ.

The nat loga at Integrye Energy Services increased $18.4 million, driven by after-tax logses on
disposlitions of $23.9 million, primarily related to the divestifure of the United States wholasale
electric marketing and trading business. These losses primarlly resulted from the same mark-to-
market timing differences that have historically caused sarnings volatility within integrys Energy
Services. Also contributing {o the increase in Integrys Energy Services' net loss was a $5.9 million
after-tax decrease in Integrys Energy Services' margin quarter-over-quarler, primarily related to
lower realized natural gas and electric margins driven by Integrys Energy Services’ strategy change,
as well as the nagative quarter-over-gquarter impact of withdrawals of natural gas from storage for
which inventory vaiuation adjustments were previcusly recorded, partiatly offset by the posiiive
quarter-over-quarter impact of lowar non-cash accounting losses due {0 derlvative fair value
adjustments. The increase in Integrys Energy Services’ net luss was partially offset by an after-tax
decrease in operating and maintenance expenses of $11.3 million.

Earnings at the electric transmission investment segment increased $0.8 million, due to an increase
in incame from Intagrys Energy Group's ownership interest in ATC.

The net loss at the holding company and other segment decreased $6.5 million, largely due to &
quarter-over-guarter decrease in the effective tax rate for this segment. The effective tax rate of this
segment includes the effect of cartain state income taxes at the consolidated level that ara not
allocated o other segments. One speclific item affecting Income tax expense for this segment during
the first quarter of 2009 was the negative impact of a February 2009 tax law change in Wisconsin.
Al=o cantributing to the decrease in nel loss at this segmeant was lower ghorl-term external interest

expense.

Utility Operations

For the quarters ended March 31, 201¢, and 2009, utility operations included the ragulated naturel gas
utility segment, consisting of the regulated natural gas operations of PGL, WPS, MERC, MG, and NSG,
and the regulaled electric segment, consisting of the regulated electric operations of WPS and UPPCO.
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Regulated Natural Gas Utility Segment Operations

Change in
Th h 31 2010 Over
Milfions, except heating dogres days) 2010 2008 2000
Ravenues $826.7 $1,008.8 (16.6)%
Purchased nalusal gas costs 607.4 776.3 (21.8)%
Margins 3103 3205 {0.4)%
Operating and maintenance expense 1408 151.1 {7.00%
Goodwill impairment loss * - 2011 {100.0)%
Dapreciation and amortization expense 307 25.8 1.0 %
Taxas other than income taxes 9.0 8.0 -
Operating incoma (loss) 1394 {156.5) N/A
Miscelaneous income 0.6 1.2 {58.3)%
Interest oxpanse {131 (13.B) (3.7¥%
Other expense {12.6 (12.4) 1.6 %
Income {loss) before taxes $126.5 $(168.9) NIA
Throughput in therms
Rasidential T36.5 7959 {7.6)%
Commercial and induststet 2245 2533 {(11.4)%
{intertuptible 16.1 18.0 (10.8)%
Interdepartmental 3.3 21 &7.1%
Trangport 801.4 5134 2.0%
Total sales In therms 1,681.8 1,682.7 (6.00%
Weathet
—Average heating degres days 3,282 3,587 {8.5)%

*  See Nole 8, "Goodwilf and Other Intangible Assels, for more |nformation.

First Quarter 2010 Compared with Flrst Quarter 2009

Reguiated natural gas ulllity segment revenue decreased $170.1 million quarter-over-quarter, driven by:

« An approximate $115 million decrease in revenue as a resuit of an approximate 14% decrease in the
average per-unit cost of natural gas soid by the regulated natural gas uliittes during the quarter ended
March 31, 2010, compared with the same quarter in 2009. For all of integrys Energy Group's reguiated
natural gas utilities, prudently incurred naiural gas commodity costs are passed directly through fo

customers in current refes.

» An approximate $65 miliion decrease in revenua as a result of lower natural gas throughput volumes,

driven by

- An approximate $54 million decrease as a result of warmer quarter-over-quarter weather during the
first quarter heating saason, evidencad by tha 8.5% decrease In average hasating degree days.

- An approximate $17 million decrease related to lower volumes, including residendial customer
voiumes, resulting from customer conservation and efficiency efforts. Lower volumas were also
exporienced by commercial and industdal customers, resulting from reduced demand related to
changes in customers' plant operations and a decline in customer base at PGL, NSG, and MGU,

both of which Integrys Enargy Group atiributed to the general economic slowdown,
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- A partially offsetling approximate $6 million net positive quarter-over-quarter impact of decoupling
mechanisms for residential, small commercial and industrial, and transportation customers at PGL,
NSG, and WPS. Under decoupiing, these utilities are allowed fo defer the difference between the
actual and rate case authorized delivery charge components of margin from certain customers and
adjust future rates in accordance with rules applicable to each jurisdiction,

« Anapproximate $15 million decrease in revenue from lower recovery of anvironmeantal cleanup
expenditures related to formar manufactured gas plant sites.

o The decrease in revenus was partially offset by the approximate $25 million positive impact of natural
gas diisiribution rate orders at the regulated natural gas utilifies. See Note 22, "Reguiatory
Environment.” for more information on thess rate orders.

- PGL and NSG received final rate orders from the ICC for reteil natural gas distribution rate increases
that wera effactive January 28, 2010, which had an approximate $18 million positive impact on
ravenue.

-  WPS received a final rate arder from the PSCW for a retail natural gas distribution rate increase that
was effective January 1, 2010, which had an approximate $6 million positive impact on revenue,

- MGU received a final rate order from the MPSC for a retall hatural gas distribution rate increase that
was effactive Januery 1, 2010, which had an approximate $1 million posittive impact on revenue.

Mangins
Regulated natural ges ufility segment margin decreased $1.2 million quarter-over-quarter, driven by:

s An approximate $15 million decreasa in margin due to lower recovery of anviranmental cleanup
expandituras related to former manufactured gas plant sites. This decraase in margin was offsat by a
decrease in operating expense from the amortization of the related regulatory asset and, therefore, had
ne impact on eamings.

= An approximate $11 million decrease in margin resulting from the 6.0% decrsass in natural gas
throughput volumes attribuied to warmer quarter-over-quartsr waather, customer conservation and
efficiency efforts, and the nagative Impact from the general economic slowdown. This decrease in
margin includes an approximate §6 milllon net pasifive impact from decoupling mechanisms in place at
PGL, N3G, and WPS. The decoupling mechanism for WPS's natural gas ulility includes an annual
$8.0 million cap for the deferral of any excess or shorifall from the rate case authorized margin. This
cap was reached prior to the and of the first quarter of 2010, negatively impacting WPS's natural gas
margin quarter-ovar-guartar by $1.1 million. Additionally, no decoupling deferral can be recorded at
WPS if there are any additional shortfalls from authorized mangin for the remainder of 2010.

« The decrease in margin wag partially affset by the approximate $25 million positive impact of rate
orders at the regulated natural gas utilities.

%) ing In 0,

Operating income at the regulated natural gas utility segment increased $295.6 miliion, from: an operating
loss of $156.5 million: in the first quarter of 2008, to operating income of $139.1 mitfion in the first quarter
of 2010. This increase was primarily driven by the positive impact of a $291.1 miliion non-cash goodwill
impairment loss that was recarded in the first quarter of 2009, and a quarter-over-guarter $5.7 million
decroase in other operating expenses, partially offsal by the $1.2 million decrease in natural gas margin.
See Note 8, "Goodwill and Other intangible Assefs," for mformation related to the goodwill impairment
loss recorded in 2008.
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The $5.7 million quarter-over-quarier decrease in other operating expensas primarily related to!

» An approximate $15 miflion decrease in amortization of the regulatory asset related to environmental
cleanup expenditures of manufaciured gas plant sites. These costs were recovered from customers in
rates.

« A $8.7 miliion decrease in bad debt expensa, primarily related to the impact iower volumes and lower
energy prices had on overall accounts recelvable balences,

s These decreasos were partially offset by:

- A$7.3 million increase in employee benefit costs, pattially related io an increase in pension and
post-retirement medical expenses, resulting from the amortization of negative investment retums
from 2008 and 2 decrease in the discount rate utilized in the most recent valuation.

- A $4.9 million incresse in depreciation and amortization expense, primarily related to the ICC's rate
order for PGL. and NSG, effactive January 28, 2010, which allows recovery of nst dismantiing costs
by including it as a compaonant of depreciation rates applied fo natural gas distribution asssts.

- A $3.2 million increase in operating expenses related to energy conservaiion programs and
enhanced efficiency Initiatives.

Regulated Electric Utllity Segment Operations

Changs in
Three 2010 Over
{leiiions, except hoating degree vays) 2010 2009 2008
Revenues $334.9 $320.7 168%
Fus! and purchased power cosis 140.4 147.4 4.N%
Margins . 194.5 182.3 B7%
Operating and maintenance expense 102.5 86,3 64 %
Depreciation and amoriizalion expense 24.4 224 8.8 %
Taxes other than income taxes 12.2 12.0 1.7%
Operating income 55.4 §1.6 74 %
Miacelianecus income 0.2 0.9 {77.8%
interest expense (10.8) {10.5) 28%
Other expense {10.6) (5.6) 104 %
Income: before taxes $44.8 $42.0 B7%
Sales in kilowatt-hours
Residantiat 792.8 843.1 (B.0)%
Commercial and indusirial 20270 1,008.9 14%
Wholesala 1,211.7 1,1364 67 %
Ofher - 112 11.56 (2.6)%
Total sales in kiowatt-hours 4,042.7 3,088.0 13%
Waather
WPS:
Heating degree days 3,444 3,971 (13.3%%
UPPCO:
Heating degree days 3,892 4,249 (15.5)%
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First Querter 2010 Compared with First Quarter 2009

Revenuos
Regulated electric utility segment revenues increased $6.2 million quarter-over-quarier, driven by.

*

An approximate $8 million Incraase in opporfunity sales at WPS, made possible by a combination of
an increasea in available capacity {which resulied from lower residential, small commarcial and
industrial, and confractad wholesale sales), and low-cost generation st Weston 4.

An approximate $56 million increase due to a 6.1% increase in sales volumes to large commerclal and
industrial customers related to changes [n plant operations, which Integrys Enargy Group attributes
mainly to impraving general economic conditions.

An approxvimate $3 millian increase in revenues related fo retall electric rate increases at both WPS
and UPPCO, effective January 1, 2010.

These increases in reguiated electric utility ssgment revenues were partially offset by:

- An approximatas $8 million decrease in revenues from wholesale customers due to a decrease in
contracted sales volumes and fuel coste. The decrease in fuel costs caused a dacregse in per-
unit revenues because commodify costs are passed directly through to these customers in rates.

- An approximate $3 million decrease in revenues, net of decoupling, due to a 4.5% decresse in
sales valumes to residential and smail commercial and industrial customers primartly retated to
warmer quarter-over-quarter waather during the heating season as evidenced by the decrease In
heating degree days at both WPS and UPPCO. In the first quarter of 2010, WPS recorded an
$11.3 million benefit from elechric decoupling (which is subject to an annual $14.0 million cap),
compared with $5.6 million in the first quarier of 2009, UPPCCQC did not have a decoupling
mechanism in 2009, but recorded a $1.1 miliion benefit from decoupling in the first quarter of
2010, :

Margins
Regulated electric uiility segment margins increased $12.2 million quarter-over-quarter, driven by:

An approximate $8 million increase related fo lowar fuel and purchased power costs incurred in the
firt quarter of 2010 compared with fuel and purchased power cost recovery rates set in 2009, which
WPS was allowead to retain as part of its limited rate case re-opener for 2010,

An approximate $3 million increase related to retail electric rate increases at both WPS and UPPCO,
effective Januery 1, 2010.

Qperating Income

Operating income at the regulated electric utility segment increased $3.8 million quarter-over-quarter,
driven by the $12.2 million increase in electric margin, parfially offset by an $8.4 million increase in
operating expenses.

The increass in oparating expenses was the rasult of.

*

A $4.0 million increase in employee hensfit costs, primarily related to an increase in pension and
other postretirement benefit expenses, driven by the amortization of negative investment returns from
2008, and a decraase in the discount rate utilized in the most recent valuation,

A $3.6 miliion increase in electric transmission expense.
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+« A $3.0 milion increase in customer assistance expense relaied fo paymeants made to the Focus on
Energy program, which aims to help residents and businesses install cost-effective, energy efficient,
and renewable enefgy products.

o A $1.9 million increase in depreciation and amortization expense at WPS, primarily relaied to the
Crane Creek Wind Fam being placed in service for agcounting purposes in December 2009,

+  Thess increases were partially offset by a $3.0 million decreass in elactric maintenance expense at
WPS, primarily related to a greater numbet of ptanned outages at the generation plants during the
first quarter of 2009, compared with the first quarter of 2040.

Other Expense

Other expense at the reguiated electric utilities increased $1.0 millian, driven by a $1.0 million decrease in
AFUDC refaied fo the Crane Cresk Wind Farm.

In! Ene rvices' Opsratio

integrys Energy Services is a diversified nonregulated energy supply and services company serving
residential, commercial, and industrial customers.
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Integrys Energy Services Sagment Resuits of Operations

Change in
Three Months Ended March 31 2010 Over

{Millions, except natural gas sales voluines) 2010 2009 2009
Revenues $644.6 $1,784.1 (63.8)%
Cost of fusl, natural gas, and purchased power 8382 1,787.8 {63.9)%
Margins 6.4 18.3 60.7)%
Margin Delafl

Electric and cther margins et @3 27.77%

Natural gas marging 234 %@ 394 @ (41.49)%
Cperating and maintenance axpense 3o.8 194 (37.8)%
Reshucturing expanse 25 - N/A
Nat loss on Integrys Energy Services’ dispositions

related to strategy change 39.8 - N/A
Depreciation and amortization 4.7 51 8%
Taxss ofher than income taxes 3.2 3.1 3.2 %
Operzting loss {74.6) (41.5) 70.8%
Miscellanecus income 0.5 0.9 (44.4)%
Interest axpense (34) 3.1 8.7 %
Ohwer expense (2.9} 2.2 31.8%
Nat loss before {axes $(77.5) $ 43.7) 17.3%
Physical volumes (includes only transactions

sottlad physically for the periode shown)
Wholesale elechric sales volumes in kwh 4774 10350 {53.9)%
Retail electric sales volumes in kwh 3,153.3 38673 (21.1%
Wholesale naiural gas sales volumes in bef 219 160.9 {B6.4)%
Retaill natural gas seles volumes in bof 50.4 g97.3 8.2%
kwh ~ kilowatt-howrs ’
bef — Billinn cubic fast

) For the three months ended March 31, 2010, and 20089, these amounts includad negative margin of
$43.1 million and $59.1 million, respectively, related to fair value adjustments.

& For the three months ended March 31, 2010, and 2008, these amounts included negative margin of $2.1 million
and $45.8 million, respecively, ralaled to fair value adjustments, and positive margin of $4.6 million and
$19.0 million, respaciively, related to lower-pi-cost-or-markef inventory adjustments.

First Quarter 2010 Compared with First Quarter 2008
Reventies

Revenuas dacreased $1,130.6 million quarter-over-quarter, as a resuit of Integrys Energy Group's
decision to reposition Integrys Energy Servicss to focus on selected refail markets and investments in
energy assets with renewable atiributes. See Note §, "Dispositions,” for a discussion of the dispositions
compleied in connection with integrys Energy Services' sirategy change.

Margins

Changes in commodity prices subject a portion of the nonregulated operations to eamings volatility.
Integrys Energy Services uses financial instruments fo aconomically hedge rigks associaled with physical
fransactions. The financial instruments essanfially lock in margin on these fransactions by mitigating the
impact of fiuctuations in market conditions, changing commodity prices, volumetric exposure, and cther
associated rigks. Because many of the derivative instruments ufilized in these fransactions may not
guafify, or are not designated, as hedges under GAAP, reportad earnings for the intsgrys Enargy
Sarvices sagment inciude changes in the fair values of many of the darivafive instruments. These values
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may change significantly from parlod to period and are reflected as unreallized galns or losses within
margin. Fluctuations in the fair value of the nonderivative instruments (such as certaln customer
confracts, as well as natursl gas storage and transportation contracts) do not impact margin unth
settlement, as these fransactions do not maet the GAAP definition of derivaiive instruments.

Integrys Enengy Services' margins decreased §$9.9 million quarter-over-quarter. The sighificant items
contributing to the change in mergins wers as follows:

Elactric and Other Margins

integrys Energy Servicas' slectric and other margins Increased $8.4 million guarter-over-quarter. The
following lkams were the most significant contributors to the change in Integrys Energy Services' electric
and olher margins.

lized wholesa & margin

Reatized wholesale eleciric margin decreased $3.2 million, from $4.1 million during the first quarter of
2009, to $0.9 millian during the same quarier in 2010,

Wholasale transactions and structured arigination activily were significantly scaled back in conjunction
with Intsgrys Enargy Services' sale of substantiafly all of its Unitad States wholesale electric marketing
and trading business. See Note 5, "Dispositions,* for more information on Integrys Energy Services' sale
of its United States wholesale eleciric marketing and trading business.

Resliz in from en S

Realized margin from energy assets decreased $0.2 milion. The margin fiom generating assets, other
than assets with renewable aftributes, decreased by $2.8 milfon, from $7.3 million during the first quarter
of 2009, 1 $4.5 million during the same quartier in 2010. Confributing to the decrease wes the January
2010 sale of the generation businesses in New Brunswick, Canada and Northern Maine. Sae Note §,
"Dispasitions,” for more infarmetion on the sale. Partially offsetting the decrease was an increase in
margin from anergy assets with renewable attributes of $2.6 million, from $1.0 miilion during the first
quarter of 2009, to $3.6 million during the same quarter in 2010, driven by Integrys Energy Services’
continuing investments in energy assets with renswable atiributes, such as solar energy projects and
lendfill gas projects.

Realized refail electric margin

The realized retall electric margin decreased $6.2 million, fram $23.6 million during the first quarter of
2008, to $17.4 million during the same quartar in 2010. The decraase was driven by:

» A §3.7 million decrease in the lilinois market, causad by a 27% decrease in sales volumes, resulting
from integrys Energy Services' reduced marketing efforts before the decision was made to continue
husiness activily in this market.

s A $2.2 million decrease in the Texas market. The decrease was due fo Integrys Energy Services’
scaled back new business activity in this market in the second half of 2008, as this markst is not part
of intagrys Energy Services' long-term strategy.

integrys Energy Services' margin from ratall and wholesale electric fair value adjustments mereassd
$16.0 miMon, as it recognized $59.1 miliion of non-cash unrealized losses retated 1o derivative
instruments during the first quarter of 2008, compared with $43.1 million of non-cash unreglized losses
during the same quarter in 2010.
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The non-cash unrealized gains and lossas resutied from tha epplication of GAAP derivative accounting
rules to Integrys Energy Servicas' parifolic of electric customer supply contracts, requiring that these
derivative instruments be adjusted ta fair market valua.

Natural Gas Margins

Integrys Energy Services' natural gas margins decreased $16.3 million guarter-over-quarter. The
following items were the most significant contributors fo the change in Integrys Energy Services' natural
gas margins.

Lower-of -0 inven ad

The combined effect of lower-of-cost-or-maricet inventory write-downs and withdrawals from storags of
natural gas for which write-downs had previously been recorded was a $14.4 million quarter-over-quarter
net decrease in the natural gas margin. The average market price of natural gas decreased
approximately 22% during the first quarter of 2010 and decreased approximately 24% during the same
guarter in 2008, driving lower-ol-gost-or-market inventory write-downs during both peripds in order 1o
reflect natural gas in storage =t the end of he period at its net realizable value, as required by GAAP.
Integrys Energy Group's strategy change for integrys Enargy Services led to lower inventory volumes in
the first quarter of 2010 comparad with the same period in 2008; as a result, these write-downs had a
positive $34.3 million guarter-over-quarter impact on natural gas marging. In addition, a lower volume of
natural gas inventory withdrawn from storage for which write-downs had previously been recorded
resulied in a $48.7 million quarter-over-quarter decrease in the natural gas margin.

lized refail natural gas marging

Realized refail nalural gas margins decreased $10.3 million, from $39.5 million during the first quaniar of
2009, to $29.2 million during the sams quarter in 2010. The dacreass (n realized retait natural gas
margins was driven by an $8.1 million decreass in the illinois market caused by the quarter-over-quarter
negative impact of the withdrawal of a significant amount of natwral gas from storage in the first quarter of
2009, resulting in realized gains during that period. Also contributing to the decrease in retail naturat gas
margins was the sale of Integrys Energy Services’ Canadian natural gas portfolio in Saptember 2009,
which led to ne Canadian margins being realized in 2010.

Realized wholesale nedural gas marging

Realized wholesale natural gas manging decreased $28.3 million, from $26.7 million during the first
quarter of 2009, to a negative $1.8 million during the same quarter in 2010. Wholssale transactions were
significantly scaled back in conjunction with Integrys Energy Services' sale of substantially all of its
wholesale natural gz business. See Note 5, "Disposifions,” for more information on Integrys Energy
Services' sale of its wholesale natural gas business.

ir value adjustments

Fait value adjustments required under derivative accounting rules primarily related to changes in the fair
markel value of contracts utilized to mitigate market price rigk associated with certain natural gas storage
contracts, as well as basis swaps utilizad lo mitigate markst price risk associated with natural gas
fransporiation contracts and certain natural gas sales contracts.

The fair value adjusiments (excluding lower-of-cost-or-market inventory adjusiments) drove a

$36.7 million incraase in natural gas margins, a3 unreallzed losaag an these instruments ware $€.1 million
during the first quarter of 2010, compared with unrealized logsas of $48.8 million during the same quarter
in 2008.
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g Loss

Integrys Energy Seivices' operating loss increased $33.1 million quarter-over-quarter. This increase
resulted from the $9.8 million decrease in margin dissussed above, and iosses of $39.8 million related to
digposifions completed in connaction with Integrys Energy Services’ strategy change, partially offset by
an $18.8 million decrease In operating and maintanance expanse.

The decrease in operating and mainienance expense was driven by an $7.9 million decrease in
employee payroll and benefit related expenses, a $4.6 million decrease in bad debt expense due to the
recovary of a receivable fully reserved during the first quarter of 2008, as well as a general decrease In
reserves as a result of reduced business activity, a $2.8 million decrease in broker commissions resulting
from reduced business aclivity, and a $2.0 miilion decrease in contractor related expenses.

Sea Note 5, "Dispasitions," for a discuseion of the dispositions completed in connaction with Integrys
Enargy Services' strategy change.

Elactric Transm Inv t Segment fions

First Quarter 2010 Compared with First Quarter 2009

Miscellaneous ncomp

Miscellaneous income at ihe electric transmission investrent segment increased $1.5 million during the
first quarter of 2010 campared with the same guarter in 2008, due to an increase in incoma from integrys

Energy Group's approximate 34% ownarship interest In ATC. The increase in income was driven by
ATC's continuing capital expendifure program, resulting in an increase in its rate base.

i and Other nt Ope

Change in
Three Months Ended March 31 2010 Over
_(Mitiions) 2010 2009 2009
Opamﬂné income (joes) § {0.8) $ 13 NIA
Qiher expense {12.4) (18.4) (19.8)%
Loss before taxas ${13.04 $(14.1) {7.8%

First Quarter 201¢ Compared with First Quarter 2008

Qther Expense

Other expense at the holding company and other segment decreased $3.0 million during the first quarter
of 2010 compared with the same quarter in 2009, driven by 2 $2.4 million decrease in extarnal shori-term
interest expense at the hoiding company mainly due fo iower inferest expense on commercial paper.
Also contributing fo the decrease in other expense at the holding company and other segment was a
$1.9 milllon decrease In external shori-tarm Interest expense at PEC, due to the poskive quarter-over-
quarter impact of borrowings under a revolving credit agreement repaid in May 2009,

Pravislon for Income Taxas

Three Mo Endad March 31
2010 2009

Effective Tax Rate 50.0% (7.7)%
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First Quartor 2010 Compared with Flrst Quarter 2008

The change in the effective tax rate for the quarter ended March 31, 2010, compared 1o the same quarter
in 2009, was primarily related to the tax {reaiment of Inlegrys Energy Group's $291.1 million non-cash
pre-tax goodwill impairment loss recorded in 2009, Although Integrys Energy Group had a $168.7 million
lose bafore income taxes for the quarter ended March 31, 2008, it slill recorded a $12.8 million provision
for income taxes because $186.2 million of the total pre-tax goodwill impaiment loss was not deductible
for income tax purposes.

Alsg confributing to the increase in the quarter-over-quarter effective tax rate was the efimination of the
deductibility of prescription drug payments to retirees, to the extent those payments will be offset by the
receipt of the Medicare Part D subsidy, as mandated in the recently passed federal health care
legislation. See "Other Future Considerations — Federal Heelth Care Refornt” for more information. As a
result of the legisiation, Intaprys Energy Group expensed %11.8 milkion of deferred income tax benefits
during the guarter ended March 31, 2010, which were previcusly racoghized as a reduction in provision
for income faxes. This additional provision for income taxes will not reoccur in future periods. The 2010
effective tax rale has aiso been adjusied to reflect an additional provision for income taxes of $1.9 million
related to current year expecied retiree banefite.

LIQUIDITY AND CAPITAL RESOURCES

Intagrys Energy Group believes that its cash balances, liquid assets, operating cash flows, access to
equity and debt capital markets, and available borrowing capacity provide adequate resources to fund
ohgoing operating requirements and fufure capital expenditures related 1o expansion of existing
businesses and development of new projects. Integrys Energy Group's borrowing costs can be impactad
by short-ferm and long-term debt ratings assigned by independent credit rating agencies. Integrys
Energy Group's operating cash flows and access to capital markets can be impacted by macroecanomic
factors outside of its contral.

Operating Cash Flows

During the quarter ended March 31, 2010, net cash provided by operating acfivities was $419.4 million,
compared with $852.6 mifiion for the same quarter in 2008. The $433.2 million quarter-over-quarter
dacrease in net cash provided by operating activities was largely driven by a $393.0 million decrease in
cash provided by working capital. Because natural gas prices dropped significandly during the first
quarter of 2009, accounts receivable and accrued unbilled revenues also decreased during this period,
ganersting cash. However, the first quarter of 2010 did not see the same change in prices, therefore
accounts receivable and accrued unbilled revenues increasad from year-and as a result of high volumes
experignced during the heating season. Also coniributing to the decraase in cash pravided by working
capital was a $266.8 million quarier-ver-quarter decrease in cash generated by inventories, driven by a
larger decrease in natural gas prices over the firat quarter of 2009, compared with the first quarter of
2010, and the withdrawal of a significant amount of natural gas from storage at Integrys Ensrgy Services
during the firat quarter of 2008 in ordar to improve its liquidity position. Partiaily offsatiing these changes
was a $294.9 million quarter-over-quarter decrease in cash used to pay accounts payable balances.

tnvesting Cash Flows

- Met cash used for investing activities was $15.8 miliion during the quarter endad March 31, 2010,
compared with $93.5 million for the same quariar in 2008, The $77.7 million quarter-over-quarter
decrease in cash used for investing activities was primarily driven by a $62.5 miliion quarter-over-quarter
increase in proceeds received from the sale or disposal of assets {related to the Integrys Energy Services
stratagy change), as well as a $26.1 million querter-over-quarter dacrease in cash used to fund capital
expenditures (discussed halow).
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Capital Expendiftres

Capital ekpenditures by business segment for the gquarter ended March 31 were as follows:

Reportable Segment (miitfons) 2010 2009 Change
Clectric utility £23.7 $43.2 $(10.5)
Natural gas utility 23.0 28.3 {5.3)
Integrys Energy Services 786 1.2 (3.6
Holding company and other B.8 6.8 2.3
Integrys Energy Group consolidaied $63.2 $89.3 $(26.1)

The decreass in capital expanditures at the alectric utility segment for the quarter ended March 31, 2010,
compared with the eame quarter in 2008, was mainly due to decreased expenditures related fo the Crana
Creek Wind Farm project, which was placed in service for accounting purposes in Decambear 2008,

Financing Cash Flows

Net cash used for financing activitles was $189.1 million during the quarter ended March 31, 2010,
compared with $881.5 million for the same quarter in 2009, The $482 4 milion quarter-over-quarter
decrease in cash used for financing activities was driven by a $647.7 million guarter-over-quarier
decrease in the repayment of short-term borrowings, mainly due io the generation of more cash from
operating activities in 2008 compared with 2010, partizlly offset by an $86.8 million quarier-over-guarter
decrease in proceeds from the sale of borrowed gas, as well as $66.8 million of payments made during
the first quarter of 2010 to buyers of the wholesale gas and power businesses for cut-of-the-mnoney
transactions executed at the fime of sale. These contracts were raplacement supply frages for the
refained retall operations and were fransactad at the original transfer price hetween the wholesaie and
retali businasses.

Significant Financing Activities

integrys Energy Group hao cutstanding commercial paper borrowings of $162.7 milion and

$143.6 miliion at March 31, 2010, and 2009, respectivaly. Integrys Energy Group had short-term notes
payable oufstanding of $10.0 million at March 3%, 2010, and 2008. Integrys Energy Group had no
Borrowings under ravolving credit facilifies zt March 31, 2010, and $345.0 million at March 31, 2008. See
Note 9, "Short-Term Debt and Linas of Credit," for more information,

For information on the issuance and redampiion of long-term dabt ai Integrys Energy Group end its
subsidiarias, see Note 10, "Long-Term Debt."

Beginning February 11, 2010, Integrys Energy Group issued new shares of common sfock to meet the
requirernents of its Stock Investment Plan and certain stock-based employee benefit and compensation
plans. From January 1, 2010 to February 11, 2010, and during 20089, integrys Energy Group purchasad
shares of its common stock on the opeh market to meet the requirements of these plans.
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Credit Relings

The current credit ratings for Integrys Enargy Group, WPS, PEC, PGL, and NSG are fisted in the table
below.

Credit Ratings Standard & Poor's Moody's
integrys Energy Group
issuer credit rating BBB+ N/A
Senior unsecured debl BBB Baat
Commercial paper A2 P-2
Credit tacliity N/A Baat
Junior subordinated notas BBB- Baz2
WPS
Issuer cradit rafing A- A2
First morigage bonds NA At
Sanior secured debt A Al
Preferred stock BBB Baa1
Commercial paper A2 P-1
Credit facliity N/A A2
PEC
issuer cradit rating BBB+ N/A
Senier unsecured debt BBB Baa1
PGL
Issuer credit rating BBB+ A3
Senior secured debl A~ A2
Commerclal paper A2 P-2
NSG
issuer credit rating EBB+ A3
Senior secured debt A A2

Credit ratings are not recommendations to buy or sall securities and are subject to change, and each
rating should be evaluated independentty of any other rating.

On January 26, 2010, Standard and Poor's revised the outlook for integrys Energy Group and all of its
subsidiaries to "stable” from "negative.”" The revised outlook reflected Intagrys Enargy Group's dacision
fo refain a selectad portion of its nonregulatad operatians, which resulted in a revision to Integrys Energy
Qroup's business risk profile to "sfrong™ from "excalient” The revised outlook also refiected Integrys
Energy Group’s improved financial measures and decreasing regulatery risk, which resulted in a change
in its financial risk profile o "significant” from "aggressive.”

On June 9, 2009, Moady's assigned an "A3" issuer credit rating 1o PGL and NSG, and lowared the
fallowing ratings of Integrys Energy Group and its subs|dlaries:

s The senicr unsecured debt ratings of integrys Energy Group and PEC ware lowered from "A3" fo
"Baal.”

The credit faciiity rating of Integrys Energy Group was lowered from "A3" to "Baa1.”

The junior subordinated notes rating of Infegrys Energy Group was lowered from "Baat” to "Bag2.”
The issuer credit rating of WPS was lowered from "Af" ta "A2."

The senior secured debt rating and first mortgage bonds rating of WPS wers lowered from "Aa3" to
IIA1 .l

The senior secured debt ratings of PGL and NSG were iowered from "A1" to "A2."

The prefarred stock rating of WPS was fowered frora "A3" 1 "Baat .

The credit facility reting of WPS was lowered from "A1" {o "A2."

The commercial paper rating of PGL was lowered from "P-1" to "P-2,"
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Accoming to Moody’s, the downgrade considers managements dacigion to divest of its nonregulated
energy marketing businass, and refiects the expected Improvemenis In Intagrys Energy Group's business
risk and fiquidlty profiles after the divestiture, as well as the expected challenge of replacing the eamings
generated by this nonregulated segment. Also according to Moody's, the downgrade reflects
management's decision to isave its divicend policy unchanged despite expected near-term reduction in
eamings and internal cash flow generation.

On March 5, 2008, Standard & Poor's lowared the following ratings of Integrys Energy Group and its
subsidiaries;

+ The issuer credit ratings of integrys Energy Group, PGL, NSG, and PEC were lowered from "A" to
"BBB+."

» The issust cradit rating of WPS was lowered from "A" o "A-"

» The senior unsecured debt ratings of Integrys Energy Group and PEC were lowered from "BBB+" to
IIBBB.II
The junior subordinated notes rating of Integrys Energy Group was lowered from "BEB" to "BBE-."
The senior secured debt rating of WPS was lowered from "A+" to "A."
The preferred stock rating of WPS was lowered from "BBB+" to "BBB."

According to Standard & Poor's, Integrys Energy Group's corporate credit downgrade refiects weak
financial measures that do not suppart an "A” category eredit profite. Standard & Poor's als¢ stated that
the downgrade reflects the changes 10 Integrys Energy Group's businese and financial rigk profiles.
Standard & Poor's revised Integrys Energy Group's business risk profile to "excellent” from “strong” and
changed its financial risk profile to "agigressive” from "intermediate.” The change in the business risk
profile reflected the strategy change with respect to Integrys Energy Services and helpad to moderate the
downgrada.

Future Capital Requirements and Resources
Coniractual Obiigafions .

The following table shows the contraciual obligations of Integrys Energy Group, inciuding its subsidiaries,
as of March 31, 2010.

Payments Due By Period
Total
Amounts 2011 fo 2013 to 2015 and
{Miilions) Committed 2010 2012 2014 Theresfter

Long-tzrm debt principal and Interest
ts $3.490.7 $ 1676 $ 9415 $ 5716 $1,810.0

Operating lease obligations 674 0.8 20.0 138 24.0
Commadity purchase obligations @ 3,247.1 720.5 1,004.7 B42.2 780.7
Purchase orders 405.1 308.7 5.1 1.3 -
Pension and other postretiremant

funding obligations ** 882.8 102.1 267.8 138.1 174.6
Total contractual cash obligations $7,892.9 $1,407.7 $2,328.1 $1,366.8 $2,789.3

M Represents bonds lssued, noles issued, and loans made to Iniegrys Energy Group and Hs substdiaries, integrys
Energy Group recerds all principat bhfigations on the balance sheet. For purposes of this table, it Is assumed
that the current intarast rates on varkable rate debt will ramain in effact unii! the deht matures.

@ Energy supply contracts &t integrys Energy Services induded as part of commedity purchase obligations are
generally eniered into to meet obligations to deliver energy to custiomers, The uliliy subsidiaries expect io
recaver tha costs of their confracis in fulure customer rales.
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®  nchides obligations related to normal businese operations and large construction obilgations.

" Opligetions for pension and other postretirement banafit plans, other than the Integrys Enargy Group Refirament
Plan, cannot be esfimated beyond 2012.

The table above does noi reflect any payments related to the manufactured gas plant remediation liability
of $665.5 million at March 31, 2010, as the amount and timing of payments are uncertain. Integrys
Energy Group anticipates incurring costs annually to remediate these sites, but management believes
that any costs incurred for enviranmenta! activities relating to former manufactured gas plant operations
that are not recoverable through contributions from other entifies or from insurance carriers have been
prudently incurred and are, therafore, recoverable through rates for WPS, MGU, PGL, and NSG, See
Note 13, "Commitments and Conlingsncies,” for more information about environmenta! liabllities. In
addition, the table does not reflect any payments for the March 31, 2010, iiability related to uncertain tax
positions, as the amount and timing of payments are uncertain. See Nole 12, "fcome Taxas,” for more
information about this liability.

Capital Reqlirements

Estimated construction expenditures by company for the three-yaar period 2040 through 2012 are listed
below.

(Millions)
WPS '

Environmental projects $ 1641

Blectric and natural gas distribution projects 150.9

Electric and natural gas delivery and customer service projacts 591

Other projects 108.0
UPPCOD

Repairs and safety measuras at hydroalectric facilities 373

Other projects ‘ . 28.0
MGU

Naturai gas pipe disiribution system, underground natural gas storags facilifies,

and other projacts 20.8

MERC

Natural gas pipe distribution system and other projects 48.5
PGL

Natural gas pipe distiibution system, underground natural gas storage facikties, and

other projects * 4811

NSG

Nattirai gas pipe distribution system and other projects 45.9
Imtegrys Energy Services

Solar amd other projecte 128.9
IBS

Corporate services infrastructure projects 53.7
Total capital expanditures $1,335.3

*  Includes appraximately $114 million of expenditures relatad to the accelerated replacemant of cast iroh maing at
PGL in 2011 and 2012, On January 21, 2040, the ICC approved a ridsr machanism to aliow PGL fo recover
these incremental costs, See Nole 22, "Regulalory Environment,” for more information.
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Integrys Enargy Group expests to provide additional capital contributions to ATC (not included in the
above table) of approximately $7 million in 2010, $8 millon in 2011, and $7 million in 2012.

All projected capital and investment expanditures are subject to periodic review and may vary significantly
from the astimates depending an a number of factore, including, but not limitad to, industry restructuring,
ragulatory constraints, acquisttion opportunities, market volatility, and ecanomic trends,

Capital Resources

As of March 31, 2010, Integrys Energy Group and each of its subsidiaries were in compliance with all
respective covenants related 1o outstanding ghort-term and long-term debt and expect to bain
campliance with ali such debit covenants for the foresaeable future.

See Note 9, "Shori-Term Debt and Lines of Gredit,” for more information on Integrys Energy Group's
credit faciliies and other short-term credil agreements, including short-term debt covenants. See

Note 10, "Long-Term Debt" far more information on Integrys Energy Group's lang-term debt and ralated
covenanis.

Integrys Energy Group plans to meet its capital requirements for the period 2010 through 2012 primarily
through intemally generated funds (net of forecasted dividend payments) and debt and eguity financings.
Integrys Energy Group plans to maintain current debt to equity ratios at appropriate levels to support
current credit ratings and corporate growth. Management believes (ntegrys Energy Group has adequate
financial flexibility and regources fo meet its future needs.

In March 2008, Integrys Energy Group filad a shelf registration statament which allows it to publicly issue
debt, equity, cartain types of hybrid securifies, and other financlal instruments. Specific terms and
conditions of securities issued wilt be determined prior to the actual issuance of any spacific security.

Under an existing shelf registration statement, WFPS may issue up to $250.0 million of senior debt
securities with amounts, prices, and terms to be determined at the ime of fulure offetings. In
December 2008, WPS issued $126.0 million of 6.375%, 7-year Senior Notes under this shelf registration
statement.

Other Future Considerations
Customer Usage

Due fo the general economic slowdown and the increasad focus on energy efficiency, sales volumes
excluding the impact of weather have been decreasing at the utllities. In certaln jurisdictions, decoupling
mechanisms have heen Implementad, which allow utilities to adjust rates going forward to recover or
refund ali or a portion of the differences between the actsal and authorized rargin per customer impact of
variations in volumes. The mechanisms do not adjust for changes in volume resulting from changes in
customer count. Decoupling for residential and emali commercial and industrial sales was approved by
the ICC on a four-ysar trial basis for PGL and NSG, sffactive March 1, 2008. interveners, including the
llinois Attormey General, opposa decoupling and have appealed the ICC's approval. PGL and NSG are
actively supporting the [CG's decision to approve decoupling. The PSCW approved the implementation
of decoupling on a four-year frial basis, effective January 1, 2009, for WPS's natural gas and electric
residential and small commercial sales. This dscoupling mechaniem includes an annual $44.0 million cap
for electric service and an annual $8.0 million cap for natural gas service, The cap for natural gas service
was reached in the first quarter of 2010, and WPS hed $2.7 million remaining under the cap for electric
service at the end of the first quarter of 2010. On Decambear 16, 2008, decoupling for UPPCO was
approved for all customer groups by the MPSC effactive January 1, 2010, MGU reguested decoupling in
its rate case filed in July 2009. The partial settiement approved in that rate case did not address the
decoupling reguest.  Therefore, the request will be addressed by the MPSC through the normal rate case
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process, which is axpacted to conclude in the second guarter of 2010. In Minnesota, the legisiature
required the MPUC to evaluate decoupling. The MPUC is currantly engaged in that process and has
sought and received comments on decoupling mechanlsms from utliities and interveners in Minnssota.

Uncoilectible Accounts

The regerves for uncollectible accounts at Integrys Energy Group reflect managemant's best estimate of
probable losses on atcounts receivable balances. The reserves are based on known troubled accounts,
historical experience, and other currently available evidence. Provisions for bad debt expense are
affected by changes in varipus factors, including the impaots of the economy, energy prices, and weather.

The impact of the weak economic environment cotlld cause more aceounts receivable to become
uncolectible. However, the magjority of the bad debt expense at the ufilities is recovered through rates.
Additionally, recoveries (or refunds) under the bad debt riders authorized in lllinois and Michigan will
mitigate the effact of bad debt expense for PGL, N8G, MGU, and UPPCO as described in Note 22,
“"Reguatory Environment."

Goodwill Impalrmant Testing

Integrys Energy Group performs its required annual goodwill impairment tests each April 1. Interim
impaimment tasts are performed between reguired annual testing dates if certain conditions exist Any
annual or interim goodwill impairment test could resulf in the recognition of a gooadwill impairment ioss.
See Note B, "Gooawill and Other infengible Assels,” for more information on goodwill balances for
Integrys Energy Group's reporting ynits at March 31, 2010.

Climate Change

Recently, efforts have been initiated to develop state and regional greenhouse gas programs, to create
faderal legistation to limit carbon dicxide emissions, and to create national or state renewable porifolio
standards. Some examples of these effarts are the Waxman-Markey bill, which passed the United States
House of Represeniatives, and the Kery-Boxer drafi bill, which was introduced in the United States
Senate, in addition, in April 2000, the EPA deciared carbon dioxide and several other greenhouse geses
to be a danger to public health and welfare, which is the first step towards the EPA potentially regutating
greenhouse gases under the Clean Air Act. A risk exists that such legisiation or reguiation will increase
the cost of energy. However, Integrys Energy Group believas the capltal expenditures being made at its
generation units are appropriate under any rsasonable mandatory gresnhouse gas program and that
future expenditures related fo control of greenhouse gas emissions ar renewable portfolio standards by its
requlated electric utilitios will be recoverable in rates. Integrys Energy Group wili continue to monitor and
manage potential risks and opportunities associated with future greenhouse gas legislative or regulstory
actions.

The majority of Integrys Energy Group's generation and distribution facifities are located in the upper
Midwest region of the United States. The same is true for the majority of its customers' facilities. The
physical risks posed by climate change for these areas are not expacted to be significant at this time.
{ngoing evaluations will be conducted as more information on the extant of such physical changas
baecomes available.

Property Tax Assessment on Natural Gas

Integrys Energy Group's natural gas retsilers, including its five natural gas ufilities, purchase storage
services from pipeiing companies on the pipelines’ interstate natural ges storage and transmission
systems. Once a shipper delivers natural gas 10 the pipeline's system, thai specific natural gas cannot be
physically traced back to the shippar, and the physical location of that specific natural gas is not
asceriminable. Some states tax natural gas as personal property and have recently sought to assess
personal property tax obligations against natural gas quaniities held as working natural gas in facillties
lecated in their states. Bacause the pipeline does not have fitls to the working natural gas inventory in
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these facilities, the state impeses the tax on the shippers & of the assesamant date, based on allocated
quaniities. Shippers that are being assessed 5 lax are aclively protesting these property tax
assassments. PGL and MERC are cuirently pursuing protests through Iitigation in Texas and Kansas,
respectively.

Fedaral Health Cara Reform

In March 20190, the Patient Protection and Affordable Care Act and the Health Care and Education
Reconciliation Act of 2010 (HCR) were signad into law. HCR contains various provisiong that will effect
the cost of providing health care coverage to active and refired ampioyaas of Integrys Energy Group and
their dependents. Although these provisions become affective at various times over the next 10 years,
some provisions that affect the cost of providing benefifs to relirees will be reflected starting in 2010.

Most notably, thers is a provision of HCR that, beginning in 2013, eliminates the tax deduction for
amployar-paid postretirement prescription drug charges to the extent those charges will be offset by the
receipt of a federal Medicare Part D subsidy. As a result, Integrys Energy Group was requirad o
eliminate a portion of its deferred tax asset related to postretirement benefits. The total amount of the
deferred tax asset that was reduced for the loss of the deduction was $11.8 million, all of which flowed
through to income as a componant of income tax axpense in the first quartar of 2010. This addifional
provision for income taxes will not reaccur in future periods. Integrys Energy Group intends to seek
recovery in rates of the income impact of this tax law change related to regulated ulility operations in all
applicable jurisdictions, but at this time is not able to predict how much will ultimately be recovered in
rates,

Cther provisions of HCR include the elimination of annual and lifatime maximum benefits, elimination of
pre-existing condition restricions, an axcise tax on high-cost health plans, changes to the Medicare

Part D prescription drug pragram, and nutnerous other changes. Integrys Energy Group is currently
evaluating what other Impacts the health care legisiation may have on its future results of operations,
cash flows or financial positions, and if pian structure changes are necessary for its health care programs.

Wisconsin Fuel Rules ' *

Assembly Bill (AB) 600 was introduced to streamline the current fuel rule administered by the PSCW.
This bill currently awaits action by the Governor of Wisconsin. The current fuel rule results in regulatory
lag and hampers the ability of the PSTW to raspond {o rapid changes in fuel costs. AB 600 provides for
deferral of any change in approved fuel costs in excess of 2% of the fusl costs. Prior to these new rules
becoming effective, the PSCW must initiate a rule-making to revise the current fual rule. As a result, the
gffective date of ihe new rulies is uncertain,

CRITICAL ACCOUNTING POLICIES
integrys Energy Group has reviewed its critical accounting policies for new critical accounding estimates

and other significant changes and has found that the disclesures magle in its Annual Report on Form 10-K
for the year ended December 31, 2009, are still current and that there have been no significant changes.
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ftem 3. Quantitative and Qualitative Disclosures About Market Risk

Integrys Energy Group has potenfial market risk exposure related to commodity price risk {including
regulatory recovery riek), intarest rate risk, and equity return and principal preservation risk. Integrys
Energy Group ie also exposed to other significant risks due to the nature of its subsidiaries’ businesses
and the environment in which it operates. Integrys Energy Group has risk management policies in place
to monitor and assist in controlling these risks and may use derivaiive and ofher instruments to manage
some of these exposuras, as further describad below.

Commodity Price Risk

To maasure commodity price risk exposure, integrys Energy Group employs a number of controls and
processes, including a value-at-risk (VaR) analysis of certain of its exposures. Integrys Energy Services'
VaR s caleulated using non-discountad positions with a della-normal appraximation based on & one-day
hoiding pericd and a 95% confidence level, as well as a ten-day holding period and 82% confidence level.
For further explanation of Integrys Energy Group's VaR calculation, ses the 2008 Annual Report an Form
10K .

The VaR for integrys Energy Services' trading portfolio at a 86% confidence leve| with & one-day holding
period is presented in the following table:

{Mitlions) 2010 2009
As of March 31 $0.3 $1.1
Average for 12 months ended March 31 0.7 1.4
High for 12 months ended March 31 i0 2.3
Low for 12 months ended March 31 0.2 1.1

The VaR for Integrys Energy Services' frading portfoiio at a 99% confidence level with a ten-day holding
period is presented balow:

(Miltions) » 2010 2008
As of March 31 $14 547
Average for 12 months ended March 31 30 B.3
High for 12 months ended March 31 4.3 102
Low for 12 months ended March 31 1.4 4.7

The average, high, and low amounts were cormputed using the VaR amounts at each of the four quarter
ends.

The quarter-over-quarter decrease in VaR was driven by a subetantial reduction In trading activity, as a
result of Integrys Energy Group's decision o reposition Integrys Energy Setvices o focus on selected
retail markets and investments in anergy assets with renewsable attributes.

intarest Rate Risk

integrys Energy Group Is exposed to interest rate risk resulting from its variable rate long-term debt and
shorterm borrowings. Exposure fo interest rate risk is managed by limiting the amount of variabie rate
obligations and continually monitoring the effects of market changes on interest rates. Integrys Energy
Graup entars into long-term fixed rate debt when it is advantageous to do s0. Integrys Energy Group may
also entsr into derivetive financlal instruments, such as swaps, to mitigate interast rate exposure.
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Due to decreases in short-term borrowings in the last year, Integrys Energy Group has decreased its
exposure fo variable interest rates. Based on the variable rate debt of integrys Energy Group outstanding
at March 31, 2010, a hypoihetical incraase in nnarket interest rates ot 100 basis points would have
increased annuai interast expense by $3.0 milllon. Comparaiively, based on the variable rate debt
outstanding at March 31, 2009, an increase in interest rates of 100 basls paints would have Incroased
interest expense by approximately $6.3 milion. This sensitivity analysis was performed assuming a
constant level of variable rate debt during the period and an immediate increase in interest rates, with no
pther changes for the remainder of the period.

Other than the above-mentionad changes, Integrys Energy Group's market risks have not changed
materially from the market risks reportad in its 2008 Annual Report ah Form 10-K,
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ltemd4d. Contrals and Procedures
Evahmﬂén of Disclostire Controls and Procedures

integrys Energy Group's management, with the participation of Integrys Energy Group's Chief Executive
Officer and Chief Financial Officer, has evaluated the effectiveness of the design and operation of
Integrys Energy Group's disclosime controls and progadures {as such ferm is defined in Rules 132-15(e)
and 15d-15(s) under the Securities Exchange Act of 1934, as amended (the Exchange Act)) as of the end
of the peried covared by this repert and has concluded that, as of the end of such period, integrys Energy
Group's disciesure controfs and progadures were effective to ensure that information required o be
disclosed by Integrys Energy Group in the reports that it files or submits under the Exchange Act is
recorded, processed, summarized, and reported within the time periods specified In the SEC's rules and
forms and is acoumulated and commupicated to Integrys Energy Group's management, inchuding its Chief
Executive Officer and Chief Financial Officer, as appropriate to allow timely decisions regarding required
disciosure.

Changes In intarnal Control
There were no changest in integrys Energy Group's intarnal control ever financial reporting {as such term
18 defined in Rules 13a-15{f) and 15d-15{f} under the Exchange Act) during the quarier ended

March 31, 2010, that have materially affecled, or are reasonably likely to materialiy affect, its infernal
control over financial reporting.
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PARTIl. QTHER INFORMATION

item 1. Legal Proceedings

For information on material legal proceedings and matters related to Integrys Energy Group and its
subsidiaries, see Noie 13, "Cormmitmenis and Contingencies.”

item 1A. Risk Factors
There were no material changes in the risk faclors previously disclosed in Part [, Item 1A of Integrys

Energy Group’s 2008 Annual Report on Form 10-K, which was filed with the SEC on February 28, 2010.

item 6. Exhibiis
The documents listed in the Exhibit index are attached as exhibits or incorporated by reference herein.
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SIGNATURE

Pursuant fo the requirements of the Securities Exchange Acl of 1834, the registrant, Infegrys Energy
Group, Inc., has duly caused this repoit to be signed on its behalf by the undersigned thereunto duly
authorized.

integrys Enargy Group, inc.

Date: May 8, 2010 isf Diane L. Ford
Diana L. Ford
Vice President and Corporate Controller

{Duly Autharized Officer and Chief Accounting Officer)
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INTEGRYS ENERGY GROUP
EXHIBIT INDEX TO FORM 10-Q
FOR THE QUARTER ENDED MARCH 31, 2010

Exhiblt Na. Pescription

3.1 Amandments fo tha By-Laws of Intagrys Energy Group, Inc. affective April 1, 2010
(incorporated by referance to Exhibit 3.1 to Integrys Energy Group's Form 8-K filed
Apiil 1, 2010)

3.2 integrys Energy Group, inc. By-Laws as in effect at April 1, 2010 (Incorporated by
refarence to Exhibit 3.2 o Integrys Energy Group's Form 8-K filed April 1, 2010}

41 Forty-First Supplemental Indenture of WPS, dated as of December 18, 2008
{Incorporated by reference to Exhibit 4.1 1o WPS's Form 10-Q filed May §, 2010)

42 42" Supplamental Indenture of WPS, dated as of April 25, 2010 (incorporated hy
reference to Exhibit 4.2 to WPS's Forn 10-Q filed May 5, 2010}

12 Computation of Ratio of Earnings to Fixed Charges

311 Certlfication of Chief Executive Officer Pursuant to Section 302 of the Sarbanes-Onxdey
Act and Rule 13a-14{a) or 15d-14(a) under the Securities Exchange Act of 1834 for
integrys Energy Graup

3.2 Certification of Chief Financial Officar Pursuant o Sacfion 302 cf the Sarbanes-Oxiay
Act and Rule 13a-14(a) or 15d-14({a) under the Sacurilies Exchange Act of 1834 far
Integrys Engrgy Group

32 Wiitten Statement of the Chief Executive Officer and Chief Financial Qfficer Pursuant

to 18 U.8.C. Saction 1350 for Integrys Energy Group
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Exhiok 12
INTEGRYS ENERGY GROUP
COWMPUTATION OF RATIO OF EARMINGS YO FIXED CHARQES
M
{MiiHons) 3 months 2008 2008 2007 2006 2006
EARNINGS
Net incarre (loss) from confinuing pperadions $50.2 718 $1247 $181.0 $147.2 $148.1
Provision for inoome taxes 60.1 a2 51.2 86,0 45,0 38,5
Income (Joss) from oontinuing operalions befions income Laxes 1003 11.6 1750 2470 16238 1857
LesE:
Undlistributed earings of less thon 50% ownad affiietes {3.5) (16.2) (164 ae 13.0 7.5
Prelowed etock dividends of subsidiary (2) 1.8 0.6 [} 1) (6.2 15.8) {4.0)
Inferest capiiataed () - o2 - - - -
Adjushed income (foas) from aoniinLing operations befors income taxes 848 4.2) 164.4 2868 200.5 188.3
Totel ficed cherges a3 detined L7 1724 1708 1746 107.0 60,5
Total earnings as defined $137.8 $168.2 $326.2 S0 $307.5 $257.8
FXED CHARGES
Intssest oxpattse 384 #1848 $168.1 $164.5 $00.2 §82.0
Intsect caplialized (&) 0.2 28 20 032 0.2 0.4
inlsvest facior applicable io rentals 13 55 56 48 23 2.2
Prefefiad lock dividends of subsidiary (&) 18 {0.8) 5.1 5.2 5.3 49
Tota! foced chargas as defined $427 1224 31708 1744 1070 3685
RATIO OF EARNINGS TQ FIXED CHARGES 3z ) 18 286 25 ar

{a) Prefarrod stock dividends of esbaldiary are computad by dividing the prafiamed stack dividends of subsidiary by 100% minus the ncorme o rate.

(b} includes intenest capltnired for tha enesguiatad sagment.
(c) Inclndes: allowance for funds ysed during canskuclion.

{d Eor the: 12 months ended December 34, 2009, samings as defined wora inatequaie to caver fived charges as defined by $4.2 miion, Siveh by

2 pre-tax non-oashy poodwill impalsment lose of $291.1 milion.
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Exhibit 31.1
Certification of Chisf Executive Officar
Pursuant to Section 302 of the Sarbanes-Oxley Act and Rule 13a-14{a)
or 15d-14{a} under tha Securlties Exchange Act of 1934

|, Charles A. Schrock, cartify that:
1. 1 have reviewed this Quarterly Report on Form 10-Q of Integrys Energy Group, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit
1o state a materiat fact necessaty to make the statements made, in light of the circumstances undear
which such statements were maxie, not misleading with respact & the perlod covered by this report;

3. Based on my knowiledge, the financial statements, and other financial information included in this
report, falrly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the pericds presented in this report;

4. The regisirant's other cerlifying officer and | are responsible for establishing and maintaining
discicsure controls and procedures (as defined in Exchange Act Ruies 13a-15{e) and 15d-15(e)) and
internal conirol over financial reporting (as defined in Exchange Act Rules 13&a-15(f) and 15d-15(f)) for
the registrant and have:

a) Dasigned such disclosura controls and proceduras, or caused such disclosure controls and
procedures o be designed under our supervision, to ensure thal material information relating to
the registrant, including its consolidated subsidiaries, is made known fo us by others within those
entities, particularly during the period i which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over
financial reporting to be designed under our supervision, to provide reasonable assurance
regarding the refiabllity of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles:

¢) Evaluated the effectiveness of the registrant‘s disclosure controls and procedures and presented
in this report our conclusions about the effectiveness of the disclosure confrols and procadures,
as of the end of the period covared by this report based on such evaluation; and

d} Disclosed in this report any change in the registrant's internal conirol over financial reporting that
occurred during the regisirant’s most recent fiscal quarter {the registrant's fourth fiseal quartar in
the case of an Annual Report) that has matsrially affected, or is reasonably likely to materially
affect, the registrant's internal conlrol ovar financial reporting: and

8. The registrant's other certifying officer and | have disclosad, based on our most recent evaluation of
internal control over financial reporting, 1o the registrant's auditors and the audit commitiee of the
registrant's board of directors (or persons performing the equivatent functions):

a} Al significant deficiencles and mataerial weainesses in the design or operatian of internal control
over financial raporting which are reasonably likely to adversely affect the registrant's ability to
recard, process, summarize and report financial information; end

b) Any fraud, whether or nof material, that invoives management or cther employeas who have a
significant role in the registrant's internal control over financlal reporting.

Date: May 5, 2010 s/ Charles A, Schrock
Charles A. Schrock
Chairman, President and Chief Executive Officer
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Exhiblt 31.2
Certification of Chisf Financial Cificor
Pursuant to Section 302 of the Sarbanes-Oxley Act and Rule 13a-14(a)
or 15d-144{a) undser the Socurities Exchange Act of 1934

I, Josaph P. O'Laary, certify that.

1.
2,

Date: May 5, 2010 I8/ Joseph P O

I have reviewad this Quarterly Report on Form 10-Q of Integrys Energy Group, Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit
to state & material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect 1o the period covered by this report;

Based on my knowledge, the financial statemenis, and other financial information included in this
report, fairly present in 2il malerial respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

The registrant's other certifying officer and | are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(g) and 15d-15(e)) and
internal control over financial reporting (as defined in Exchange Act Ruies 13a-15(f} and 15¢-15(f)) for
the registrant and have:

a) Designed such dieclosura controls and procedures, or caused such disciosure controls and
procedures to be designed undar our supervision, to ensure that material information relating to
the registrant, including its consolidated subsidiaries, is made known to us by athers within those
entities, particularly during the period in which this report is being prepared;

b) Daesigned such intemal contral over financial reporting, or caused such intemal centrol aver
financial reporting fo f1® designed under our supervision, fo provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally acceptad accounting principles:

c) Evaluated the effectiveness of the registrant's disclostire controls and procedures and presented
in this report our conclusions about the effectiveness of the disclosure controls and procadures,
as of the end of the period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant's internal control over financial reparting that
occurred during the registrant's most recent fiscal quarter (the registrant's fourth fiscal quarter in
the caee of an Annual Repart) that has materially affected, or is reasonably likely to materally
affect, the registrant's infemnal control over financial reporting; and

The regisirant's other ceriifying officer and | have disclosed, based on our most recent evaluation of
internal controf over financial repording, to the registrant's auditors and the audit committee of the
regisirant's board of directors (or parsons psrforming the squivalent functions):

2} Al significant deficlencies and material weaknesses in the design or operation of internal control
ovar financial reporting which are reasonably likely to adverseiy affect the registrant's ability to
record, process, summarize and report financial information; and

b) Any fraud, whether ar not material, that invelves managemant or other employees who have a
significant rcle in the registrant's interal control over financial reporting.

Joseph P. O'Leary
Senior Vice President and Chisf Financial Officer
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Exhibit 32

Written Statement of tha Chlaf Exscutive Officer and Chief Financia! Officer
Pursuant to 18 U.S.C. Section 1350

Solely for the purposes of complying with 18 1J.8.C. Section 1350, as adopled pursuant to Seciion 908 of
the Sarbanes-Oxley Act of 2002, we, the undersigned Chisf Executive Officer and Chief Financial Officer
of Integrys Energy Group, Inc. (the *Company™), hereby cerilfy, based on our knowledge, that the
Quartarly Report on Farm 10-Q of the Company for the guarier ended March 31, 2010 (ths "Report®) fully
complies with the requirements of Section 13({g) of the Securities Exchange Act of 1934 and that
information contained in the Reporl fairly pregsents, in all material respects, the financial condition and
results of operations of the Campany.

c A.
Charles A. Schrock
Chaimman, Presidant and Chief Executive Officer

J PO
Joseph P, O'Leary
Senior Vice President and Chisf Financlal Officar

Date: May 5, 2010
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D. C. 20549
FORM 10-K
(Mark Ona)

[X] ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the fiscal year ended December 31, 2009
OR

{1] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15{d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the transition period from o
Commission Reglstrant; State of Incorporation; IRS Employer
File Number Address: and Telephone Number Identification Na.
1-11337 INTEGRYS ENERGY GROUP, INC. 391775202
(A Wisconsin Corporation)
130 East Randolph Drive
Chicago, IL 60601
{312) 228-5400
$Securities reqistered pursuant to Section 12(b) of the Act:
MName of each exchange
Title of each class on which registerad
Common Stock, §1 par value New Yark Stock Exchange
Securities reqist nt to Section 1 of th

None

Indicate by check mark if the Registrant is a well-known seasoned issuer, as defined in Rule 405 of the Saecurities
Act,

Yes X] No[]

Indicate by chack mark if the Registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the
Exchange Act.

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

Yes [X] No []
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Indicate by check mark whether the registrant has submitted electronically and posted on its corporate website, if
any, every Interactive Data File required to be submitted and posted pursuant te Ruls 405 of Regulation $-T during
the preceding 12 months (or for such shorter period that the registrant was required to submit and post such files).
{Registrant is not yet required to provide financial disclosure in an Interactive Data File format.)

Yes[] No[]
indicate by check mark if disclosure of delinquent filers pursuant to ltem 405 of Regulation S-K is not contained
herein, and will not be contained, to the best of Registrant's knowledge, in definltive proxy or information stalements
incorporated by reference in Part 11l of this Form 10-K or any amendment to this Form 10-K. []
Indicate by check mark whether the Registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,

or a smaller reporting company. See definitions of "large accelecated filer,” "accelerated filer” and "smalier reparting
company” in Rule 12b-2 of the Exchange Act.

Large accelerated filer [X] Accelerated filer [ |
Non-accelerated filer [ | Smaller reporting company [ |

Indicate by check mark whether the Registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).
Yes[] No @

State the aggregate market value of the voling and
non-voting common aquity heid by non-affiliat istrant.

$2,291,910,925 as of June 30, 2009

Number of shares outstanding of each class
of common stock, as of Febtuary 24

Common Stock, $1 par value, 76,522 377 shares

DOCUMENT INCORPORATED BY REFERENCE

Definitive proxy statement for the Integrys Energy Group, inc. Annual Meeting of Shareholders to be heid
on May 13, 2010 is incorporaied by reference into Part Il
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For the Year Ended December 31, 2009

TABLE OF CONTENTS
Forward-Looking Statements ... ..o i e s e
g 1 - O U U R
ITEM 1 BUSINESS ....cooicitiesesesetsaeeemtsssaseresssseessmsessssssssssras sesssstessbebssssensasnsassssnsebasssteatesassssasacosns
A GENERAL ...ttt sntssessrei ittt s e e b e e e
B REGULATED NATURAL GAS UTILITY OPERATIONS ...,
C. REGULATED ELECTRIC UTILITY OPERATIONS .........ccovcuene
D. INTEGRYS ENERGY SERVICES........comrmceees i sisesststrnsn s s s s
E ENVIRONMENTAL MATTERS ...ttt ennmbestias s iss ettt msm bt meme e e e
F. CAPITAL REQUIREMENTS ... ... rtitce s et se st e e s es s rsas
G. EMPLOYEES......c
H.  AVAILABLE INFORMATION ..ot csoessns st earesese s nbs bbb bensas
ITEM 1A, RISK FACTORS ... it st s e s ess e ek e s R P e b e s sneenres
ITEM1B UNRESOLVED STAFF COMMENTS ......ccocvmiincmiininicis s sisscnissessssssmssssmans s enans
ITEM2.  PROPERTIES ...ttt sae et s saessa s e s s s s bt s s et s s eenrmen s
A, REGULATED.........covvereeresmuesmtsseasssaencrsesrsacsssessesssasse s s s semsssassssasssasss sassssassssnsasasios
B. INTEGRYS ENERGY SERVICES. ... ettt e e
ITEM 3.  LEGAL PROCEEDINGS ...t nrsssrsss s sesasnsscsrass s ssmsss e s arsseses ssesarassnsnsssssborssns
TEM4.  SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS..........couonieeicrnaenes
ITEM4A. EXECUTIVE OFFICERS OF INTEGRYS ENERGY GROUP ... seraseenens
PART Il ...ttt v et st s e st an s e be s bR e s £ aeat s ce s o cmr s s et s e e et h e an st ersms s e varasens
ITEM5.  MARKET FOR INTEGRYS ENERGY GROUFP'S COMMON EQUITY, RELATED
STOCKHOLDER MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES.......
[TEM8.  SELECTED FINANGIAL DATA. ...ttt seeee st snen e e e st nsas bbb bt ass s
ITEMT. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS ..o ecrrriertinirsses st e ceeemsrese s s e s sesass e s e ssaneaserarsresesaens
ITEM7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK...................

10
13
13
13
14
18
21

22

23
24
24
25
26

28

29
73



ATTACHMENT F

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA ........coinemnrereceeeinrererenerenas
A.  Management Report on Intemal Control over Finangial Reporting..........cu e
B. Repori of Independent Registered Public Accounting FIM ......c.ccovceeveciicininnncrsescecanns
C. Consolidatad Statements of INCOME .........oiiiirrccn e st
D. Consolidated Balance Sheots ...t es e sse s eee e
E. Consolidated Statements of EQUILY ...t rerc e smene
F. Consolidaied Statements of Cash Flows ... eeceve e
G. Notes to Consolidated Financial Statements.........cccoviieisivreceieniernrressessrsassir e
Note 1 Summary of Significant Accounting Policies ......c.ccvevvinisveennns 83
Note 2  Risk Management ACHVIIES .........ccivvinrcmmniiiorinennnnesnecnenee 90
Note 3 Restructuring EXPense ..o e o4
Note 4 DiSPOSIIONS ... et eesr s et e e e e e ane e a5
NOED  PEL MOIQEI ... eerieeereerree e ererresismraeressssmene s scraressssssesessasessmaess 101
Note 6  Property, Plant, and Equipment ..., 102
Mote 7  Jaintly Owned Utility Facilities .......ccccvvnniimrecrccceicn e, 103
Note 8 Regulatory Assets and Liabiities ..........c.cccoerieeinicnencinccnnes 104
Note ©  Investments in Affiliates, at Equity Mathod..............c.ccccccvnne. 105
Note 10 Goodwill and Other Intangible Assets ..o 107
NOLE 11 LBASES cunreereercreesiieseriimae e e cen b resstste e e rvsrerasssessmnrressresssen e sanecmsmn 109
MNote 12 Short-Term Debt and Lines of Credit..........ccocoocevivieciciniccnnene 110
Note 13 Long-Tem Debf........iciminins e esnens 112
Note 14 Asset Retiremant Obligations ...........ccovociinecie e 114
Note 15 INCOME TAXES .o eerrner et rae s rsae e s s nar e 116
Note 16 Commitments and Contingencies..........cocoovvervcrrrnrcnnenrersinns 119
Note 17  GuarantBas ... s s e e 126
Note 18 Emplovee Bensfit Plans. .........cccoocccice e reese e, 127
Note 19 Preferred Stock of Subsidiany ... 133
Note 20 Common BQUILY ...t st e se s e 134
Note 21  Stock-Based Compensation .......cccceveimrereeremsrmssseniseasmisnmnssine 135
Note 22 Fair VAIE...........o s riinsnsstrce ettt s msns e anar e 138
' Note 23 Miscelansous INCOME ...........cooeeeceeiit et e ceemenan 140
Note 24  Regulatory ERVIFONMENE ... cceecernresmemeene 141
Note 25 Segmenis of BUSINESS ... e 144
Note 26 Quarerly Financial Information (Unaudited) ..........cceevivveennnn. 147
H.  Report of Independeant Registered Public Accounting Firm an Financial Statements ...
I[TEM9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE ...t siseominesinssesessinsassssasssssssinsmsesatassseemsesesssesmesesnsns
ITEM 9A. CONTROLS AND PROCEDURES .......coooeeeecree et eccreie e rasnesenesrnsnesevassrssssrsssnsssstssnas
ITEM9B. OTHER INFORMATION ....cooeeereeeseerrreississarsissssserrosssesresssssatess sassssesssatessens ssssaseasesasstossassnass
PART ML ... .ooeceeeet et e seeasat st saessmsssmeee e ememeememsems s s e st trsesasa st oeam st arassneresssensasassnsenrrasmsator s msssmnmseetvatnestens
ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORFPORATE GOVERNANCE ...........c..ccccnene
ITEM 11, EXECUTIVE COMPENSATION.......cootiries it varers e e e e earaas
ITEM12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS ... vversinie s s snsvereeserns st st eeen
ITEM 13, CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR
INDEPENDENCE ... c e r s ts b e s et s s sm st st a s s st
ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES..........oooeeeee e serecsra s e

ii

76
76
79
80
81

83

148

149
149
149
150
150

180

150

151

151



ATTACHMENT F

...........................................................................................................................................

ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES ...

SIGNATURES. ...

...........................................................................................................................................

SCHEDULE [ - CONDENSED PARENT COMPANY FINANCIAL STATEMENTS INTEGRYS ENERGY
GROUP, INC. (PARENT COMPANY ONLY)......o.vocovverasessseescescessressssssssssssomemmmeeeseeereeeeesssesmssssreresasncare

A
B.
C.
D

Statements of Income and Retgined EamMings ...... ... essssnas
BAlANCE ShEOTS ......ciicciiiries s imrari e reesie s craea e aresss rorasasstauaa s bes 1046485420 Srumrarasesnrnenansmsssas
Statements of Cash FIOWS........c.cou it resese e rne s e saesar s s e nrne e
Notes to Parent Company Financial Statements.........ccocovvicinciiiminmnne e

SCHEDULE Il - VALUATION AND QUALIFYING ACCOUNTS ... e snemennsns

EXHIBIT INDEX

iii

152
152

153

161



ATTACHMENT F

Acronyms Used in this Annual Raport on Farm 10-K

AFUDC Allowange for Funds Used During Construction
ASC Accounting Standards Codification

ATC American Transmission Company LLC

EEP ‘Erhanced Efficiancy Program

EPA United Siates Environmental Protection Agancy
ESOP Employee Stock Ownership Plan

FASB Financial Accounting Standartds Board

FERC Faderal Energy Regulatory Commission

GAAP United States Generally Accepted Accounting Principles
IBS Integrys Business Support, LLC

ICC Hlinols Commerce Commission

IRS United States Internal Revenue Service

LIFO Lastin, First-out

MERC Minnesota Energy Resources Corperation

MGU Michigan Gas Utilities Corporation

MISO Midwest Independent Transmission System Operator, Inc.
MPSC Michigan Public Service Commission

MPUC Minnesota Public Utility Commission

N/A Not Applicable '

NSG Nerth Share Gas Company

NYMEX New York Mercantile Exchange

PEC Peoples Energy Corporation

PEP Peoples Energy Production Company

PGL The Peoples Gas Light and Coke Company

PsSCw Public Service Commission of Wisconsin

SEC United States Securities and Exchange Commission
SFAS Statement of Financial Accounting Standards
UPPCO Upper Peninsula Power Company

WDNR Wisconsin Department of Natural Resources

WPS - Wisconsin Public Service Corporation

WRPC Wisconsin Rivar Pawer Company
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Forward-Looking Statements

In this report, Integrys Energy Group and its subsidiaries make statements concerning expectations,
beliefs, plans, objectives, goals, strategies, and future events or performance. Such statements are
"forward-looking statements” within the meaning of Section 21E of the Securities Exchange Act of 1934,
as amended. Forward-looking statements are subject to assumptions and uncertainties; therefore, actueal
results may differ materially from those expressed or implied by such forward-iooking statements.
Although Integrys Energy Group and its subsidiaries believe that these forward-looking statements and
the underlying assumptions are reasonable, they cannot provide assurance that such statements will
prove correct.

Forward-looking statements include, among other things, statements concerning management's
expectations and projections regarding eamings, regulatory matters, fuel costs, sources of electric energy
supply, coal and natural gas delivenies, remediation costs, environmental and other capital expenditures,
liquidity and capital resources, trends, estimates, complefion of construction projects, and cther matters.

Forward-iooking statements invoive a number of risks and uncertainties. Some risks that couid cause
results to differ from any forward-looking statement include those described in kem 1A of this Annual
Report on Form 10-K for the year ended December 31, 2009. Other factors include:

. Resolutian of pending and future rate cases and nagotiations (including the recovery of deferred
costs) and other regulatory decisions impacting Integrys Energy Group's regulated businesses;

. The impact of recent and future federal and state regulatory changes, including legisiative and
regulatory initiatives regarding deregulation and resiructuring of the electric and natural gas utility
industries, changes in environmental and ether regulations, including but not limited to,
greenhouse gas emissions, energy efficiency mandates, renewable energy standards, and
reliability standards, and changes in tax and other laws and regulations to which Integrys Energy
Group and its subsidiaries are subject;

. Current and future litigation and regulatory investigations, enforcement actions or inquiries,
including but not limited to, manufactured gas plant site cleanup, third-party intervention in
permitting and licensing projects, compliance with Clean Air Act reguirements at generation plants,
and prudence and reconciliation of costs recovered in revenues through an automatic gas cost
recovery mechanism,;

. The impacts of changing financial market conditions, credit ratings, and interest rates on the
liquidity and financing efforts of Integrys Energy Group and its subsidiaries;

. The risks retated to executing the strategy change associated with Integrys Energy Group's
nonreguiated energy services business, including the restructuring of its retail natural gas and retail
eleciric marketing business;

. The risks associated with changing commodity prices (particularly natura! gas and electricity) and
the available sourcas of fuet and purchased power, including their impact on margins;

. Resolution of audits or other tax disputes with the IRS and various state, local, and Canadian
revenue esgencies,

. The effects, exient, and timing of additional competition or reguiation in the markets in which
Integrys Energy Group's subsidiaries operate;

. The retention of market-based rate authority;

. The risk associated with the value of goodwill or cther intangibles and their possible impairment;

- Investment performance of employee benefit plan assets and the related impact on future funding
requirements;

.. Changes in technology, particularly with respect to new, developing, or alternative sources of
generation;

* Effects of and changes in political and legal developments, as well as economic conditions and the
related impact on customer demand;

. Potential business strategies, including mergers, acquisitions, and construction or disposition of
assets or businesses, which cannot be assured to be completed timely or within budgets;

) The direct or indirect effects of terrorist incidents, natural disasters, or responsas to such events;

A
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. The effectiveness of risk management strategies, tha use of financial and derivative instruments,
and the ability to racover costs from customers in rates associated with the use of those strategies
and financial instruments;

. The risk of financial loss, including increases in bad debt expense, associated with the inability of
Intagrys Energy Group's and its subsidiaries' counterparties, affiliates, and customers to mest thair
obligations;

. Customer usage, waather, and other natural phenomena,;

™ The utilization of tax credit and loss carryforwards;

- Contributions to earnings by non-consolidated equity method and other investments, which may
vary from projections;

. The effect of accounting proncuncements issued periodically by standard-setting bodies; and

. Other factors discussed elsewhere herein and in other reports filed by integrys Energy Group from
time to time with the SEC.

Except to the extent required by the federal securities laws, Integrys Energy Group and its

subsidiaries undertake no obligation to publicly update or revise any forward-looking statements,
whatheor as a result of new information, future events, or otherwise.

2.



ATTACHMENT F

PART I

ITEM 1. BUSINESS
A. GENERAL

Refarances io "Notes” are to the Notas to the Consolidaied Financial Statements included in this Annual
Report on Form 10K

For financial information on Integrys Energy Group's foreign and domestic revenues, foreign and domestic
long-lived assets, revenues from external customers, net income (loss) attributed to common shareholders
and total assets by reportabie segment, see Note 25, "Sagments of Business." For financial information
about integrys Energy Group’s reportable segments, ses ltem 7, "Management's Discussion and Analysis
of Financial Condition end Results of Operations — Resulls of Operations.”

Integrys Energy Group, inc.

Integrys Energy Group was incorporated in Wisconsin in 1983. Integrys Energy Group is a holding
company for its regulated utility and nonregulated business uniis.

Natural Gas Utility Segment

The natural gas utility segment includes the regulated natural gas utility operations of WPS, MGU, MERC,
PGL, and NSG. WPS, a Wisconsin corporation, began operations in 1883. MGU and MERC, both
Delaware corporations, began aperations upon the acquisition of their natural gas disfribution operations
in Michigan and Minnesota, respectively, from Aquila, Inc. in April 2006 and July 2006, respectively. PGL
and NSG, both Hiinois corporations, began operations in 1855 and 1800, respectively. Integrys Energy
Group acquired PGL and NSG in February 2007 in the PEC merger. For the last three years, all of the
natural gas utility segment's revenues were eamed within the United States and all assets were located
within the United States.

Electric Utility Segment

The electric utility segment includes the regulated electric utility operations of WPS and UPPCO. UPPCO,
a Michigan corporation, began operations in 1884. For the iast three years, all of the electric utility
segment's revenues were eamed within the Unifed States and all assets were located within the

United States.

integrys Energy Services

integrys Energy Services, a Wisconsin corporation, was established in 1994, Integrys Energy Services is
a diversified nonregulated energy supply and services company serving retail custamers {residential,
commercial, and industrial). Integrys Energy Services provides energy supply solutions, products, and
strategies that enable customers to manage energy needs while capitalizing on opportunities resulting
from deregulated markets.

See ltem 7, "Management's Discussion and Anelysis of Financial Condition and Results of Operations -
Introduction," for a discussion of the revised sirategy for Integrys Energy Services going forward.

Electric Transmission Investment
The electric transmission investment segment consists of WPS Investments, LLC's approximate 34%

ownership interest in ATC. As of December 31, 2009, WPS Investments was owned 84.5% by Integrys
Energy Group, 12.8% by WPS, and 2.7% by UPPCO. ATC is a federally regulated eiectric fransmission
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company with operations in Wisconsin, Michigan, Minnesota, and lifinois. ATC bagan operations in 2001.
See Note 9, "Investments in Affiliates, at Equity Method," for more infarmation abaut ATC.

Holding Company and Other Segment

The holding company and other segment includes the operaiions of the Integrys Energy Group holding
company and the PEC holding company, along with any nonutility activities at WPS, MGU, MERC,
UPPCO, PGL, NSG, and IBS. Equity eamings from Integrys Energy Group’s investment in WRPC are
included in the Holding Company and Other sagment.

B. REGULATED NATURAL GAS UTILITY OPERATIONS

Integrys Energy Group provides regulated natural gas utility service to approximately 1,669,000
residential, commercial and industrial, transportation, and other customers located in Chicago and
northern suburbs of Chicago, northeastern Wisconsin, adjacent portions of Michigan's Upper Peninsuila,
various cities and communities throughout Minnesota, and in the southern portion of lower Michigan.

Facilities

For information regarding the regutated natural gas facilities, see ltem 2, "Properties.” For Integrys Energy
Group's utility plant asset book value, sae Note 6, "Praperty, Plant, and Equipment.”

Natural Gas Supply

Integrys Energy Group's natural gas utilities manage portfolios of natural gas supply contracts, storage
services, and pipeline transportation services designed to meet their varying customer usage patterns at
the lowest reasonable cost.

integrys Energy Group's regulated naturat gas subsidiaries contract for fixed-term firn natural gas supplies
with various natural gas suppliers each year (in the United States and Canada} to meet the

November through March winter period demand of firm system sales customers. Integrys Energy Group's
regulated natural gas supply requirements are met through a combination of physical fixed price

_ purchases, storage (contracted and owned), natural gas call options, and physical index price purchases.
To supplement natural gas supplises and minimize risk, Integrys Energy Group purchases additional
natural gas supplies on the monihly spot market through fixed-term firm contracts rather than on the daily
spot markel. During periods of colder than normal weather or when the opportunity erises, natural gas
may be purchased in the daily spot market.

Integrys Energy Group'’s natural gas utilities contract with local distribution companies, interstate pipelines,
and storage operators that own underground storage fields te purchase underground storage capacity and
have two company-owned storage fields. Integrys Energy Group's natural gas utilities contract with local
distribution companies and interstate pipelines to purchase firm transpertation. Besides providing the
ability to manage significant changes in daily natural gas demand, storage alsc provides Integrys Energy
Group with the ability to purchase steady levels of natural gas on a year-round basis, thus lowering supply
cost volatility.

For further information on Integrys Energy Group's regulated natural gas utility supply and transportation
contracts, see Note 18, "Commitments and Contingencies."

Integrys Energy Group's natural gas utilities had adequate capacity to meet all firm natural gas load
obligations during 200¢ and expect to have adequate capacity to mest all firn obligations during 2010.
Intagrys Energy Group's natural gas utiliies forecast design peak-day throughput of 3,897 thousands of
dekatherms (MDth) for the 2009 through 2010 heating season.
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The deliveries to customers (inciuding transportation customers) in MDth for Integrys Energy Group's
regulated natural gas utility operations wers as foliows:

(MDith) 2008 2008 2007
Matural gas purchases 225,719 250,867 202,803
Customer-owned natural gas received 164,676 182,810 160,581
Underground storage, net 1,080 {3,480) {18,486)
Hub fusl in kind 141 135 134
Liquefied petroleumn gas 12 5 4
Owned storage cushion injection {1,272) (1.280) (1,278)
Contracted pipeline and storage compressor fuel, franchise

requirements, and unaccounted-for natural gas {9,682) {11,042} {13,451)
Total 380,664 418,235 230,307

Regulatory Matters

Legislation and Regulation at State Level

The natural gas retail rates of Integrys Energy Group's regulated natural gas utilities are regulated by the
ICC, PSCW, MPSC, and MPUC. These commissions have general supervisory and regulatory powers
over public utiliies in their respective jurisdictions.

Sales are made and services rendered by the regulated natural gas utilities pursuant to rate schedules on
file with the respective commigsions containing various service classifications largely reflecting customers'
different uses and levels of consumption. In addition to the rates for distribution of natural gas, Integrys
Energy Group's regulated natural gas utilities bill customers on a one-for-one hasis through a purchased
gas adjustment clause representing prudently incurred costs of delivered natural gas, transportation, and
storage services purchased, as well as gains, losses, and cosis incurred under hedging programs, the
amount of which is also subject to applicable commission authority. Changes in the cost of natural gas
are reflected in both natdral gas revenues and natural gas purchases.

All of Integrys Energy Group's utility subsidiaries are required to provide service and grant credit (with
applicable deposit requiremenis) to customers within their service territories. The utifiies are generally
precluded from discontinuing service to residential customers who do not pay their bills during winter
moratorium months. Both federal and certain state governments have legisiation that provides for a
limited amount of additional funding for assistance to low-income energy users, including customers of the
ufilities.

See Note 24, "Regulatory Environment," for recent lllinois legislation affecting PGL and NSG regarding
bad debt expense and new customer assistance programs, discussion of MGU's 2010 rate arder which
includes & new bad debt tracking mechanism, and decoupling mechanisms in place for certain natural gas
utitities.

Legislation and Regulation at Federal Level

Most of the natural gas distributed by Integrys Energy Group is transported to its distribution systems by
interstate pipelines. The pipelines’ services (transportation and storage) are regulated by the FERC under
the Natural Gas Act and the Natural Gas Policy Act of 1978,

Under United States Department of Transportation regulations, the state commissions are responsible
for monitoring the regulated natural gas utilities’ safety compliance programs for their pipelines under
49 Code of Federal Regulations (CFR} Part 192 (Transportation of Natural and Other Gas by Pipeline:
Minimum Federal Safety Standards) and 48 CFR Part 195 (Transportation of Hazardous Liquids by
Pipsling).
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PGL. utilizes its storage and transmission assets as a natural gas hub. This activity is reguiated by the
FERC and consists of providing wholasale transportation and storage services in interstate commerce.

Other Matters
Seasonality

The natural gas throughput of Integrys Energy Group's regulated natural gas utilities follows a seasonal
pattem because the heating requirements of customers are temperature driven. Specifically, customers
typically use more natural gas during the winter months. During 2009, the regulated natural gas utility
segment recorded approximately 70% of its revenues in January, February, March, November, and
December.

Competition

Integrys Energy Group's regulated natural gas utility operations face competition from other entities and
forms of energy in varying degreas, paricularly for targe commercial and industrial customers who have
the ability to switch betwesn naturat gas and alternate fuels. Due to the volatility of energy commodity
prices, Integrys Energy Group has seen customers with dual fuel capabliity switch to alternate fuels for
short periods of time, then switch back to natural gas as markst rates change.

Natural gas transportation service and inferruptible natural gas sales are offered o enabie customers to
better manape their energy costs. Transportation customers purchase natural gas directly from third-party
natural gas suppliers and contract with ane of Iniegrys Energy Group's natural gas utility entities to
fransport the natural gas from pipelines to their facilities. Additionally, some customers have elected to
purchase their natural gas commodity directly from ane of Integrys Energy Group's natural gas utility
entities on an interruptible basis, as a means to reduce their costs. Customers continue to switch between
firm system supply, interruptible system supply, end transportation service each year as the economics
and service options change.

Working Capital Requirements

The working capital needs of Imegrys Energy Group's regulated natural gas utility operations vary
significantly over time due to volatility in levels of natural gas inventories and the price of natural gas.
Integrys Energy Group's regulated natural gas utilities' working capital needs are met by cash generated
from operations and debt (both long-term and shori-term). The seasonality of natural gas revenues
causes the timing of cash collections to be concentrated from January through June. A poriion of the
winter natural gas supply needs is typically purchased and stored from April through November. Also,
planned capital spending on the natural gas distribution facilities is concentrated in April through
November. Because of these timing differences, the cash flow from customers is typically supplemented
with temporary increases in short-term borrowings during the late summer and fall. Short-term debt is
typically reduced over the January through June period.
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C. REGULATED ELECTRIC UTILITY OPERATIONS

Integrys Energy Group's reguiated electric utility operations are provided through WPS and UPPCO to
approximaiely 489,000 residential, commercial and industrial, wholesale, and other customers. WPS's
regulated electric operations generate and distribute electric energy mainly to northeastern Wisconsin and
a small portion of Michigan's Upper Peninsula. UPPCC providas electric energy in Michigan's Upper
Peninsula. Wholesale eiectric service is provided to various customers, including municipal utilities,
electric cooperatives, energy marketers, othar investor-owned utilities, and municipal joint action agencies.

In 2009, WPS reached a firm net design peak of 2,264 megawatts (MW) on June 24. At the time of this
summer peak, WPS's total firn resources (i.e., generation plus firm purchases) totaled 3,196 MW. Asa
result of continually reaching demand peaks in the summer months, primarily due to air conditioning ioad,
the summer period is the most relevant for WPS's regulated electric utility capacity. The PSCW requires
WPS to maintain a planning reserve margin above its projected annual peak demand forecast to help
ensure reliability of electric service lv its customers. WPS expects future supply reserves to meet the
minimum planning reserve margin criteria through 2010. The PSCW established a 14.5% reserve margin
requirement for long-term planning {planning ysars two through ten), and the short-term (planning vear
one) reserve margin for Wisconsin utilities follows the planning reserve margin established by MISO under
Module E of its Open Access Transmission and Energy Markets Tariff. In 2009, UPPCO reached a firm
net design peak of 139 MW on July 27. Al the time of this peak, UPPCQ's total firm resources totaied 150
MW. The MPSC has not established minimum guidelines for future supply reserves.

WPS and UPPCO had adequate capacity through company-owned generation units and purchased power
contracts to meet ail firm electric load obligations during 2009 and expect to have adequate capacity to
meet all abligatians during 2010.

Facilities

For a compiste listing of Integrys Energy Group's regulated slectric utility facilities, see
ltem 2, "Properties.” For Integrys Energy Group's utility plant asset book value, see Note 6, "Property,
Flant, and Equipment.”

Electric Supply

Both WPS and UPPCO are members of MISO, a FERC-approved, independent, non-profit organization,
which operates a financial and physical electric wholesale market in the Midwest. WPS and UPPCO offar
their generation and bid their customer lpad into the MISO market. MISO evaluates WPS's, UPPCO's,
and other market participants' energy injections into, and withdrawals from, the system to economically
dispatch electricity within the system. MISO settles the participants' offers and bids based on locational
marginal prices, which are market-driven values based on the specific ime and location of the purchase
and/or sale of energy.

-7-
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Eiectric Generation and Supply Mix

The sources of Iniegrys Energy Group's regulated electric utllity supply were as follows:

(Miliions)
Energy Source (kilowati-hours) 2009 2008
Company-owned genaration units
Caal 8,974.3 85709
Natural ges, fuel oil, and tire derived 71.4 201.7
Hydroelectric 2259 261.2
Wind 48.4 17.8
Total company-owned generation units 9,318.0 10,051.6
Purchased power contracts
Nuclear (Kewaunee Power Siation) 2,663.9 2,656.8
Natural gas {Fox Energy Center, LLC and
Combined Locks Energy Center, LLC) 673.7 699.5
Hydroelectric 569.5 3690.4
Wind 136.9 108.0
Other 571.1 167.8
Total purchased power confracts 46151 4.002.5
Purchased power from MISO 1,898.9 1,934.0
Purchased power from other 54.4 78.8
Total purchased power 6,568.4 60154
Opportunity sales
Sales to MISO (462.5) (5308.8)
Net sales {o other {450.5) {303.2)
Total opportunity sales {913.0) (843.0)
Total Integrys Energy Group electric utility
. supply 14,973.4 15,2240
Fuel Costs

The casi of fust per ganeration of one million British thermal units (Blus) was as follows:

Fuel Type 2009 2008
Coal $1.94 $1.78
Natural gas 6.73 9.74
Fuel oit 17.09 19.07
Coal Supply

Coal is the primary fuel source for WPS's regulated electric generation facilties, the majority of which is
purchased from Powder River Basin mines located in Wyoming. This low sulfur coal has been WPS's
lowest cost coal source from any of the subbituminous coal-producing regions in the United States.
WPS's reguiated fuel portiolio strategy is to maintain a 25- to 40-day supply of ¢coal at each plant site.

Historically, WPS has purchased coal directly from the producer for its wholly owned plants. Wisconsin
Power and Light purchases coal for the jointly owned Edgewater and Columbia plants and is reimbursed
by WPS for its share of the coal costs. At December 31, 2009, WPS had coal transportation contracts in
place for 80% of its 2010 coal transportation requirements. For more information on coal purchases and
coal deliveries under cantract, see Note 16, "Commitments and Contingencies.”
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Powar Purchase Agreaments

Integrys Energy Group's regulated electric facilities enter into shart-term and long-term power purchase
agreements to meet a poriion of electric energy supply needs. The most significant of these is an
agreement through 2013 with Dominion Energy Kewaunee, LLC to purchase energy and capacity from the
Kewaunae Power Station consistent with volumes available when WPS owned the faciiity. For more
information on power purchase obligations, see Note 16, "Commitments and Contingencies."

Regulatory Matters

integrys Energy Group's electric utility operations are reguiated by the PSCW, MPSC, and FERC, WPS's
ratail electric rates are regulated by the PSCW and MPSC, and UPPCO's retall eleciric rates are regulated
by the MPSC. The FERC regulates wholesale electric rates for WPS and UPPCO. In 2009, retail eleciric
revenues accounted for 78.7% of total slectric revenues, while wholesale electric revenues accounted for
21.3% of total electric revenues.

The PSCW sets rates through its ratemaking process, which is based upan recovery of operating costs
and a return on invested capital. One of the cast recovery components is fuel and purchased power,
which is governed by a fuel window mechanism, as described in Note 1(e), "Summary of Significant
Accounting Policies — Revenue and Customer Receivables." The MPSC and FERC ratemaking
processes are similar to those of the PSCW, with the exception of fuel and purchased power, which are
recovered on a one-for-one basis.

See Note 24, "Regulatory Environment,” for information regarding the rate cases and decoupling
mechanisms of Integrys Energy Group's electric utilities.

Hydroelectric Licenses

WPS, UPPCQ, and WRPC (a company in which WP3S has 50% ownership) have long-term licenses from
the FERC for all of their hydroelectric faciiities.

Other Matters

Seasonality

Integrys Energy Group's regulated elsctric utility sales in Wiscensin ganerally follow a seasonal pattern
due to the air conditioning requirements of customers that are primarily impacted by the variability of
summer temperatures. Regulated eleciric utility sales in Michigan do nof follow a significant seasonal
trend due to cooler climate conditions in the Upper Peninsula of Michigan.

Generally, during the winter months, the purchase price of fuel (natural gas and fuel oil} for generation is
heavily influenced by weather and the avallabillty of baseload generation units within the MISO anergy
market, Sustained colder than normal weather and unexpacted extended generation outages

can influence fuel supply and demand, impacting the production costs at Integrys Energy Group's natural
gas and ollfired facilities, as well as natural gas supply commitments under power purchase agreements.
For Integrys Energy Group's regulated slectric utility segment, the impact on utility production costs is
partially managed through the WPS Electric Risk Management Plan.

Competition

The retail electric utility market in Wisconsin is regulated by the PSCW. Retail electric customers currently
do not have the ability to choose their electric supplier. Howaver, in order to increase sales, utilities work
to attract new commercial and industrial customers into their service tarritories. As a result, there is
compedition among utiliies to keep energy rates low. Wisconsin utilities have continued to refine regulated
tariffs in order to provide the true cost of electric energy to each class of customer by reducing or
eliminating rate subsidies among different ratepayer classes. Although Wisconsin electric energy markets

0-
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are regulated, utilities still face competition from other energy sources, such as self-generation by large
industrial customers and altemative energy sources.

Michigan electric energy markets are open to competition; however, an active competitive market has not
yet developed in the Upper Peninsula of Michigan, primarily due to a lack of excess generation and
transmission system capacity.

D. INTEGRYS ENERGY SERVICES

Integrys Energy Services and its subsidiaries market energy and relatad products in the retail market
serving commercial, Industrial, direct, and "aggregated” small commercial and residential customers.
Aggregated customers are municipalifies, associations, or groups of customers that have joined together
te negotiate purchases of electric or natural gas energy as & larger group.

Integrys Energy Sarvices is investing in and promoting renewable energy, which it believes is important to
the future of the energy industry. Clean, renewable, and efficient 2nergy sources are developed, acquired,
owned, and operated by Integrys Energy Services. Integrys Energy Services assists customers with
selecting an energy solution that meets their needs and collaborates with energy developers of wholesale
energy projects to avercome challenges with integrating the technical, regulatory, and financial aspects of
their projects.

Integrys Energy Services utilizes derivative instruments, including forwards, futures, options, and swaps, to
manage its exposure to market risks from its generation and energy supply portfaiios in accordance with
limits and approvais established in its risk management and credit policies.

For more information on the trading and risk management activities of Integrys Energy Services, see
item 7, "Management's Discussion and Analysis of Financial Condition and Results of Operations — Markst
Price Risk Management Activities."

Recent Developments

Since the beginning of 2009, Integrys Energy Services has been in the pracess of reevaluating its strategy
with a focus on reducing its scale and risk profile. The result of this evaluation was the decision to exit its
wholesale natural gas and wholesale electric businesses, its Canadian energy marketing business, its
energy management consulting business, certain retail markets, and a poriion of its electric generation
fleet. The remaining business lines will continue to invest in growing a porifolio of retail natural gas end
dlectric customers as well as energy assets with renewable attributes.

See Item 7, "Management's Discussion and Analysis of Financial Condition and Results of Operations —
Introduction,” and Note 4, "Dispositions,” for a discussian of the current strategy for integrys Energy
Sarvices.

Facilities
Generation
For information regarding the enargy asset facilities owned by Integrys Energy Services, see

item 2, "Properties.” For Integrys Energy Group's nonregulated plant asset book value, see Note 6,
*Property, Plant, and Equipment.”

Renewable Energy
In response to customers' growing interest in sustainability and Integrys Energy Group's own concem for

the environment, Integrys Energy Services is now focusing on delivering value-added energy services and
renewable commodities to its retail customers. Product offerings include renewable natural gas and
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electric products and development of green power generation projects. See ltem 2, "Propertiss,” for more
information on renewable energy projects.

Fuel Supply for Generation Facilities

Integrys Energy Services' fuel inventory policy varies far each ganaration facility depending an the type of
fuel used and available natural gas storage faciliies. The cost of the majority of the fuel used by the
generation facilities is subject to market price volatility, and the facilities are run to produce energy when
ecanomical at current fuel prices. Integrys Energy Services' only coal-fired merchant generation facility is
its Westwood facility locaied in Pennsylvania. Actual fuel needs in 2010 wili depend on market conditions
and operational capability of the Westwood facility. However, Integrys Energy Services' Westwood facility
burns waste coal left behind by mining operations and has several ysars’ supply on site. All fuel is located
within a seven-mile radius of the plant.

Enargy Supply

Physical supply obligations are created when Integrys Energy Services executes forward customer sales
contracts. Integrys Energy Services' electricity and natural gas supply raguirements are primarily met
through the procurement of natural gas and electricity in the whalesale markets. Integrys Energy Services
does not own any reserves, so all natural gas supply is procurad from producers and other suppliers in the
wholesale markets.

Retail Electricity

The majority of Integrys Energy Services' obligations to provide physical electricity resuit from forward
retail saies o commercial and industrial customers, many of which are through full-requirements contracts.

Integrys Energy Services uses a combination of bilateral electricity purchase agreements from generation
campanies and other marketers as well as reglonal power pools 1o meet those obligations.

Reatail Natural Gas

Physical natural gas supply obligations are created by the execution of forward retail sales contracts by
Integrys Energy Services' retail marketing operation. Commercial and industrial customers, as well as
some residential customers, make up the majority of its sales commitmants. Natural gas is sourced in the
wholesale markets at the customer lead ragions, or in some cases is transparted to the customer load
regions using natural gas transportation contracts.

Regulatory Matters

Integrys Energy Services is a FERC-authorized power marketer and has all of the licenses required to
conduct business in the states in which it operates.
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Other Matters

Customer Segmentation

As of December 31, 2009, Integrys Energy Services was delivering eiectricity and natural gas supply to
customers in 20 states. Integrys Energy Services periodically revisws and evaluates the profitability of its
operations in each of these markets. Integrys Energy Services continues to concantrate on adding
customers in existing markets and emphasizing business that provides the appropriate rate of return, but
currently has no plans to expand into new geagraphic regions. See ltem 7, "Management's Discussion
and Analysis of Financial Condition and Results of Operations — Infroduction,” for a discussion of the
current sirategy for Integrys Energy Services.

As of December 31, 2009, Integrys Energy Services was serving electric customers within 18 states,
including its largest markets in lllinois, New York, Mid-Atlantic and New England regions. Integrys Energy
Services was also serving natural gas customars within eight states, including its largest markets in
Wisconsin, lllinois, Michigan, and Ohio.

Although Integrys Energy Services is not dependent on any one customer, a significant percentage of its
reiail sales volume is derived from indusiries related to paper and ailied products, food and kindred
products, chemicais and paint, and steel and foundries.

Seasonality

Integrys Enargy Services bellevas that its business, in the aggregate, is not seasonal, even though certain
products sell more heavily in some seasons than in others. Sales of natural gas generally peak in the
winter months, while sales of electricity generally peak in the summer months. Generally in the summer
months, the demand for electricity is high, which increases the price at which electricity can be soid. In
periods of high residential natural gas and oil consumption (generally the winter months), the purchase
price of oil and natural gas increases, which) increases the production costs at Integrys Energy Services'
natural gas- and oil-fired generation facilitias. Integrys Energy Services' business can be volatile as a
result of market conditions and the related market opportunities available to its customers.

Competition

Integrys Energy Services is a nonregulated retail energy marketer that competes against regulated utilities
and other retail energy marketers. Integrys Energy Services competes with other energy providers on the
basis of price, reliability, customer service, product offerings, financial strength, consumer convenience,
performance, and reputation.

The compelitive landscape differs in each regional area and within each targeted customer segment. For
residential and small commercial customers, the primary competitive challenges come from the incumbent
utility and affiliated utility marketing companies. The large commerdial, institutional, and industrial
segments are vary competitive in most markets with nearly all natural gas customers having already
switched away from utilities to an alternative provider. National affiliated marketers, energy producers,
and other independent retail energy companies compete for customers in this segment.

The incumbent regulated utilities and the nationally-branded utility affiliates typically benefit from the
economies of scale derived from the strength of substantial asset-based balance sheets and vertically
integrated business models that combine production, transmission, and distribution assets. These
advantages are offset by the lack of flexibility to offer multiple product choices to their customers, and the
nationally-branded utility affiliates struggle with long-term focus and cultural adaptation to a nonregulated
market environment.

The local utilities have the advantage of long-standing relationships with their customers, and they have
longer operating histories, greater financial and other resources, and greater name recognition in their
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markets than Integrys Energy Services does. 1n addition, local utilities have been subject to many years of
regulatory aversight and thus have a significant amount of expsrience regarding the policy preferences of
their regulators. Local utilities may seek to dacrease their tariff retail rates to limit or preciude the
opportunities for competitive energy suppliers and may seek to establish rates, terms, and conditions to
the disadvaniage of competitive energy suppiiers.

Working Capital

The working capital needs of Integrys Energy Services vary significantly over time due fo volatility in
commodity prices and related margin calls, and levels of natural gas storage inventories. integrys Energy
Services' working capital needs are met by cash generated from operations, equity infusions, and debt
{both long-term and short-term). Integrys Energy Services has the ability to borrow up to $400 million

through an intercompany loan agresment with Integrys Energy Group. Integrys Energy Group has
provided total parental guarantees of $958.4 million on behalf of Integrys Energy Services.

E. ENVIRONMENTAL MATTERS

For information on environmental matiers related to integrys Energy Group and its subsidiarias, see
Note 16, "Commitments and Contingencias."

F. CAPITAL REQUIREMENTS
For information on capital requirements related to Integrys Energy Group, see ltem 7, "Management's

Discussion and Analysis of Financial Condition and Results of Operalions — Liquidity and Capital
Reasources.”

G. EMPLOYEES
At December 31, 2008, Integrys Energy Group’s consolidated subsidiaries had the following employees:

Total Number Percentage of Employees Covered by
of Employees Coliective Bargaining Agreements

WPS 1,462 65%
IBS 1,318 -
PGL 1,109 83%
integrys Energy Services 436 1%
MERC 223 19%
N5G 166 81%
MGU 165 68%
uPPCO 146 78%
Total 5,025 45%

integrys Energy Group’s subsidiaries have collective bargaining agreements with various unions which are
summarized in the table below.

Contract
- Union Subsidiary _Expiration Date
Local 310 of the International Union of Operating Electricians WPS October 13, 2012
Local 18007 of the Utility Workers Union of America PGL April 30, 2013
Local 31 of the Intemational Brotherhood of Electrical Workers, AFL CIO MERC May 31, 2011
Local 2285 of the International Brotherhood of Electrical Workers NSG June 30, 2013
Local 12295 of the United Steslworkers of America, AFL CIO CLC MGU January 15, 2015
Local 417 of the Utility Workers Union of America, AFL CIO MGU February 15, 2012
Local 510 of the International Brotherhood of Electrical Workers, AFL CIO  UPPCO April 12, 2014
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H. AVAILABLE INFORMATION
Integrys Energy Group files the following reports with the SEC:

Annual Report on Form 10-K;

Quarterly Reports on Form 10-Q;

Proxy statements;

Registration statements, including prospectuses;
Cumrent Reports on Form 8-K; and

Any amendments to these documents,

* ® & 8 s 0

Integrys Energy Group makes these reports available, free of charge, on its Internet website,
www.integivsaroup.com. as soon as reasonably practicable after they are filed with the SEC. Integrys
Energy Group's Code of Conduct may also be accessed on Integrys Energy Group's website, and any
amendments to or waivers from the Code of Conduct will be timely disclosed on Integrys Energy Group's
website. Reports, statemants, and amendments posted on Integrys Energy Group's wabsite do not
include access o exhibits and supplemantal schedules electronically filed with the reports, statements, or
amendments. Integrys Energy Group is not including the information contained on or available through its
websHe as a part of, or incomporating such information by reference into, this Annua!l Report on Form 10-K,

You may abtain materials filed with the SEC by Integrys Energy Group at the SEC Public Reference Room
at 100 F Street, NE, Washington, DC 20549. To obtain information an the operation of the Public
Reference Room, you may call the SEC at 1-800-SEC-0330. You may also view Integrys Energy Group's
reports, proxy statements, and other information {including exhibits) filed electronically with the SEC, at
the SEC's website at www.gec.gov.


http://www.inteQrvsarouD.cQm
http://www.sec.aov

ATTACHMENT F

ITEM 1A. RISK FACTORS

You should carefully consider the following risk factors, as well as the other information included or
incomporated by reference in this Annual Repeort on Form 10-K, when making an investment decision.
The risks and uncertainties described below are not the only ones Integrys Energy Group faces.
Additional risks and uncertainties not presantly known or that Integrys Energy Group ¢urrentiy believes to
be immaterial may also adversely affect Intagrys Energy Group.

integrys Energy Group is subject to changes in government regulation, which may have a
negative impact on its businesses, financial position, and resulits of operations.

The rates that Integrys Energy Group's regulated utifities are allowed to charge for their retail and
wholesale services are some of the most importent items influencing its business, fimancial position,
results of operations, and lkuidity. While rate regulation is premised on providing an opportunity to eam
a reasonable rate of return on invested capital, there is no assurance that the applicable regulatory
commissions will judge all the costs of the regulated uiiliies to have been prudently incurred or that the
regulatory process in which rates are determined wilt always result in rates that will produce full recovery
of such costs or provide for a reasonable refurn on equity. Certain items that wouid otherwise be
immadiately recognized as revenues and expenses are deferred as regulatory assets and regulatory
liabilities for future recovery or refund to customers, as autherized by regulators. Future recovery af
regulatory assets is not assured, and is generally subject to review by regulators in rate proceedings for
matters such as prudence and reasonableness. If recovery of costs is not approved or is no longer
deemed probable, regulatory assets would be recognized in current period expense and couid have a
material impact on Integrys Energy Group's financial resuits.

Integrys Enargy Group is subject to comprehensive regulation by several federal and stata regulatory
agencies and local governmental bodies, which significantly influences its operating enviranment and
may affect Integrys Energy Group's ability to recover costs from uiility customers. [n particular, the
PSCW, ICC, MPSC, MPUC, FERC, SEC, EPA, Minnesata Office of Pipeline Safety, United States
Dapartment of Transportation, WDNR, Michigan Department of Natural Resources and Environment, the
city of Chicago, and lliinois Environmental Protection Agency regulate many aspects of integrys Energy
Group's utility operations, including, but not limited to, construction and operation of facilities, conditions
of service, the issuance of securities, and the rates that it can charge customers. Integrys Energy Group
is required to have numerous permits, approvals, and cartificates from these agencies lo operate its
business. Failure to comply with any applicable rules or regulations may lead to penalties, customer
refunds, or other amounts, which could have a material impact on the financial results of iniegrys Energy
Group.

Existing statutes and regulations may be revised or reinterpreted by these agencies, or these agencies
may adopt new laws and regulafions that apply to Integrys Energy Group. Integrys Energy Group is
unable to predict the impact on its businesses and operating results of any such actions by these
agencies. However, changes in regulations or the imposition of additional regulations rnay reguire
integrys Energy Group to incur additional expenses or change business operations, which may have an
adverse impact on results of operations. In addition, federal regulatory reforms may produce unexpected
changes and costs in the public utility industry.

Integrys Energy Group may face significant costs to comply with the regulation of greenhouse
gas emissions.

Climate change and the sffact of greenhouse gas emissions, most notably carbon dioxide, are
increasingly becoming a concern for the energy industry. While there is currently no federal legistation in
the United States that mandates the reduction of greenhouse gas emissions, it is possible that such
jegislation may be enacted in the future. In addition, the EPA may adopt regulations under the Ciean Air
Act. To that end, federal and state legislative proposals have been introduced to regulate the emission of
greenhouse gases, including bills pending in the United States Congress that would regulate greenhouse
gas emissions through a cap-and-trade system under which emitters would be required to buy allowances
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to offset greenhause gas emissions. However, until legiglation is passed at the federal or stats level, it
remains unciear as to (1) which industry sectors will be impacted, (2) when compliance will be required,
(3} the magnitude of the greanhouse gas amissions reductions that will be required, and (4) the costs and
opportunities associated with compliance. Integrys Enaergy Group is evaluating both the technical and
cost implications which may result from future state, regional, or federal greenhouse gas regulatory
programs, but at this time, it is uncertain as to the effect climate change regulation may have on Integrys
Energy Group's future operations, capital expenditures, and financial results.

Based on the complexity and uncertainty of these issues, it is possible that future carbon regulation will
increase the cost of electricity produced at coalired generation units and may affect the capital
expenditures Integrys Energy Group would make at its generation units. At this time, there is no
commercially available technology for removing carbon dioxide from a pulverized coal-fired plant. In
addition, future legislation designed to reduce greenhouse gas emissions could make some of the
generafing units unecenomical to maintain or operate and could impact future results of oparations, cash
flows, and financial condition if such costs are not recoverabie through regulated rates.

Integrys Energy Group's natural gas delivery systems may generate fugitive gas as a resuit of normal
operations and as a result of excavation, construction, and repair of natural gas delivery systems.
Fugitive gas typically vents to the atmosphere and consists primarily of methane, a greenhouse gas.
Carban dioxide is also a byproduct of natural gas consumption. As a result, future legislation to regulate
the emission of greenhouse gases could increase the price of natural gas, restrict the use of natural gas,
adversely affect the ability to operate our natural gas faciliies, andfor reduce natural gas demand.

Costs of environmental compiiance, liabilities, fines, penalties, and litigation could exceed
Integrys Energy Group's estimates.

Compliance with current and future federal and state environmental laws and regulations may result in
increased capital, operating, and other costs, including remediation and containment expensas and
monitoring obligations. Integrys Energy Group cannot predict with certainty the amount and timing of all
future expenditures (including the potential or magnitude of fines or penalties) related to environmental
matters because of the difficulty of estimating cleanup and compliance costs and the possibility that
changes will be made to the curment environmental laws and regulations.

Integrys Energy Group's natural gas utility subsidiaries are accruing liabilities and deferring costs
(recorded as regulatory assets) incurred in connection with their former manufactured gas plant sites,
including related legal expenses, pending recovery through rates or from other entities. Regulatory
assets reflect the net amount of (1) costs incurred to date, (2} carrying costs {excluding those for WPS,
which are not recoverable), (3) amounts recovered from Insurance companies, ather entities and
customers, and (4) management's best estimates of the costs Integrys Energy Group will spend in the
future for investigating and remediating the manufactured gas plant sites. Integrys Energy Group
believas that any of these costs that are not recoverable from other entities or from insurance carriers are
recoverable through rates for utility services under approved mechanisms for the recovery of prudently
incurmed costs. A change in these rate recovery mechanisms, however, or a decision by the applicable
state commission that some or all of these costs were not prudently incurred, could result in the present
recognition as expense of some or all of these cosis. For more information, see Note 16, "Commitments
and Conlingencies."

WPS owns coal-fired electric generating facilities at which it has perfermed maintenance activities that the
EPA could detearmine were subject to Clean Air Act New Source Review permitting requirements.
Depending on poiential settlement terms or a court decision, WPS could be required to install
environmental controls, change operations, shut down certain plants, undertake supplemental
environmeral projects, and/or pay fines.

In addition, impacts resulting from future federal or state regulation regarding mercury, sulfur dioxide, and
nitrogen oxide emissions, as well as the management of coal combustion byproducts, are uncertain.
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There is also uncertainty in quantifying liabilities under environmental laws that impose joint and several
liability on all potentially responsible parties.

Cltizen groups that feel there are compliance issues not sufficiently enforced by environmental regulatory
agencies may also bring citizen enforcetment actions against Integrys Energy Group. Such actions could
seek penalties, injunctive relief, and costs of litigation. Private citizens can also bring lawsuits to recover
environmental damages they believe they have incurred.

integrys Energy Group's operations are subject to risks beyond Hs control, including but not
fimited to customer usage, weather, terrorist attacks, or acts of war.

Integrys Energy Group's revenues are affected by the demand for electricity and natural gas. That
demand can vary greatly based upon:

. Fluctuations in economic activity and growth in Integrys Energy Group's regulated service areas,
ag well as areas in which its nonregulated subsidiaries operate;
Weather conditions, seasonality, and tempsrature exiremes; and

. The amount of additional energy available from current or new competitors.

General economic conditions and customers focusing on energy efficiency in integrys Energy Group's
service areas may result in a decrease in demand for electricity or natural gas, which could have an
adverse impact on Integrys Energy Group's results of operations, financial condition, and cash fiows.

Weather conditions directly influence the demand for electricity and natural gas and affect the price of
energy commedities.

In addition, the cost of repairing damage to Integrys Energy Group's facilities due to storms, natural
disasters, wars, terrorist acts, and other catastrophic events, in excess of insurance limits estabiished for
such repairs or excluded by insurance policies, may adversely impact Integrys Energy Group’s results of
operations, financial condition, and cash flows. The oggurrence or risk of occummence of future terrorist
activity and the high cost or potential unavailability of insurance to cover such terrorist activity may impact
Integrys Energy Group's results of operations and financiat condition in unpredictable ways. These
actions could atso result in disruptions of power and fuel markets. In addition, integrys Energy Group's
natural gas distribution system and pipelines and slectric generation units and distribution system could
be directly or Indirectly harmed by future terrorist activity.

Adverse capital and credit market conditions could negatively affect Integrys Energy Group's
ability to meet liquidity needs, accass capital, and/or grow or sustain s current businesses. Cost
of capital and disruptions, uncertainty, and/or volatility in the financial markets could also
adversely impact the results of operations and financial condition of Integrys Energy Group, as
well as exert downward pressure on its stock price.

Having acoass to the credit and capital markets, at a reasonable cost, is necessary for Integrys Energy
Group to fund its operations, including capital requirements. The capital and credit markets provide
integrys Energy Group with liquidity 1o operate and grow its businesses that is not otherwise provided
from operating cash flows. The credit and capital markets also support the ability of Integrys Energy
Group 1o provide credit support for the nonregulated operations of Integrys Energy Services. Disruptions,
uncertainty, and/or volatility in those markets could increase Integrys Energy Group's cost of capital. If
integrys Energy Group or its subsidiaries are unable to access the credit and capital markets on terms
that are reasonable, they may have to delay raising capital, issue shorter-term securities, andfor bear an
increased cost of capital. This, in tum, could impact Integrys Energy Group's ability to grow or sustain its
cument businesses, cause a reduction in eamnings, and/or limit Integrys Energy Group's ability to sustain
its current common stock dividend ievel.
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A reduction in Integrys Energy Group's or its subsidiaries’ credit ratings could materially and
adversely affect thelr business, financial position, results of operations, and liquidity.

Integrys Energy Group cannot be sure that any of Integrys Energy Group's or its subsidiaries’ credit
ratings will remain in effect for any given period of time or that a credit rating will not be lowered by a
rating agency if, in the rating agency's judgment, circumstances in the future so warrant. Any downgrade
could:

. Require the payment of higher interest rates in future financings and possibly reduce the
potential pootl of creditors;

Increase borrowing costs under certain existing credit facilities;

Limit access to the commercial paper market;

Limit the availabitity of adequate credit support for Integrys Energy Services' operations; and
Require provision of additional credit assurance, including cash margin calls, to contract
countarparties.

The failure to effectively operate Integrys Energy Services' scaled back nonregulated energy
saervicas business andfor the failure to execute the remaining iransactions that are part of the
process to significantly reduce the scope and sire of Integrys Energy Services, ¢couid negatively
impact the future results of operations and financial condition of Integrys Energy Group.

Intagrys Energy Services’ change in focus from significant growth in nonregulated wholesale and retail
energy markets across the United States and Canada, to a focus on selected nonregulated ratail energy
markets, could result in increased risks, including but not limited to:

« Lower eermnings capacity from this business segment going forward, which Integrys Energy Group
may not be abie to replace;

s A reduction in the value of the nonregutated business segment, including a potential
corresponding negative impact on integarys Energy Group;

+ A reduction in operating efficiencies, as operating margins may decline at a faster rate than the
associated operating expenses; and

« Potential loss of key employees during periods of increased employment uncertainty,

Integrys Energy Group cannot be certain that it will be able to successfully execute the remaining
transactions fo complete the strategic initiative to reduce the scope and scale of the nonreguiaied
business segment. Pending transactions and plans to sell assets and components of this business
segment may not be completed, or these transactions could result in obtaining less economic benefit than
projected.

Refer to liem 7, “Managemant's Discussion and Analysis of Financial Condition and Results of
Operations ~ introduction,” for a further discussion of the current strategy for Integrys Energy Services.

The use of derivative Instruments could result in financial losses and liquidity constraints.

integrys Energy Group uses derivative instruments, inciuding futures, forwards, options, and swaps, io
manage its commodity and financial market risks. Significant volatiiity in energy prices could adversely
impact Integrys Energy Group's cash collateral requirements due fo counterparty margin calls retated to
these instruments.

In the absence of actively quoted market prices and pricing information from external sources, the
valuation of derivative contracts invelves management's judgment or use of estimates. As a result,
changes in the underlying assumptions or use of alternative valuation methods could affect the reported
fair value of these conlracts. Furthermore, realized values could differ from values determined by
management.
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For additional information concerning darivatives and cormmaodity-based trading contracts, see
Note 2, "Risk Management Activities."

Poor investment performance of refirement plan investments and other factors impacting
retirement plan cosis could unfavorably impact integrys Energy Group’s liquidity and results of

operations.

Integrys Energy Group has employee benefit plans that cover substantially all of its employees and
retirees. Integrys Energy Group's cost of providing these benefit plans is dependent upon actual plan
experience and assumptions concerning the future, such as eamings on and/or valuations of plan assets,
discount rates, the level of interest rates used to measure the required minimum funding levels of the
plans, future governmsnt regulation, and required or voluntary contributions to the plans. Depending
upon the investment performance over time and cther factors impacting its costs (as listed above),
Integrys Energy Group could be required to make larger contributions in the future to fund these plans.
These additional funding obligations could have a material adverse impact on Integrys Energy Group's
cash flows, financial condition, and/or results of operations. Changes made to the plans may also impact
current and future pension and other postretirement benefit costs.

Fluctuating commodity prices may reduce energy margins.

Integrys Energy Group's regulated natural gas margins are sensitive to changes in natural gas commodity
prices. Any changes could affect the prices the regulated natural gas utilities charge, their operating
costs, and the competitive position of their products and services. Prudently incurred costs for purchased
natural gas and pipeline transportation and storage services are fully recaverable through the annual
reconciliation of revenues from the natural gas charge. However, increases in natural gas costs affect
total retail prices and, therefore, the competifive position of Integrys Energy Group's natural gas
businesses relative to other forms of energy. In addifion, the fiming and extent of higher natural gas
prices can adversely affact accounts receivable, bad debts, fuel cost, and interest expense. Integrys
Energy Group is also subject to margin requirements in connection with its use of forward contracts, and
these requirements could escalaie if prices move adversely relative to these positions.

integrys Energy Group's regulated electric utility margins are directly affected by commodity costs related
to coal, natural gas, and other fuels used in the electric generation process. Integrys Energy Group may
experience increased expenses, including interast costs and bad debts, higher working capital
requirements, and possibly reduction in demand as a result of any increase in the cost of fuel or
purchased power.

Higher commodity prices result in increased ensrgy prices that may impact customer demand for energy
in the nonreguiated market and increase counterparty and bad debt risk. This may stress margins at
Integrys Energy Group's nonregulated subsidiaries. If market prices for electric energy decline below the
cost of production at Integrys Energy Group's nonregulated generation facilities, these units may be
tempaorarily shut down,

Counterpariies and customers may not meet their obligations.

Integrys Energy Group is exposed to the risk that counterparties to various arrangements who owe
integrys Energy Group mahey, energy, natural gas, coal, or other commodities or servicas will not be able
to perform their chligations. Should the counterparties to these amangements fail to perform, Integrys
Energy Group might be forced to replace or to sell the underlying commitment at then-current market
prices. In such event, Integrys Energy Group might incur lossas, or its results of operatians, financial
position, or liguidity could otharwise be adversely affected.

Some of Integrys Energy Group's customers are experiencing, or may experience, financial problems that
could have a significant impact on their creditworthiness. Integrys Energy Group cannot provide
assurance that its financially distressed customers will not default an their obligations to Integrys Energy
Group and that such a default will not have a material adverse impact on integrys Energy Group's
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business, financial position, results of operations, or cash flows. Furthermore, the bankruptcy of one or
more of s customers, or some other similar proceeding or liquidity constraint, might make it unlikely that
Integrys Energy Group wauld be able to callect all ar a significant portion of amounts owed by distressed
entities or residential customers. Such events could adversely impact integrys Energy Group's receivable
collections and additional allowances may be required, which could adversely affect its operating resuits.
In addition, such events might force customers to reduce or curtzit their future use of Integrys Energy
Group's products and services, which could have a material adverse impact on Integrys Energy Group’s
results of operations and financial condition.

Any change in Integrys Energy Group's ability to sell electricity generated from its facilities at
market-based rates may impact earnings.

The FERC has autherized ceriain of Integrys Energy Group's subsidiaries to sell generation from certain
of its facilities at market prices. The FERC retains the authority io modify or withdraw this market-based
rate authority. If the FERC datermines that the market is not workably compeditive, that Integrys Energy
Group or its subsidiaries possass market power, or that they are not charging just and reasonable rates,
the FERC may require Integrys Energy Group's subsidiaries to sell power at a price based upon the costs
incurred in praducing the power. Integrys Energy Group's revenues and profit margins may be negatively
affected by any reduction by the FERC of the rates it may receive.

Integrys Energy Group has recordad gaodwill that could bacome impaired and adversely affect
financial results.

The PEC merger and the acquisition of natural gas distribution operations in Minnescta and Michigan
were accounted for as purchases by Integrys Energy Group in accordance with GAAP. Undar the
purchase method of accounting, the assets and liabilities acquired were recorded at their respective fair
values at the date of acquisition and added to those of integrys Energy Group. As a result of the
application of purchase accounting, these transactions resulted in a significant amount of goodwill. To
the extent the vaiue of goodwill or inlangibles becomes impaired, Integrys Energy Group may be required
to incur material noncash charges relating to such impairments. Such Impairment charges could have a
material impact on the financial results of Integrys Energy Group.

Actual resuits could differ from estimates used io prepare Integrys Energy Group's financial
sfatements.

in preparing the financial statements in accordance with GAAP, management must often make estimates
and assumptions that affect the reported amounts of assets, liabilities, revenues, expenses, and related
disclosures at the date of the financial statements and during the reporting period. Some of those
judgments can be subjective and complex, and actual results could differ fram those estimates. For more
information about significant estimates and assumptions, see Item 7, "Management's Discussion and
Analysis of Financial Condition and Results of Operations — Critical Accounting Policies."

Integrys Energy Group may not be able to utilize tax credit and/or net operating loss
carryforwards.

Integrys Energy Group has significantly reduced its consolidated federal and stafe income tax liability in
the past through tax credits and tax net operating losses avallable under the applicable tax codes.
Integrys Energy Group has not fully utilized these tax credits and tax net operating losses in its previous
tax filings, but expects to prior to their expiration in future filings. However, Integrys Energy Group may
not be able to fully utilize the tax credits and tax net operating losses available as carryforwards if its
future federal and state taxable income and related income tax liability is insufficient 1o permit the use of
such credits and losses.

in addition, any future disallowance of some or all of those 1ax credits or tax net operating losses as a
result of legislative change or adverse determination by one of the applicable taxing jurisdictions could
materially affect integrys Energy Group's tax obiigations.
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Integrys Energy Group is subject to provisions that can limit merger and acquisition opportunities
for its shareholders,

The Wisconsin Public Utility Holding Company Law precludes the acquisition of 10% or mare of the voting
shares of a holding company of a Wisconsin public utility unless the PSCW has first determined that the
acquisttion is in the best interests of utility consumers, investors and the public. Those interests may, to
some extent, be mutually exclusive. This provision and other requirements of the Wisconsin Public Utility
Holding Company Law may delay, or reduce the likelihood of, a sale or change of control thus reducing
the likelihood that shareholdars will receive a takeover premium for their shares.

Pravisions of Integrys Energy Group's articles of incorporation and by-laws may delay or frustrate the
remaoval of incumbent directors and may prevent or delay a merger, tender offer or proxy contest involving
integrys Energy Group that is not approved by its board of directors, even if the sharehoiders believe that
such events may be beneficial to Integrys Energy Group's interests. In addition, the Wisconsin Business
Corporation Law contains provisions that may have the effect of delaying or making more difficult
attempts by others to cbtain control of Integrys Energy Group without the approval of its board of
directors.

ITEM 1B. UNRESOLVED STAFF COMMENTS

None.
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1TEM 2. PROPERTIES
A. REGULATED
Elactric FacHities

The following table summarizes information on the electric generation facilities of Integrys Energy Group,
including owned and jointly owned facilities as of December 31, 2008:

Rated
Capaclty
Type Name Location Fusl aw) !
Steam Columbia Units1and2 - Portage, W! Coal 45 (D)
Edgewster Unil 4 Sheboygan, Wi Coal 926 (2
Pulliam {4 units) Green Bay, Wi Coat 320.3
Weston Unitz 1, 2, and 3 Merathon County, W} Coal 4711
Weston Unit 4 Marathon County, Wi Coal 3734 (2
Total Steam 611
Combustion De Pere Energy Center De Pere, Wi Natural Gas 166.6
Turbine and Eagle River Eagle River, W1 Distillate Fuel Oil 42
Diesel Gladstone Gladstone, M| o} 18.1
Juneau #31 Adams County, Wi Distilate Fuel Oit 71 ()
Oneida Casing Green Bay, Wi Distillate Fuel Oif 35
Portage Houghton, M Qit 18.1
Pufliam #31 Green Bay, Wi Natural Gas 84.7
West Marinette #31 Marinette, WI Natural Gas 8.3
Waest Marinatte #32 Marinette, WI Natural Gas 354
West Marinette #33 Marinette, W Natural Gas 516 (2
Weston #31 Marathon County, Wi Natural Gas 183
Vveston #32 Marathon County, Wi Natural Ges 484
Total Cembustion Turbine and Diasel 4023
Hydroelectic Various Michigan Hydro 203
Various Wisconsin Hydro 579 (3
Total Hydroelectric _Baz
wind Kewaunee County Wisconsin Wikl 1.0
Crane Creek lowa Wind 21z
Total Wind —22.7
Total System 22151

(1) Based on capacity retings for July 2010, which can difier rom nameplate capagity, especially on wind projects. As a
result of continually reaching demand peaks in the summer months, primarily due to air conditioning demand, the
summer peried I the most relevant for capacity planning purpeses at Integrys Energy Group’s electric segment.

(2} These faclities are jointly owned by WPS amd various ofhier ulilifies. The capacity indicated for each of these units is
equal to WPS's poriion of total plant capacity based on iis percent of ownership.

- Wizconsin Power and Light Company operates the Columbia and Edgewater units, and WPS holds a 31.8% ownership
interest in these facilities.

- WPS operates the Weston 4 facility and holds a 70% owmership In this fadiiity, while Dairyland Power Cooperative holds
the remaining 30%.

- WRPC owns and operates the Juneau unii. WPS holds a 50% ownership interest in WRPG.

- WPS operates the West Marinetie 33 unit and holds a 68% ownership Interest in the facility, while Marshfield Electric
and Water Dapartment holds the remalning 32% ownership.

(3)  WRPC owns and operates the Gastle Rock and Petenwell units. WPS holds a 50% ownership interast in WRPC: however,
WPS is entitied to 66.7% of total capacity at Peterwelt and Castie Rock.

As of December 31, 2009, integrys Energy Group’s electric utilities owned approximately 24,800 miles of
electric distribution lines located in Michigan and Wisconsin and approximately 170 distribution
substations.
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Natural Gas Facilities

At Dacember 31, 2009, Integrys Energy Group’s natural gas properties were located in llingis, Wisconsin,
Minnesota, and Michigan, and consisted of the following:

Approximately 22,000 miles of natural gas distribution mains,

Approximately 1,010 miles of natural gas transmigsion mains,

Approximately 281 natural gas distribution and transmission gate stations,

Approximately 1.3 million natural gas lateral services,

A 3.6 billion-cubic-foot natural gas storage field iocated in Michigan, and

A 38.5 hilion-cubic-foat undarground natural gas storage reservoir and a liquefied natural gas plant at Mantove
Fiald located in cantra! linois.

General

Substantially all of Integrys Energy Group's utility plant at WPS, UPPCO, PGL, and NSG is subject to first
mortgage liens.

B. INTEGRYS ENERGY SERVICES

The foliowing table summarizes information on the enargy asset facilities owned by Integrys Energy
Services as of December 31, 2009:

Rated
Capacl}
Type Mame Location Fuel (MW) l
Combined Cycle Beaver Falls Beaver Falls, NY Gas/Qil 789
Combined Locks Combined Locks, Wi Gas 46.8 (2)
Syracuse Syracuse, NY Gas/Cil 850
Total Combined Cycle 2107
Steam Westwood Tremont, PA Culm 300
Caribou Caribou, ME Gil 2.7 3
Tolal Steam 51.7
Hydroelectric Caribou Caribou ME Hydra 0.8 (3)
Squa Pan Ashland, ME Hydro 1.4 {3
Tinker New Brunswick, Ganada Hydro 345 3
“Total Hydroelectric 36.8
Combustion Turbine end Diesel  Caribou Caribou ME Diesel 7.0 ')
Fia's Inn Presque isle, ME Diesel 4.2 3
Loring Limesione, ME Diesel 52 3)
Tinker New Brunswick, Canada Diesel 1.0 )]
Total Combustion Turbine and Diesel 174
Reciprocating Engine Winnebagp Rockford, IL Landfili Gas 84
Solar Various California 1.7
Various Connecticut 0.3
Various New Jersey 58
Total Solar _1.8
‘Total Energy Assels 3308
-
M@—ﬂu pies)
Landfill Gas Transportation LGS Brazoria County, TX Landfill Gas 23 miles £

{1) Based on summer rated capacity.

{2) Combined Locks has an additional five MW of capacity avaiiable al this facikty through the lease of a sleam turbine.

{3) Al December 31, 2009, these properties were classified as assets held for sale. For more information see Note 4, “Dispositions.”

{4) LGS Renewsbles 1, LC, owns and pperates the LGS facility. PDI, a wholly owned subsidiary of Integrys Energy Services, holds 2
50% ownership interest in LGS.
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ITEM 3. LEGAL PROCEEDINGS

For information on material legal proceedings and matters related to Integrys Energy Group and its
subsidiaries, see Note 16, "Commitments and Contingencies."

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

None
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ITEM 4A. EXECUTIVE OFFICERS OF INTEGRYS ENERGY GROUP
. Position and Business Effactive
Name and Age i Experience During Past Five Years Date
Larry L. Weyers 64  Executive Chaiman 01-01-08
Chairman, President and Chief Executive Officer 05-15-08
President and Chief Executive Officer 02-21-07
Chairman, President and Chief Executive Officer 02-12-98
Chartes A. Schrock 56 President and Chief Executive Officer 01-01-09
President and Chief Executive Officer of WPS 05-31-08
President of WPS 02-21-07
President and Chief Operating Officer — Generation - WPS 08-15-04
Thomas P. Meinz 63  Executive Vice President and Chief External Affairs Officer 05-15-08
Executive Vice Presideni — External Affairs 02-21-07
Executive Vice President — Public Affairs 09-12-04
Phillip M. Mikulsky 61 Execufive Vice President — Corporaie Development and Shared Services 09-21-08
Executive Vice President and Chief Development Officer 02-2107
Executive Vice President — Development 09-12-04
Joseph P. O'Leary 55  Senior Vice President and Chief Financial Officer 06-04-01
Diane L. Ford 56  Vice President and Corporate Controller 022107
Vice President — Controller and Chief Accounting Officer 07-11-99
Bradley A. Johnson 55  Vice President and Treasurer 07-18-04
Barth J. Wolf 52  Vice President, Chief Legal Officer and Secretary 07-31-07
Vice President — Legal Services and Chief Compliance Officer ~ IBS 02-21-07
Secretary and Manager — Legel Services 09-19-99
Lawrence T. Borgard 48  President and Chief Operating Officer — Utilitles of Integrys Energy Group and
President and Chief Executive Officer of WPS 04-05-09
President and Chief Operating Officer — Integrys Gas Group @ 02-21-07
President and Chief Operating Officer — Energy Delivery — WPS 08-15-04
Wiliam D. Laskse ) 47 Vice President — Human Resources 09-21-08
interim Vice President — Human Resources — IBS 05-15-08
Diractor — Workforce Planning and Organizational Design — WPS 08-12-07
Diractor Organizational Development — WPS a7-11-06
Director of Organizational Development - WPS 12-12-05
Vice President — Opearations/Clinical Director — Employee Resource Center,
Inc. 02-04-02
Mark A Radtke 48  President and Chiaf Executive Officer — integrys Energy Servicas 06-01-08
President — integrys Energy Services {previously nemed WPS Energy
Services, Inc.) 10-17-99

™ Al ages are as of January 1, 2010. None of the executives listed above are related by blood, marriage, or adoption fo
any of the other officers listed or fo any director of Integrys Energy Group. Each officer holds office unfil his or her
successor has been duly elected and qualified, or until his or her death, resignatian, disgualification, or remaval.

@ The integrys Gas Group includes PGL, NSG, MERC, and MGU.

@ Prior to joining Integrys Energy Group, William D. Laakso's responsibilities at Employee Resource Center, Inc. (ERC)
included leadership of ERC’s management team and duiies of Clinical Director, ERC provides employee assistance
programs to over 200 corporate customers in Northeast Wisconsin and covers 75,000 employees and their dependents.
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PART Il

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

Integrys Energy Group, inc. Common Stock Two-Year Comparison

Dividends Price Range
Share Data Per Share High __Low
2009
1st Quarter $ .680 $45.10 51844
2nd Quarter 680 30.40 24.95
3rd Quarter 680 36.75 28.31
4th Quarter .680 42.99 34.20
Total $2.720
2008
1st Quarter $ .670 $53.26 $44.04
2nd Quarier .B70 5274 46.89
3rd Quarter 670 5392 48.88
Ath Quarter 870 51.47 28.91
Total $2.630

Integrys Energy Group’s common stock is fraded on the New York Stock Exchange under the ticker
symbol “TEG.” The transfer agent and regisirar for Integrys Energy Group's common stock is American
Stock Transfer & Trust Company, LLC, 5% Maiden Lane, New York, NYY 10038,

As of February 22, 2010, there were 32,808 common stock shareholders of record. v
Dividend Restrictions

Integrys Energy Group is a holding company and its ability to pay dividends is largely dependant upon the
ability of its subsidiaries to pay dividends.

The PSCW has restricted WPS to paying normal dividends an its comman stock of no more than 103% of
the previous year's common stock dividend. Integrys Energy Group's right to receive dividends on the
commeon stock of WPS is also subject to the prior rights of WPS's preferred shareholders and to
provisions in WPS's restated articles of incorporation, which limit the amount of common stock dividends
that WPS may pay if its common stock and commeoen stock surplus accounts constitute less than 25% of
its total capitalization. These limitations are not expected to limit any dividend payments in the
foreseeable future. At December 31, 2009, these limitations amounted to $1.4 million out of WPS's total
retained earnings of $322.2 million. Consequentily, at December 31, 2009, WPS had $390.8 million of
retained earnings available for the payment of dividends.

The PSCW alsa requires WPS to maintain a financial capital structure (i.e., the percentages by which
each of common stock equity, preferred stock equity and debt constitute the total capital invested in a
utility), that has a common equity range of 40% to 54%. The PSCW also estabiished a targeted financia!
comman equity ratio at 51% that results in a regulatory common equity ratio of 53.41%. The primary
difference between the financial and the regulatory commen equity ratio relates to certain off-batance
sheet obligations, primarily purchased power cobligations, considered by the PSCW in establishing the
financial common equity target. Thase limitations may ba meodified by the PSCW.



ATTACHMENT F

UPPCO's indentures relating to its first mortgage bonds contain certain limitations on the payment of cash
dividends on its common stock, which is held solely by Integrys Energy Group. At December 31, 2009,
these restrictions amounted to $10.7 million out of UPPCO's total retained eamings of $50.1 million.
Consequently, at December 31, 2000, UPPCO had $39.4 million of retained eamnings avaiiabie far the
payment of common stock cash dividends.

NSG's long-term debt obligations contain provisions and covenants restricting the payment of cash
dividends and the purchase or redemption of capital steck. At December 21, 2009, these restrictions
amounted to $6.9 million out of NSG's total retained eamings of $70.2 million. Consequently, at
Dacember 31, 2009, NSG had $63.3 million of retained eamings available for the payment of dividends.

At December 31, 2009, Integrys Energy Group had $326.6 million of retained eamings available for the
payment of dividends. Except for the subsidiary restrictions described above, Integrys Energy Group
doas not have any dividend restrictions.

Equity Compensation Plans

See ltem 11, "Executive Compensation,” for information regarding Integrys Energy Group’s equity
compensation plans.
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ITEM 6. SELECTED FINANCIAL DATA

INTEGRYS ENERGY GROUP, INC.
COMPARATIVE FINANCIAL DATA AND

OTHER STATISTICS (2005 TO 2009)

As of or for Year Ended Dacamber 31

{Milions, except per share amounts, stock price, return on average equity

and number of shargholders and employees) 2009 2008 _2007 W 2006 @ 2005
Total revenues $7.400.8 $14,047.8 $10,292.4 $6,890.7 $6,825.5
Met income (loss) from continuing operations 7.8 124.7 1810 147.8 146.1
Net income (loss) atiributed ko common shareholders {70.9) 126.4 251.3 1585.4 157.4
Tolal asseis 11,847.9 14,2725 11,234.4 6,861.7 5462.5
Prefermed stock of subsidiary 514 511 814 51.1 511
Lonm dabt gemluding current portion) _‘2_‘394.7 j285.7 2.266.1 1,287.2 B67.1
Shares of common stock (less treasury stock and shares in deferred

compansation trust)

Cutstanding 760 76,0 76.0 43.1 0.8
Averags T6.8 78.7 718 42.3 38.3

Eamings {losg) per commen share (basic)

Nat incoma {logs} from continuing operations {50.96) $1.59 $2.49 $3.51 $3.85

Eamings (loss) per common share {0.92) 165 3.51 .68 4.11
Eamings (loss) par common share (dliuted}

Net income {iogs) from continuing operations {0.96) 1.58 248 3.50 3,81

Eamings (loss) per commaon share {0.92) 164 3.50 387 407
Dividends per common share declared 272 2.68 2.56 2.28 2.24
Stlock price at year-end $41.99 §42.98 $51.69 $54.03 $55.31
Book value per shane * $37.62 $40.78 $42.58 $35.81 $32.76
Retum on average aquity (2.5)% 3.7% 85% 10.6% 136%
Numbear of commor: stock shareholders 32,755 34,018 35,212 10,837 20,701
Number of employess 5,025 5191 5,231 3,326 2,845

" Includes the impact ¢f the PEC merger on February 21, 2007,

@ Indludes the Impact of the acquisition of nakural gas distribulion operations from Aquila by MGU on Agri! 1, 2006 and MERC on July 1, 2006.
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ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

INTRODUCTION

Integrys Energy Group is a diversified energy holding company with regulated eleciric and natural gas
utifity operations (serving customers In llinois, Michigan, Minnesota, and Wisconsin), nonregulated
energy operations, and an appraximate 34% equity awnership interest in ATC (a federally regulated
electric transmission company operating in Wisconsin, Michigan, Minnesota, and lllinois).

Strateglc Overview

Integrys Energy Group's goal is to create long-term value for shareholders and customers through growth
in its core regulated businesses. Integrys Energy Group has substantially completed its previously
announced strategy to divest of or significantly reduce the size of its nonregulated energy services
business segment 1o a smaller segment with significantly reduced credit and collateral support
requirements.

The essential components of integrys Energy Group's business strategy are:

Maintaining and Growing a Strong Regulatad Utility Base - A strang regulated utility base is essential
to maintain a strong balance sheet, predictable cash flows, a desired risk profile, atiractive dividends, and
quality credit ratings. This is criticat to Integrys Energy Group's success as a strategically focused
regulated business. Integrys Energy Group believes the following projects have helped, or will heip,
maintain and grow its regulated utility base and meet its customers' needs:

» WPS's continued investment in environmental projects to improve air quality and meet the
requirements set by environmental regulators. Cagpital projects to construct and/or upgrade
equipment to meet or exceed required environmental standards are planned each year.

« Integrys Energy Group's approximate 34% ownership interest in ATC, a transmigsion company that
had over $2.8 biilion of transmission assets at December 31, 2008. ATC plans to invest
approximately $2.5 billion during the next ten years. Although ATC's equity requirements to fund its
capital investments will primarily be met by earnings reinvestment, integrys Energy Group plans to
continue to fund its share of the equity portion of future ATC growth, as necessary.

« An accelerated annual investment in natural gas distribution faciiities (replacement of cast iron
mains) at PGL.

s« WPS's purchase of the 99-megawatt Crane Creek wind generation project constructed in Howard
County, lowa, which bacame operational in 2009.

For more detailed information on Integrys Energy Group's capital expenditure program, see "Liquidity and
Capital Resources, Capital Requirements.”

Operating a Nonregulated Energy Services Business Segment with a Controfled Risk and Capital
Profila — Through its nonregulated Integrys Energy Services subsidiary, Integrys Energy Group provides
retail natural gas and electric products to end-use customers in the upper Midwest and Northeastern
regions of the United States. Integrys Energy Group has repositioned this subsidiary from a focus an
significant growth in wholesale and retail markets across the United States and Canada, to a focus on
selacted retail markets with the expactation that recurring customer based business will resulf in
dependable cash and earnings contributions with a reduced risk and capital profile. In addition, Integrys
Energy Services will continue to invest in energy assets with renewable attributes.
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Integrating Resources to Provide Operational Exceifence — Integrys Energy Group is committed to
integrating resources of all its businesses, while meeting all applicable legal and regulatory requirements.
This will provide the best value to cusiomers and shareholders by leveraging the individual capabilitias
and expertise of each business and lowering costs. Integrys Energy Group balieves the following recent
developments have helped, or will help, integrate resources and provide operational excellence:

« [IBS, a wholly owned service company of Integrys Energy Group, was formed to achieve
consolidation and efficient delivery of various support services, and to provide more consistent
and transparent allocation of costs throughout Integrys Energy Group and its subsidiaries.

¢ "Operational Excellence"” initiatives were implemented to provide top performance in the areas of
project managemsant, process improvement, contract administration, and compiiance in order to
reduce costs and manage projects and activities within appropriate budgets, schedules, and
regulations. .

Piacing Strong Emphasis on Asset and Risk Management - Integrys Energy Group's asset
management strategy calls for the continuous assessment of existing assets, the acquisition of assets,
and contractual commitments to obtain resources that complement its existing business and strategy.
The goal is to provide the most efficient use of resources while maximizing return and maintaining an
acceptable risk profile. This strategy focuses on the disposition of assets, including property, ptant, and
equipment and entire business units, which are no longer strategic to ongoing operations, are not
performing as needed, or have an unacceptable risk profile. Integrys Energy Group maintains a portfolio
approach to risk and earnings. Integrys Energy Group's decision regarding the future of integrys Energy
Services illustrates its asset management strategy.

Integrys Energy Group's risk management strategy includes the managament of market, credit, and
operational risks through the nomal course of business. Forward purchases and sales of electric
capacity, energy, natural gas, and other commodities and the use of derivative financial instruments,
including commodity swaps and options, allow for opportunities to reduce the risk associated with price
movement in a volatile energy market. Each business unit manages the risk profile related to these
instruments consistent with Integrys Energy Group's risk management policies, which are approved by
the Board of Directors. The Corporate Risk Management Group, which reports through the Chief
Financial Officer, provides corparate oversight.

Continuing Emphasis on Safe, Reliable, Competitively Priced, and Environmentally Sound Energy
and Energy Related Services — Integrys Energy Group's mission is to provide cusiomers with the best
value in energy and energy related services. By effectively operating a mixed portiolio of generation
assets and investing in new generation and natural gas distribution assets, while maintaining or
exceeding environmental standards, Intagrys Energy Group is able to provide a safe, reliable,
value-priced service to its customers. Integrys Energy Group concentrates its efforts on improving and
operating efficiently in order to reduce costs and maintain a low rigk profile. integrys Energy Group
actively evaluates opportunities for increasing its focus on energy efficiency and for adding more
renewable generation to provide additional environmentally sound energy to its portfolic. Integrys Energy
Group believes the following activities have heiped, and will continue to help, to provide safe, reliable,
competitively priced, and environmentally sound energy and energy related services:

¢ Managing operations to minimize the impact on the environment. WPS's Weston 4 facility,
completed in 2008, is one of the most efficient pulverized coal-fired electric generation units in the
country with state-of-the-art environmental controls, which allows reductions in the amount of
amissians produced. Integrys Energy Group also expects to maintain or decrease the amount of
greenhouse gases released over time and supports research and development initiatives that will
enabie further progress toward decreasing its carbon footprint.

s Effectively operating a mixed portfalio of generation assets and investing in new generation and

distribution assets, such as Weston 4, wind projects, and its natural gas connection to the
Guardian Il pipeline, ensures continued reliability for Integrys Energy Group's customers.
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RESULTS OF OPERATIONS
Change in Change in
Y nded ber 31 2009 Ovor 2008 Over
{Millions, except per share amounts) 2008 2008 2007 2008 2007
Nafural gas ulility operations $(172.1) $ 845 § 287 N/A 1844 %
Electric utflity operations 88.9 926 87.4 (4.00% 5.9 %
Integrys Energy Services operations 25 (81.5) 93.0 N/A N/A
Electric transmission investment 455 39.7 30.3 14.6 % 3M0%
Holding company and other operations {35.7) {28.9) (49.1) 23.5% 41.1)%
Oil and natural gas operafions - - 56.0 N/A {100.0)%
Net income (loss) attribuied to common sharaholders $(70.9) 5126.4 $2561.3 N/A (49.7)%
Basic aamings (loss) per share $(0.92) $1.65 $53.51 N/A (53.0)%
Diluted eamings (loss) per share $(0.92) $1.64 $3.50 N/A, {(53.1)%
Average shares of common stoeck
Basic 76.8 76.7 71.6 0.1 % 71%
Diluted 76.8 7.0 71.8 (0.3)% T2%

Financial Results - 2009 Compared with 2008

Integrys Energy Group recognized a net loss attributed to common shareholders of $70.9 million

($0.92 net loss par share) in 2009 compared with net income attributed to common shareholiders of
$126.4 million ($1.64 diluted eamings per share) in 2008. Significant factors impacting the $187.3 million

decrease in earnings were as follows {and are discussed in more detail thereafter).

« Earnings at the regulated natural gas utility segment decreased $256.6 million, driven by a

$242 .3 millicn increase in after-tax non-cash goodwil impairment logses period-over-period. A
$16.2 million after-tax decrease in margin from |ower period-over-period volumes, net of
decoupling, alse negatively impacted earnings. An $8.0 million after-tax increase in employse
benefit costs, a §9.6 million after-tax increase in other operating and maintenance expenses related
primarily to natural gas maintenance costs and workers compensation claims, and $4.1 million
after-tax of restructuring costs related to workforce reductions also contributed to the decrease in
eamings. These negative impacts were partialiy offset by a $17.4 miliion after-tax net positive

impact that increased rates at certain natural gas utilities had on margin and a $10.6 mitfion

after-tax decrease in bad debt expense.

s Eamings at the regulated electric utility segment decreased $3.7 million, driven by a $20.2 million

after-tax increass in operating expenses, including restructuring costs, a $3.7 million after-tax
increase in other expense primarily related 1o an increase in interest expense at WPS, and a

$3.3 million increase in income taxes. Partially offsetting these increases in expenses was a

$23.8 million after-tax increase in margin.

Earnings at integrys Energy Services increased $54.0 million, driven by a $127.3 million after-tax
increase in infegrys Energy Services’ margin year-over-year, primarily refated to the positive
year-over-year impact of inventory valuation adjustments recorded in priar periods, partially offset
by non-cash accounting losses due to derivative fair value adjustments. Partially offsetting the
increase in Integrys Energy Services’ margin were an increase in the provision for income taxes,
primarily due to an $18.4 million year-over-year decrease in income fax credits recognized, after-
tax restructuring expanses of $17.4 million, after-tax losses of $17.3 miliion related to dispositions
compléted in connection with the strategy change primarily driven by timing differences caused by
the accounting treatment for derivative and non-derivative contracts, and an after-tax increase in
operating and maintenance expenses of $5.5 million.
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s Eamings at the electric transmission investment segment increased $5.8 million year-aver-year,
due to an increase in income from Integrys Energy Group's approximaie 34% ownership interest in
ATC.

» Nst loss at the holding company and other segment increased $6.8 million, driven by an increase in
interest expense.

Financial Results — 2008 Co red with 2007

Integrys Energy Group recognized net income attributed to common shareholders of $126.4 million
($1.64 diluted earnings per share) in 2008 compared with $251.3 million ($3.50 diluted earnings per
share) in 2007. Significant factors impacting the $124.9 million decrease in earnings were as foliows (and
are discussed in more detail thereatfter).

+« Eamings at the regulated natural gas utility ssgment increased $55.8 miflion, driven by the
inclusion of PGL end NSG for all of 2008 compared with only a partial year of operations in 2007
and by the positive impact of PGL's 2008 rate increase. From 2007 to 2008, eamings related to
PGL and NSG increased $43.3 million. Also positively impacting earnings was an increase in
natural gas sales volumes at WPS, MERC, and MGU, which drove a $6.6 miliion after-tax increase
in margin. .

« Eamings at the regulated electric utility segment increased $5.2 million, driven by a $7.0 million
after-tax decrease in electric maintenance expenses, an approximaie $6 milion after-tax positive
impact related to retail electric rate increases, and an approximate $& million after-tax increase in
wholesale margins, partially offset by an $8.3 million after-tax increase in electric transmission
expenses and an approximate $7 million aftertax decrease in margin due to lower residential and
commercial and industrial sales volumes as a result of cooler weather during the cooling season
and customer conservation efforts.

« Eamings at Integrys Energy Services decreased $159.5 miliion, driven by a $131.0 million after-tax
decrease in Integrys Energy Services' margin year-over-year, primarily related to non-cash
accounting lceses due to derivative fair value and inventory valuation adjustments, partially offset
by an increase in retail electric margin. Also contributing to the decrease in integrys Energy
Services' earnings was a $13.4 million after-tax increase in operating and maintenance expenses,
the year-over-year impact of the recognition of $17.1 million of after-tax eamings from Integrys
Energy Services' investment in a synthetic fuel production facility in 2007, and 2 $10.9 million
decrease in aftertax income from discontinued operations as a result of the sale of Niagara
Generation, LLC in 2007. Partially offsetting the decrease in earnings was the recognition of
$10.0 million of investment tax credits reiated to solar projects completed in the fourh quarter of
2008.

«  Eamings at the oil and natural gas operations segment decreased $56.0 million. In connection with
the PEG merger, Integrys Energy Group announced its intent to divest of PEC's ofl and natural gas
production operations, PEP. PEP was sold in the third quarter of 2007. In 2007, PEP recognized
earnings of $56.0 million, including $58.5 million of earnings reported as discontinued operations.
The sale of PEP resulted in a $7.6 million after-tax gain in 2007.

« Eamings at the electric transmission invesiment segment increased $9.4 million year-over-year,
due to an increasa in income fram Integrys Energy Group's ownership interest in ATC.

+ Net loss at the holding company and other segment decreased $20.2 million, driven by lower

oparating expenses at the holding company, partially offzet by the negative year-over-year impact
on operating income of the reallocation of external costs to achieve merger synergies in 2007.
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»  Diluted eamings per share was impacted by a 5.2 million share (7.2%) increase in the weighted
average number of cutstanding shares of Integrys Energy Group common stock from 2007 to 2008.
Integrys Energy Group issued 31.9 million shares of common stock on February 21, 2007, in
conjunction with the PEC merger. Additional shares were also issued under the Stock Investment
Plan and certain siock-based empioyee benefit plans in 2007.

Uthity Operations

For 2008 and 2008, utility operations included the regulated natural gas utility segment, consisting of the
natural gas operations of PGL, WPS, MERC, MGLU, and NSG, and the regulated electric segment,
consisting of the regulated electric operations of WPS and UPPCO. The regulated natural gas operations
of WPS, MERC, and MGU were included in results of operations for all of 2007, while the regulated
natural gas operations of PGL and NSG were included in results of operations beginning on

February 22, 2007.

Regulated Natural Gas Utility Segment Operations
Change In Change in

Year Ended Doecomber 31 2009 Over 2008 Over

{Millions, except degree days) 2009 2008 2007 2008 2007
Revenues $2,237.5 $3,025.9 $2,103.7 {26.1)% 43.8 %
Purchased natural gas costs 1,382.0 21477 1,453.5 (35.7)% 47.8 %
Margins 855.5 &78.2 650.2 (2.6)% 35.1%
Operating and maintenance expense 532.6 539.1 427.4 (1.2)% 26.1%
Goodwill impairment loss 291.1 6.5 - 4,378.5 % NfA
Resfructuring expanse 69 - - N/A NIA
Depreciation and amortization expenss 106.1 108.3 97.7 (2.00% 108 %
Taxes oiher than income taxes 334 32.1 33.1 4.0 % (3.0¥%
Operating income {loss) {114.6) 182.2 92.0 NIA 108.9 %
Miscellansous income 31 7.0 55 {55.71)% 273%
Interest expense (52.2 {56.6) {53.4) {7.8)% 6.0 %
Other expense {49.1) {49.6) {47.9) {1.00% 3.5 %
Income (loss) before taxes $ (163.7} $ 1426 § 441 N/A 2234 %
Throughput In therms

Residential 1,602.8 1,708.9 1,251.8 (8.2)% 38.5%
Commercial and industria! 501.4 §50.8 439.2 {2.0)% 25.4 %
interruptible 51.3 B0.1 50.4 {14.8)% 1.2 %
Interdepartmental 8.5 286 471 (66.8)% (39.3)%
Transpornt 1,641.6 1,834.0 1,505.6 (10.5)% 21.8%

Total sales in therms 3,806.6 4,182.4 3,303.1 {D.0)% 266 %
Weather
Average heating degree days 7,061 7,257 NM® (2.7)% N/A

Y See Mote 10, "Goodwill and Other Intangible Asssts,” for more information.
2 Qee Note 3, "Reskrugiuring Expenss,” for more information,
™ Noi meaningful as the PEC merger was completed on February 24, 2007,
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2009 Compared with 2008

Revenuess

Regulated natural gas utility segment revenue decreased $788.4 million, driven by:

o An approximate $548 million decrease in revenue as a result of an approximate 30% decrease in the
average per-unit cost of natural gas sold by the regulated natural gas utilities during 2009 compared
with 2008. For all of Integrys Energy Group's regulated natural gas utilities, prudently incurred natural
gas commodity costs are passed directly through to customers in current rates.

» An approximate $166 million decrease in revenue as a result of lower year-over-year natural gas
throughput volumes, driven by:

- An approximate $83 million decrease related to lower overall volumas, including residential
customer volumes, resulting from customer conservation and efficiency efforts. Lower volumes
were also driven by decreased commercial and industrial customer volumes resulting from reduced
demand related to changes in customers’ plant operations and a decline in customer base at PGL
and MGU, both of which Integrys Energy Group attributed 1o the general economic slowdown.

- An approximate $70 million decrease as a result of warmer year-over-year weather during the
heating season as indicated by the 2.7% decrease in average heating degree days.

- An approximate $12 million decrease relaied o a reduction in volumes soid to the electric utility
sagment driven by the availability of lower cost power from MISC, rasulting in a decrease in the
nead for the electric utility to run its natural gas-fired paaking generation units.

- This decrease in revenue was partially offset by the $6 million positive impact of decoupling
mechanisms that were first effective for PGL and NSG on March 1, 2008, and for WPS on
.+ January 1, 2009. Under dacoupling, these utilities are aliowed to defer the difference between the
actual and rate case authorized defivery charge components of margin from certain customers and
adjust future rates in eccordance with rules applicable to each jurisdiction.

¢ An approximate $20 million year-over-year net decrease in revenue from lower recovery of
environmental cleanup expenditures at PGL and NSG related to former manufactursd gas plant sites,
partially offset by higher recovery of EEP expenses. The EEP program was established in the 2008
PGL and NSG rate cases and is designed {0 encourage energy efficiency initiatives.

o The decrease in revenue was partially offset by the approximate $29 million year-over-year net positive
impact of natural gas distribution rate cases and changes in rate design at the regulated natural gas
utilities. See Nota 24, "Regulstory Environment," for more information on these rate cases.

- Effective January 14, 2009, MGU received a final rate order from the MPSC for & natural gas
distribution rete increase. On June 28, 2008, MERC received a final rate order granting a natural
gas distribution rate increase. Prior to this final order, MERC had been granted interim rate relief
effective October 1, 2008. Together, these rate increases had an approximate $19 miliion positive
impact on revenue. -

- In 2008, PGL and NSG received the full impact of their 2008 natural gas distribution rate orders,
which were effective February 14, 2008, and drove an approximate $5 million increase in revenue
year-over-year.

- Effective January 1, 2003, the PSCW required WPS to change its retail naturai gas distribution rate
design which incorporates higher volumetric rates and lower fixed customer charges. 1n 2009,
revenue increased approximately §5 million related to this change in rate design.
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Margins

Regulated natural gas utility segment margin decreased $22.7 million, driven by:

An approximate $27 million year-over-year decrease in margin resulting from the 9.0% decrease in
natural gas throughput volumes attributed o ihe negative impact of the generat economic siowdown,
customer conservation and efficiancy efforts, and warmer year-over-year weather. This decreass in
margin includes the impact of decoupling mechanisms that were first effective for PGL and NSG on
March 1, 2008, and for WPS on January 1, 2008. The decoupling mechanism for WPS's natural gas
utility includes an annual $8.0 million cap for the deferral of any excess or shortfall from the rate case
authorized margin. Approximately $7 million of additional margin was recognized at WPS due to a
shortfall from the rate case authorized margin during 2009.

An approximate $20 million year-over-year net decrease in margin due to lower recovery of
environmental cieanup expenditures at PGL and NSG related to former manufactured gas plant sites,
pariially offset by an increase in recavery of EEP expenges. This decrease in margin was offset by a
net decrease in operating expense from both the amortization of the related regulatory asset and EEP
expenses and, therefore, had no impact an eamings.

An approximate $2 million year-over-year decrease in margin at MGU related to an adjustment in the
third quarter of 2008 for recovery of ptior natural gas costs in a MPSC proceeding.

The decrease in margin was partially offset by the approximate $29 million net positive year-over-year
impact of rate orders and impacis of rate design changes at the reguiated natural gas utilities.

Overaling Income (Loss}

Operating results at the reguiated natural gas utility segment decreased $306.8 million, from operating
income of $192.2 million in 2008, to an operating loss of $114.6 million in 2009, This decrease was
primarily driven by a year-over-year increase in non-cash goodwill impaimnent losses of $284.6 million
and the $22.7 million decrease in natural gas margin, partially offset by a $0.5 million decrease in other
operating expenses. See Note 10, "Goodwill and Othsr Intangible Assets," for information related to the
goodwill impaimment losses recarded in 2009 and 2008.

The year-over-year decrease in other ¢perating expenses primarily related to:

An approximate $20 million net decrease in amoriization of the regulatory asset related to
environmental cleanup expenditures of manufactured gas plant sites, partially offset by an increase in
EEP axpenses. Both of these costs were recovered from customers in rates.

A $17.7 million decrease in bad debt expense driven by the impact lower energy prices had on overall
accounts receivable balances and the implementation of bad debt expense tracking mechanisms at
PGL, NSG, and MGL. PGL and NSG elacted during the third quarter of 2008, under a new lilinois
state law, {o file for recovery from or refund to customers the difference between actual bad debt
expense reported as a component of eamings and the bad debt expense included in utility rates
retroactive to January 1, 2008. Bad debt expense aiso decreased as a result of MGU's rate order
effective January 1, 2010, which established a bad debt expense tracking mechanism that allows for
the deferral and subsequent recovery or refund of 80% of the difference between actual bad debt
write-offs (net of recoveries) and bad debt expense included in utility rates. The bad debt mechanism
allowed recovery cf a portion of the December 31, 2009 accounts receivable reserve representing
future bad debt write-offs. The decreass in bad debt expense atiributed to the implementation of bad
debt expense tracking mechanisms at the natural gas utilities was $9.3 million,

These decreases were partially coffset by:
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- A $13.4 million increase in employee benefit costs, partially related to an increase in pension
expense resuiting from negative pension investmeant returns in 2008, as well as higher health care
related expenses in 2009,

- Restructuring expenses af $6.2 miliion related to a reduction in workforce. See Note 3,
"Restructuring Expense,” for more information.

- A $5.5 million increase in natural gas maintenance costs, primarily related to increased system
inspection and maintenance regquirements.

- A $5.0 million increase in expenses related to workers compensation claims.
- A $3.0 miliion charge related to an expected seftflement at PGL and NSG.

- A $2.5 million increase in amortization of a regulatory asset related to conservation program
initratives.

2008 Compared with 2007

Revenues
Reguiated natural gas utility segment revenue increased $922.2 million, driven by:

s A combined increase in PGL and NSG nalural gas utility revenue of $780.5 million, from
$1,118.5 million during 2007, to $1,899.0 million during 2008. The increase in revenue at both of
these natural gas utifities was driven primarily by the fact that they were not included in regulated
nztural gas utility results until after the PEC merger on February 21, 2007. Other factors that
contributed to this combinad incraase include:

- PGLl's annualized rate increase effective February 14, 2008, which increased revenue »
year-over-year by approximately $61 miliion. See Note 24, "Regulatory Environment " for mare
information on the PGL and NSG rate casss.

- Higher year-over-year natural gas prices. Increases in natural gas commodity costs are passed
directly through to customers in rates.

- Colder weather during the 2008 heating season, partially offset by energy conservation efforis
by natural gas utility customers and a larger number of customer disconnections, which Integrys
Energy Group believes resulted from high energy prices and a general slowdown in the
ecanomy.

« Anincrease in natural gas revenue of $141.7 million at the remaining natural gas utilities (WPS,
MERC, and MGU) from $985.1 million during 2007, to $1,126.8 miliion during 2008, which resulted
primarily from:

- A combined $112.2 million increase in revenue driven by the approximate 13% increasa in the
* per-unit cost of natural gas in 20038 compared with 2007.

- A $43.4 million increase in revenue from colder weather during the 2008 heating season
compared with 2007, evidenced by an approximate 11% year-over-vear increase in heating
degree days across these three ufilities.

- Anincrease in revenue from MERC's interim rate increase, effective Qctober 1, 2008, for retail
natural gas customers.
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- The combined increase in revenue at WPS, MGU, and MERC, was partially offset by a
$17.9 million decrease in revenue driven by a decrease in year-over-year volumes normalized
for the impact of weather, $15.6 million of which was driven by a 39.3% decrease in natural gas
throughput valumes sold by WPS to its electric utility segment. The decraase in volumes sold to
the electric utility segment was a rasult of a decrease in the need for the electric utility to run its
peaking generation units during the 2008 summer cooling season because of cooler
year-over-year weather. Additional electricity was also availabte within the elactric utility
segment from Weston 4, a coal-firad generating facility that became commercially operational in
June 2008. The remaining decrease in weather normalized volumes was driven by energy
conservation efforts of residential customers and a larger number of customer disconnections
year-over-year, which Integrys Energy Group believes resulted from high energy prices and a
general slowdown in the economy.

Marging
Regulated natural gas utilty segment margin increased $228.0 million, primarily due to:

e Anincrease in the combined margin at PGL and NSG of $208.6 million, from $387.2 mitlion in 2007
to $595.8 million:in 2008. The increase in combined margin was driven by:

- The acquisition of PGL and NSG on February 21, 2007. The combined operations for the entire
heating season were included in the 2008 natural gas uiility margin. However, only operations
from the merger date through December 31, 2007, were included in the 2007 netural gas utility
margin. Due te the seasonal nature of natural gas utilities, higher margins are generally derived
during the heating season (first and fourth quarters).

- The 2008 rate increase for PGL which resulted in an approximate $61 million increase in margin.

- Coldar than normal weather experienced by both PGL and NSG resulted in an approximate
$7 million increase in 2008 margin before the decoupling mechanism went into effect on
March 1, 2008.

s An increase in natural gas margin of $19.4 million at the remaining natural gas utilities (WPS, MERC,
and MGU), primarily driven by:

- A combined 5.2% increase in natural gas throughput volumes at WPS, MERC, and MGU, which
had an approximate $11 million positive impact on natural gas utility margins. Colder
year-over-year weather had an approximate $14 million positive impact on margins. Partially
offsetting the positive impact of colder weather, weare energy conservation efforts by residential
customers and a larger number of customer disconnections year-ovar-year, which had an
approximate $3 million negative impact oh margins.

- The interim rete increase for MERC, effective Oclober 1, 2008, which had a posifive impact on
natural gas margin.

- An approximate $2 million year-over-year increase in margin at MGU related to an adjustment for
recovery of prior natural gas cosis in an MPSC proceading.
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Hng In

Operating income at the regulated natural gas utility segment increased $100.2 miliion, driven by the
$228.0 million increase in the natural gas utility margin, partially offset by a2 $127.8 million increase in
operaling expenses,

The increase in operating expanses was primarily related fo an increase in combined operating expenses
at PGL and NSG of $125.8 million, from $368.7 million for 2007 to $494.5 million for 2008.

The increase in operating expenses related to PGL and NSG was primarily driven by:

L

The acquisition of these natural gas ufilities on February 21, 2007. As a result, operating expenses
for the period January 1, 2007 to the acquisition date were not included in the 2007 operating resulis.

A non-cash goodwill impairment charge of $6.5 million recognized in the second quarter of 2008
related to NSG.

A combined increase in bad debt expense, driven by the impact of high energy prices and worsening
economic cenditions on overall accounts receivable balances.

Other Expense

Other expense at the regulated natural gas utilities increased $1.7 million, driven by a $3.2 million
increase in interest expense, partially offset by a $1.5 million increase in miscellaneous income. The
increase in other expense was a result of:

A $B6.41 million increase n combined interest expense at PGL and NSG, from $30.3 million in 2007 to
$36.4 million in 2008. The increase in interest expense at PGL and NSG is primarily due to the fact
that these utilities were first acquired on February 21, 2007, and, tharefors, did not raecognize a full
year of interest expense in 2007. ,The increase in interest expanse was also due to additional
long-tenm debt borrowings and higher interest rates on new and remarketed long-term debt,

The increase in other expense was offset by:

- A 52.B million increase in AFUDC at WPS related to the construciion of natural gas laterals for
connection to the Guardian Il pipeline.

- A decrease in interest expense resulting from a decrease in shori-term borrowing levels and a
decrease in interest rates for WPS's natural gas segment.
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Regulated Electric Utility Segment Operations

Changein Change in

Year Ended December 31 2008 Over 2008 Over
_{Miilions, except degree days) 2008 2008 2007 2908 2007
Revenues $1,301.6 $1,3289 $1,246.1 (2.1)% 6.6 %
Fuel and purchased powsr costs 584.5 851.5 636.5 {10.3)% 24 %
Margins 7171 677.4 609.6 5.9% 11.1%
Operating and maintenance expense 3920 375.3 321.1 4.4 % 16.9 %
Restructuring expense 8.6 - - N/A N/A
Depreciation and amortization expense 90.3 843 80.1 7.1% 52 %
_Taxes other than income taxes 46.5 44.3 43.2 52 % 2.5%
Operating income 179.6 173.5 165.2 3.5% 50%
Miscellaneous income 4.8 6.0 8.3 (20.01% (27.71%
Interest expense 41.6) {26.7) (32.4) 13.4 % 13.3%
Other expense 36.8) {30.7) (24.1) 19.9 % 27.4%
Incame before taxes $ 142.8 $ 1428 $ 1411 - % 1.2 %
Sales in kilowati-hours
Residential 3,043.0 3,064.5 31736 {0.7)% (3.4)%
Commuercial and industrial 8,155.5 86328 8,750.9 (5.5)% (1.3)%
Wholesale 5,079.1 47846 40249 6.6 % 18.4 %
_Other 40.0 426 42.4 {6.1% 0.5 %
Total sales in kilowah-hours 16,317.6 16,504.5 159918 {(1.1% 32%
Waather - WPS:
Heating degree days 7,962 7,969 7,102 {0.10% 12.2 %
Cooling degree days 24 464 634 (40.9)% (26.8)%
Weather — UPPCO:
Heating degree days 9.317 9,348 8,625 {¢.3)% 84 %
Cooling degree days 99 138 352 (28.3)% (60.8)%
2009 Compared with 2008
Revenyes

Regulated slectric utility segment revenues decreased $27.3 million, driven by:

» A 5.5% decrease in commercial and industrial sales volumes and a 0.7% decrease in residential
sales volumes, which resulied in an approximate $23 million year-over-year decrease in revenue,
after the impact of decoupling. The primary drivers of the decrease were:

- An approximate $31 million year-over-year decrease due to lower demand related to changes in
commercial and industrial customers’ plant operations, which Integrys Energy Group attributed
mainly to the genera! economic slowdown.

- An approximate $6 million decrease primarily related to cooler year-over-year weather during the
cooling season as evidenced by the decrease in cooling degree days at both WPS and UPPCO.
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- These decreases in volumes were partially offset by the $14.0 million impact that decoupling,
which went into effect oh January 1, 2008, had on WPS's revenue. Under decoupling, WPS is
allowed to defer the difference between its actual margin and the rate case authorized margin
recognized from residential and small commercial and industrial customers. This four-year pilot
program for electric decoupling has an annual $14.0 million cap for the deferral of any excess or
shortfall from the rate case authorized margin. This cap was reached during the second quarter
of 2009; therefore, no additional decoupling deferral was allowed for additional shartfalls from
authorized margin for the second half of the year,

An approximate $22 million year-over-year reduction in revenue related to refunds due to customers
in both 2009 and 2008 related to WP S's over-collection of fuel costs. On Apiil 23, 2009, the PSCW
made 2009 fuel cost recovery subject to refund, effective April 25, 2009, as actual and projectad fuel
costs for the remainder of the year were estimated to be below the 2% fuel window. See Note 24,
"Reguilatory Environment," for more information on WPS's fuel window.

An approximate $14 million year-over-year decrease in opportunity sales driven hy lower demand
and the availability of iower cost power from the MISO market,

These decreases in regulated electric utility segment revenus were partially offsst by:

- Ap approximate $19 million increase driven by higher wholesale volumes due to an increase in
contracted sales volumes to a large wholesale customer and an increase in the wholesale
demand rate, effective January 1, 2009, o recover costs related to Weston 4.

- An approximate $15 million increase in revenue from the combined effect of the July 4, 2008 fuel
surcharge, a pottion of which was incorporated into WPS's 2009 non-fuel base retail electric
rates, and the full year's benefit of the 2008 retail electric rate increase, effective
January 18, 2008, for WPS.

Margins
The regulated electric utility segment margin increased $39.7 miilion, driven by:

An approximate 520 million year-over-year increase in margin from wholesale customers refated to
increases in contracted sales volumes with an existing customer and an increase in the wholesale
demand rate, effective January 1, 2009, t0 recover costs related to Weston 4.

An approximate $14 million year-over-year increase in margin from the combined effect of the

July 4, 2008 fuel surcharge, a portion of which was incorparated into WPS's 2008 non-fuel base retail
electric rates, and the full year's benefit of the 2008 retail electric rate increase, effective

January 16, 2008, for WPS.

An approximate $11 million year-over-year increase in WPS's regulated electric utility margin due fo
fuel and purchased power costs that wera approximately $12 million iower than what was recovered
in rates during 2009, compared with fuel and purchased power costs that were approximately

$1 million lower than what was recovered in rates during 2008.

The increase in margin was partially offset by an approximate $4 million year-over-year decrease in
margin, after the impact of the WPS decoupling mechanism, caused by a 4.3% year-over-year
decrease in sales volumes to residential and commercial and industrial customers. The $14.0 million
impact of decoupling partially offset the approximate $18 miliion decrease in margin due to lower
sales volumes, which was attributed to the general economic siowdown and cooler year-over-year
weather during the cooling season.
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QOperating Income

Opearating income at the reguiated electric utility segment increased $6.1 million, driven by the $39.7 million
increase in margin, partially offset by 2 $33.6 million increase in operating expenses.

The increase in operating expanses was driven by:

+ $8.6 million in restructuring eéxpenses related to a reduction in workforce. See Note 3, "Resfructuring
Expense," for more infarmation.

+ An $8.2 million increase in electric maintenance expenses at WPS, primarily relsted to a greater
number of plannad outages at the generation plants during 2009, compared with 2008.

« An $8.1 million increase in employee benefit costs, primarily related to an increase in pension expense
driven partially by negative pension invesiment returns in 2008, as well as higher health care related
expenses in 2009.

+ A $5.6 million increase in depreciation and amortization expense at WPS, primarily related to
Westion 4 being placed in service for accounting purposes in April 2008,

Other Expense
Other expense at the regulated elactric utilities increased $6.1 million, driven by:

¢ A 3$4.9 million increase in interest expense, primarily related to increased iong-term borrowings at
WPS in December 2008. The additional borrgwings were utilized to fund various construction
projects, most notably the Crane Creek wind generation project in lowa.

e A $2.5 million decrease in interest eamed on the transmission facilities WPS funded on ATC's behalf.
WPS was reimbursed by ATC for these transmission facilities in April 2008.

2008 Compared with 2007
evenises
Regulated electric utility segment revenue increased $82.8 million, driven by:

s A 3.2% increase in electric sales volumes, which resulted in an appraximate $26 million increase in
revenue year-over-year, related to:

- An 18.4% increase in wholesale volumes year-over-year, which drove an approximate
$48 miliion increase in revenus. There was an approximate $36 million increase in opportunity
sales year-over-year as the electric utility had more iow-cost generation with Weston 4 becoming
commercially operational in 2008, combined with available capacity from lower sales volumes to
residential customers. |n addition, WPS experienced an approximate $12 million increase in
wholesale revenue, driven by higher contracted sales valumes to a large wholesale customer
year-over-year.
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- Theincrease in revenue related to wholesale volumes was partially offset by a 3.4% decrease in
residential sales volumes and a 1.3% decrease in commercial and industrial sales volumes
year-over-year, which drove an approximate $22 million decrease in revenue. Of this dacrease
in revenue, approximately $13 million related to anergy conservation efforts on the part of
residential customers, which is believed to be the result of high energy prices and the general
econornic slowdown. Approximately $6 million related to decreased demand by commercial and
industrial customers in the third and fourth quarters of 2008 as the economy weakened. In
addition, cooler weather during the 2008 cooling season compared with 2007 contributed
approximately $3 million to the decrease in revenue.

An interim fuel surcharge approved by the PSCW for WPS's retail electric customers effeciive
March 22, 2008, related to higher fuel and purchased power costs. In addition, a surcharge increase
was approved by the PSCW effective July 4, 2008. Both orders combined had an overall impact on
revenue of approximately $25 million. Contributing factors in this rate chanhge were increased
purchased power costs due to lower-than-expected generation from the new Weston 4 powar plant
during the start-up phases, increased coal and coal transporiation costs, and increased natural gas
costs. On September 30, 2008, the PSCW reopened the 2008 fuel surcharge to review forecasted
fuel costs as WPS's current and anticipated annual fuel costs were below those projected in the fuel
surcharge. As a result of these lower costs, WPS accrued at December 31, 2008, a refund payabla
in 2008 to its electric customers of approximately $5 million, which is excluded from the $25 million
noted above. See Note 24, "Reguiatery Environment,” for mare information on WPS's interim fuel

surcharges.

A retail eleciric rate increase, effective January 16, 2008, which contributed an approximate

$23 miliion increase in revenue. The full benefit of the 2007 retall electric rate increase, effective
January 12, 2007, also contributed to the incraass in revenue year-over-year. Per the PSCW's order
approving the PEC merger, WPS was not permitted to increase its base rates for natural gas or
electric service prior to January 1, 2009, However, WPS was allowed to adjust rates for changes in
purchased power costs as well as fuel costs related to electric generation due 1o changes in NYMEX
natural gas futures prices, delivered coal prices, and transmission costg. The increase also included
recovery of deferred 2005 and 2006 MISO Day 2 costs over a one-year period. See Note 24,
"Regulatory Environment," for more information on WPS's rate increase.

An approximate $5 million incraase in revenue at UPPCO related to increased energy and
transmission costs in 2008 compared with 2007. Increases in fuel and purchased power costs at
UPPCO are passed directly through {o customers in rates,

Marging

The regulated electric utility segment margin increased $67.8 million, driven by an increase in alectric
margin at WPS. The $68.4 million increase in the electric margin at WPS was a result of:

A $54.0 miliion partial refund to Wisconsin retail customers in 2007 for their portion of proceeds from
the liquidation of the Kewaunee nonqualified decommissioning trust fund. Pursuant to regulatory
accounting, the decrease in the 2007 margin related to the refund was offset by a corresponding
decrease in operating and maintenance expense in 2007 and, therefore, did not have an impact on
earnings. WPS completed this refund in 2007.

An approximate $10 million increase in margin from the 2008 retail siectric rate increase effective
January 15, 2008, and the full benefit of the 2007 retail slactric rate increase effective
January 12, 2007.

An approximate $10 million increase in margin driven by higher contracted sales volumes to a large
wholesale customar year-over-year.
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e An approximate $5 milion increase in regulated electric utility margin year-over-year driven by fuel
and purchasad power costs that were approximately $1 million lower than what was recovered in
rates during 2008, compared with fue! and purchased power costs that were approximately
$4 million higher than what was recovered in rates during 2007. As a resuli of approximately
$23 million of under-recovered fuel and purchased power costs in 1he first quarier of 2008, the
PSCW approved an interim rate surcharge effective March 22, 2008, and subsequently approved a
higher final surcharge effective July 4, 2008. The $5 million increase in electric margin includes
lower fuel costs from tha fuel window reset and the net impact of the refund accrued at
December 31, 2008, payable in 2008 to electric customers from the recpening of the 2008 fual
surcharge on September 30, 2008, by the PSCW.

»  These increases in the electric margin were partially offset by an approximate $11 million dacrease
in margin due to a decline in residential and commercial and industrial sales volumes. Of this
decrease, approximately $8 million related to energy conservation efforts on the part of residential
customers, which is believed to be the result of high energy prices and the general economic
slowdown. Appreximately $1 million related to decreased demand by commercial and industrial
customers in the third and fourth quarters of 2008 as the economy worsened. |n addition, cocler
weather during the 2008 cooling season compared with 2007 contributed approximately $2 million o
the decrease in gross margin.

Operating Income

DOperating income at the reguiated electric utility segment increased $8.3 million, driven by the $67.8 miliion
increase in the electric utility margin, partially offset by a $59.5 million increase in operating expenses.

The increase in operating expenses was driven by:

s A $54.0 million year-over-year increase related to the partial amortization in 2007 of the regulatory
liabiiity previousiy recorded for WPS's obligation to refund proceeds received from the liguidation of
the Kewaunee nonqualified decommissioning trust fund to Wisconsin retail electric ratepayers.

+ A $13.8 million increase in electric transmission expenses, primarily related to higher rates charged
by MISC and ATC due to additional transmission costs.

e A $6.1 million increase in cost of capital and depreciation expense charged by IBS for assets
fransferred from WPS to IBS in the beginning of 2008 and reported as operating and maintenance
expense in 2008. Similar costs were reported as depreciation and amortization expense in 2007,
prior to the start-up of IBS.

¢ A $4.2 million increase in depreciation and amortization expense, primarily related to $9.2 million of
deprecigtion expense from Westion 4 heing placed in service for accounting purposes in April 2008,
partially offset hy a decrease in depreciation related to assets transferred to IBS and reported in
operaling and maintenance expense in 2008. -
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These increasas in operating expanses were partially offset by:

An $11.6 million decrease in electric maintenance expenses at WPS, primarily due to major planned
outages at the Weston 2 and Weston 3 generation stations, the De Pere Energy Center, and the
Pulliam generation station, as well as several unplanned cutages at the Weston 3 generation station
in 2007, compared with fawer cutages in 2008,

A decrease in external costs to achieve merger synergies of $6.6 million related to the merger with
PEC., from $12.3 million in 2007, to $5.7 million in 2008. This decrease occurred primarily because
alt external costs to achieve merger synergies incurred from July 2006 through March 2007 were
realiocated in 2007 from the holding company segment to the other reportable segments, including
the regulated electric segment. These reportable segments are the beneficiaries of the synergy
savings rasulting from the costs to achieve merger synergies. In addition, the reduction in 2008
external costs to achieve merger synergies was due to less integration work required in 2008
compared with 2007,

Qther Expense

Other expense zt the regulated electric utilities increased $6.6 million, driven by a $4.3 million increase in
interest expense and a $2.3 million decrease in miscellaneous income.

The increase in interest expense was due to higher long-term borrowings at WPS, primarily utilized to
fund various construction projects and to retire short-term borrowing levals related to construction.

The decrease in miscellaneous income was driven by:

- A §1.4 million decrease in interest income recognized related to the construction of transmission
facilities WPS funded on ATC's behalf related to Weston 4. WPS was reimbursed for these
transmission facilities by ATC in April 2008.

- A $1.8 million gain on the sale of a generation facility by UPPCQ in Jduly 2007.

- The decrease in miscellaneous income was partially offset by an increase in AFUDC related to the
wind generation project.

Integrys Energy Services' Operations

Integrys Energy Services is a diversified nonregulated energy supply and services company serving
residential, commarcial, and industrial customers. See "infroduction,” for a discussion of the revised
strategy for integrys Energy Services.
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r Ended D r31 Changein Change in
2069 Over 2008 Over
(Millions, except natural gas sales volumes} 2008 2008 2007 2008 2007
Revenues $3,994.0 $9.735.2 $6.979.7 (50.0)% 39.5%
_Cost of fuel, natural gas, and purchased power 3,696.1 9,649.5 66756 {61.71% 445 %

Margins 297.9 85.7 304.1 247.6 % {71.8)%
Margin Detail

Eiaciric and other margins 1901 (15.7) 164.8 N/A N/A

Natural gas margins 107.8 101.4 139.2 6.3 % {27.2)%
Operating end maintenance expense 190.8 181.7 150.4 50% 14.0%
Restructuring expanse 272 - - NIA NIA
Loss on Integrys Energy Services dispositions related to

sirategy change 289 - - N/A NIA
Depreciation and amortization 193 4.5 14.4 331% 0.7 %
Taxes other than income taxes 74 7.8 7.1 (5.11% 9.9%

_Operating iIncome {ioss) 24.3 (118.3) 123.2 N/A N/A

Miscellaneous Income (expense) 8.0 87 0.3 31.00% N/A
interest expense (13.1) {12.1) {13.5) 83% {10.4)%
Other expense (7.1} (3.4 {13.8) 108.8 % {75.4)%
income (logs) before taxes $ 172  § (121.7) $ 1004 N/A NIA
Gross volumes (includes valumes both physically

deliverad and net sattied)
Wholesale electric sales volumes in kwh 22.178.5 184,446.3 132,623.6 205 % 30.1 9
Retail electric gales volumes in kwh 15,2643 16,6809 14,8497 (8.5)% 123%
Wholesale nalural gas sales volumes in bcf 424.0 642.8 4831 (34.00% 331%
Retail natural gas sales volumes in bef 239.3 338.2 3888 {29.5)% {8.00%
Physical volumes {Includes only transactions settled

physically for the periods shown)
Wholesale eleciric sales volumes in kwh * 3,865.2 4,634.1 3,580.7 (14.4)% 287 %
Retall elecinic sales volumes in jowh * 15,045.3 16,561.3 14,584 .4 8.2)% 13.6 %
Whotesale natural gas sales volumes in bef * 402.5* 5949 4456 (32.3)% 3B5%
Retail natural gas sales volumes in bef * 238.7 336.0 310.4 (20.6)% 5.2%

* Represents gross physical valumes.
kwh = kiloweti-hours
bof — billion cubic feat

2009 Compared with 2008

Revenues

» Revenues decreased $5,741.2 miliion in 2009, compared with 2008, primarily due to:

- Lower energy prices, as the average market price of natural gas and electricity decreased
approximately 45% and 40% year-over-year, respectively.

- Lower sales volumes, as wholesale transactions were scaled back in conjunction with the global
credit crisis in the latter half of 2008, and continue to be scaled back with Integrys Energy
Services' strategy change and ultimate decision to exit its wholesale natural gas and electric
businesses. Sea "Introduction” above and Note 4, "Dispositions," for a discussion of the current

strategy for Integrys Energy Services.

Margins

Changes in commodity prices subject a portion of the nonnegulated operations to eamings volatility,
driven primarily by its whoiesale trading and marketing operations. [niegrys Energy Services uses
financial instruments to economically hedge risks associated with physical transactions. The financial
instruments essentially lock in margin on these transactions by mitigating the impact of fluciuations in

45-



ATTACHMENT ¢

market conditions, changing commeodity prices, volumetric exposure, and other associated risks.
Because many of the derivative instruments utilized in these transactions may not qualify, or are not
designated, as hedges under GAAP, reported earings for the Integrys Enargy Services segment
includes changes in the fair values of many of the derivative instruments. These values may change
significantly from period to period and are reflected as unrealized gains or losses within margin.
Fluctuations in the fair value of the nonderivative instruments {such as certain customer contracts, as well
as natural gas storage and transportation contracts) do not impact margin until settlement, as these
transactions do not meet the GAAP definition of derivative instruments.

Integrys Energy Services' margins increased $212.2 million in 2009, compared with 2008. The significant
items contributing tc the change in margin were as follows:

Electric and Other Margins

Integrys Energy Services' electric and other margins increased $205.8 million during 2009, compared with
2008. The following iteme were the most significant contributors 1o the changs in Integrys Energy
Services' electric and other margins.

Realized wholesaie electric margin

Realized wholesale electric margin increased $18.8 million, from $58.4 million during 2008, to
$78.2 million during 2009.

Wholesale fransactions and structured origination activity were scaled back in conjunction with the global
credii crisis in the latter half of 2003 and continue to be scaled back with Integrys Energy Services'
strategy change and ultimate decision to exit its wholesale electric business. See “infroduction” above
and Note 4, "Dispositions,” for a discussion of the currant strategy for Integrys Energy Services.

in general, realized margins are impacted by transaction activity in prior periods, as Integrys Energy
Services recognizes realized margin when the contracts actually settle, which typically occurs over a
12- to 24-month pericd from the time the contract was actually entered into. In 2009, realized margins
benefited from the settiement of contracts that were entered into prior to the implementation of Integrys
Energy Services' strategy change,

Reali retail electric margin

The realized retail electric margin increased $19.7 million, from $62.3 million in 2008, to $82.0 million in
2008. The increase was driven by

¢ A $14.1 million increase in the more mature markets, such as Hiinois and New York, as Integrys
Energy Services realized the benefits of including higher capitai costs in its pricing in the first half of
the year.

o A $6.5 million increase from operations in the Texas market. This increase is a result of the positive
year-over-year impact of ower ancillary service costs compared to the prior year and the effects of
Hurricane lke in the third quarter of 2008. Hurricane lke disrupted the electric infrastructure in Texas
for a period of time, causing some of Integrys Energy Services' customers to be without electricity or
buy only a fraction of thelr normal energy usage during that period.

Retail ic fa i nts
Integrys Energy Services' margin from retail and wholesale electric fair vaiue adjustments increased

$167.3 millicn, as it recognized $137.4 million of non-cash unrealized logses related to derivative
instruments in 2008, compared with $29.9 million of non-cash unrealized gains during 2009.
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The non-cash unrealized gains and losses resulted from the application of GAAP darivative accounting
rules to integrys Energy Services' portfalio of electric customer supply contracts, requiring that these
derivative instruments be adjusted to fair market value. The fair value adjustments recorded in 2009
include margin reductions of $2.0 million related to the settiement of derivative contracts entered into with
the purchaser of the Canadian electric power portiolio, as discussed in Note 4, "Dispositions”.

Natural Gas Margine

Integrys Energy Services' natural gas margins increased $6.4 million in 2009, compared with 2008. The
following items were the most significant contributors fo the change in Integrys Energy Sarvices' natural
gas margins.

Lower-of-cost-or-market inventory adjustments

The combined effect of lower-of-cost-or-market inventory write-downs and withdrawals from storage of
natural gas for which write-downs had previously been recorted resulted in a $322.7 million
ysar-over-year increase in the natural gas margin. The average market price of natural gas decreased
approximately 5% during 2009 and decreased approximately 22% during 2008, driving a positive
year-over-year change in natural gas margins of $129.2 million related to lower-of-cost-or-market
inventory write-dovwns. These lower-of-cost-or-market inventory write-downs were required to reflect
natural gas in storage at the and of the pericd at its net realizable value, as required by GAAP. The
natural gas withdrawn from starage and sold to customers in 2009 had a $193.5 million lower cost basis
85 & result of lower-of-cost-or-market inventory write-downs recorded in prior periods. At December 31,
2008, natural gas inventory had a lower cost basis as a result of lowsr-of-cost-or-mariet inventory
write-downs recorded in prior periods of $11.6 million.

ther i il natural i

Other realized retait natural gas margins increased $17.2 million, from $51.5 million in 2008, to

$68.7 million in 2009. The increase was due to Integrys Energy Services' withdrawal of a significant
amount of natural gas during 2009 in order to improve its liquidity position, recognizing realized gains on
these natural gas storage withdrawais. Also, per-unit retail natural gas margins were higher
period-over-pericd as more recently contracted sales commitments reflect increased business risk and
financing costs in the pricing. Offsetting the increase was a decrease in Integrys Energy Services' natural
gas sales volumes year-over-year. Integrys Energy Services significantly reduced the number of natural
ges storege transactions entered into as Integrys Energy Group implemented its strategy change for its
nonregulated energy services business segment.

Other realized wholesale natural gas marains

Other realized wholesale natural gas margins decreased $23.3 million, from $64.1 million in 2008, to
$40.8 million in 2008. In conjunction with the global credit crisis in the latier half of 2008, wholesale
natural gas transactions were scaled back and continue to be scaled back with Integrys Energy Services'
strategy change and uitimate decision to exit its wholesale natural gas business. The reduced activity
had a negative impact on realized margins in 2008. See "/nfroduction” above, and Note 4, "Dispesitions,"
for a discussion of the current strategy for Integrys Energy Services.

ir value adjustment

Fair value adjustments required under derivative accounting rules primarily reiated to changes in the fair
market value of contracts utilized to mitigate market price risk associated with certain natural gas storage
contracts, as well as basis swaps utilized to mitigate market price risk associated with natural gas
transpartation contracts and cartain natural gas sales cohiracts.

The fair value adjustments (excluding lower-of-cost-or-market inventory adjustments) drove a
$310.2 million decrease in natural gas margins as unrealized losses on these instruments were
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$157.1 million during 2009, compared with unrealized gains of $153.1 million during 2008. The fair value
adjustments recorded in 2009 include & net increase in margin of $14.4 million related to the settlement of
derivative contracts entered into with the purchasers of the wholesale natural gas marketing business and
the Canadian natural gas portfalio, as discussed in Note 4, “Dispositions”.

Operating income (Loss)

Iintegrys Energy Services' operating income increased $142.6 million year-over-yaar. This increase
resuited from the $212.2 million increass in margin discussed above, partially offset by losses of

$28.9 miliion related to dispositicns completed in connection with the strategy change; $27.2 million of
restructuring expenses, which inciuded employee-related costs, the write-off of capitalized development
costs releted to software that will not be utilized because of the restructuring, and consulting and lega!
fees; a $9.1 million increase in operating and maintenance expense; and a $4.8 million increase in
depreciation and amortization expense primarily related to renewable energy asset additions.

The increase in operating and maintenance expense was driven by a one-time $8.0 million novation fee

related to an agreement with a counterparty that enabled Integrys Energy Services to consolidate certain
wholesale financial and physical contracts that were previously entered into with multiple counterparties,

allowing integrys Energy Services to reduce collateral support requirements.

See Note 3, "Restructuring Expense,” for a discussion of restructuring charges.
2008 Compared with 2007
Revenues

Revenues increased $2,755.5 million in 2008 compared with 2007, primarily due to increased volumes (in
part due to the PEC merger in 2007) and higher average sales prices in 200B. Average sales prices rose
in 2008 due to large market price increases from January 1, 2008 through June 30, 2008. Market prices
began to decline beginning in the third quarter of 2008 and continued to decline through the end of the
year to levels heiow that of January 1, 2008. Integrys Energy Services recognizes revenue at the time
energy is delivered. As a resulf, revenues at the end of the year were recognized based on the higher
market prices from contracts entered into earlier in the year.

Margins

Integrys Energy Services' margin decreased $218.4 million from 2007 to 2008. The significant items
contributing to the change in margin were as follows:

Electric and Other Margins

integrys Energy Services' electric and other margins decreased $180.6 million from 2007 to 2008. The
2008 and 2007 electric and other margin included the negative impact of $8.8 million and $15.2 million,
respectively, of amortization related to purchase accounting adjustments required as a result of the PEC
merger. The following items were the most significant contributars to the change in Integrys Energy
Sarvices' electric and other margins.

I I igingtion contracts

Reaiized gains on structured arigination transactions increased $6.2 million, from $18.1 million in 2007 to
$24.3 million in 2008. Crigination {ransactions are physical, customer-hased agreements with
municipalities, merchant generators, cooperatives, and regulated utilities. The increase was primarily due
to growth in existing markets with an emphasis on structured transactions with small environmentally
friendly generators.
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All other realized wholesale electric margin

All other realized wholesale e¢lectric margin decreased $19.4 million from 2007 to 2008. 1n general,
realized margins are impacted by trading activity in prior periods. Integrys Energy Services recognizes
realized margins when the contracts actually settle, which can lag as much as 12 to 24 months from the
time the contract was actually entered into. The reduced volume of proprietary trading that began in 2007
reduced realized margins in 2003.

Reali i ric marqin

The realized retail electric margin increased $28.1 million from $34.2 million in 2007 to $62.3 million in
2008. The change was primarily due to the following:

» An increase of $19.5 million from operations in lllinois due to the addition of new customers as a result
of the PEC merger, as well as a reduced impact from purchase accounting in 2008. .

e A $12.7 million increase due to expansion in the Mid-Atlantic region and the resolution of certain
regulatory issues in Northern Maine.

o Partially offsetting these increases was a $3.4 million decrease from operations in Texas. This
reduction was a result of higher ancillary costs in Texas and the effects of Hurricane ike, which
disrupted the electric infrastructure in Texas for a pariod of time, causing some of integrys Energy
Services' customers to be without electricity or take only a fraction of their nomnal load during that
period.

Retail and wh ale fair value adjustments

From 2007 to 2008, Integrys Energy Services' margin from electric retail and wholesale fair value
adjustments decreased $176.8 million, as it recognized $137.4 million of nan-cash unrealized losses
related to derivative instruments in 2008, compared with $39.4 million of non-cash unrealized gains
during 2007. '

Although energy prices rose approximately 20% in the first half of 2008, they declined approximately 45%
in the second half of the year, which led to the recognition of large non-cash unrealized losses in 2008 on
these electric customer supply contracts. These unrealized {osses turn around in future years as the
contracts settle. The mark-to-market activity also reflects increases in portfolio reserves in recognition of
the increased risk of credit losses and reduced market liquidity. Finally, the mark-to-market activity was
also negatively impacted as the short-term cost of borrowing increased. The discount rate is a
component of the fair value of Integrys Energy Services' derivative portfolio and, therefore, increased
interest rates resulted in a reduction in the fair value presented on the balance sheet. In 2007, energy
prices increased, resulfing in unrealized gains.

Oit option activity

(il option activity drove a §19.6 million decrease in electric and ather margins from 2007 to 2008. There
was no activity related to these oil options in 2008. Prior to 2008, oil options were utilized to protect the
value of a portion of Integrys Energy Services' Section 29/45K federal tax credits. However, companies
“can no longer generate tax credits from the production of synthetic fuel as the provisions of

Section 29/45K of the Internal Revenue Code expired effective December 31, 2007. As a result, Integrys
Energy Services exercised substantially all of its remaining oil options in 2007,

in the fourth quarter of 2005, an electricity supplier exiting the wholesale market in Maine requested that
Integrys Energy Services liquidate a firm contract to buy power in 2006 and 2007. At that time, integrys
Energy Services racognized an $8.2 million gain relaied to the liquidation of the contract and entered into
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a new coniract with another supplier for firm power in 2008 and 2007 to supply its customers in Maine.
The cost to purchase power under the new contract was mare than the cost under the liquidated contract.
The replacement contract increased the cost of purchased power needed fo serve customers in Maine by
$0.9 million in 2007. There was no impeact on eleciric margin in 2008, resuiting in 2 $0.9 million increase
in realized wholesale electric margins from 2007 to 2008.

Natural Gas Margins

Integrys Energy Services' natural gas margins decreased $37.8 million from 2007 to 2008, The 2008 and
2007 natural gas margins included the negative impact of $5.0 million and $6.1 million, respectively, of
amortization related to purchase accounting adjustments required as a result of the PEC merger. The
following items were the most significant contributors to the change in Integrys Energy Services' natural
gas margins.

Lower-of-cost-or-market inven

The spot price of natural gas decreased significantly during the second half of 2008 (below the average
cost of natural gas in inventory which Integrys Energy Services had acquired and injected earlier in 2008),
which resulted in a iower of cost or market inventary write-down, as required by GAAP. This write-down
resulted in a $160.3 million decrease in non-cash realized natural gas margins from 2007 to 2008. The
negaftive impact on realized margin reiated to these inventory write-downs was offset by unrealized gains
recognized in 2008 and 2007 on derivative instruments utilized to mitigate the price risk an natural gas
inventory underlying natural gas storage transactions (See "Fair value adjustments” below).

her reali natu & in

Other realized natural gas margins increased $8.0 million, from $107.6 million in 2007, to $115.6 miillion in
2008, primarily related to realized gains an wholesale natural gas storage transactions. In 2008, integrys
Energy Services increased its storage withdrawals which drove the year-over-year increase in other
realized natural gas margins. In addition, Integrys Energy Services placed greater emphasis on
structured wholesale natural gas transactions in 2008 in existing markets, which also contributed ta the
increase, These structured transactions involve serving customers such as regulated wilities, pipelines,
refail marketers, and other large end users of natural gas.

Spot to forward differential

Integrys Energy Services experiences earnings volatility associated with the natural gas storage cycle,
which runs annually from April through March of the next year. Generally, injections of natural gas into
storage inventory take place in the summer months and natural gas is withdrawn from starage in the
winier months. Integrys Energy Services' policy is to hedge the value of natural gas storage with
contracts in the over-the-counter and futures markets, effectively locking in 2 margin on the natural gas in
storage. However, hedge accounting rules require the natural gas in storage 1o be marked-io-market
using spot prices, while the future sales coniracts are marked-to-market using forward prices. When the
spot price of natural gas changes disproportionately to the forward price of natural gas, Integrys Energy
Services experiences volatility in its earnings. Consequently, earnings volatility may occur within the
contract period for natural gas in storage. The accounting treatment does not impact the underlying cash
flows or economics of these transactions. ‘

The natural gas storage cycle had a positive $5.5 million impact on natural gas margins from 2007 to
2008, There was no material impact on margin as a result of the natural gas storage cycie in 2007
comparad with a $5.5 million pesitive impact in 2008. At December 31, 2008, the market value of natural
gas in storage was not significantly different than the market value of future sales contracts related to the
2008/2009 natural gas storage cycle.
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Fair value adjustments

In 2008, fair value adjustments drove a $109.0 million increase in the natural gas margins as unrealized
gains on these instruments were 5$147.6 million in 2008, compared with unrealized gains of $38.6 million
in 2007.

Operating Income (L oss)

Operating income at Integrys Energy Services decreased 5241.5 million year-over-year. This decrease
resulted primarily from the $218 .4 million decrease in margin discussed above. In addition, operating and
mainienance expense increased $22.3 million, driven largely by a $9.1 million increase in bad debt
expense, $7.3 million of which resulted from the bankruptcy of Lehman Brothers in the third quarter of
2008; a £5.1 millicn increaese in broker commissions as a resutt of higher transaction volumes; and higher
amployee benefit costs.

Other Expense

Other axpenss at Integrys Energy Services decreased $10.4 miilion year-over-year. This decrease
resulted primarily from an increase in misceltaneous income of $9.0 million, driven by a $13.8 million
decrease in pre-tax net losses related to Integrys Energy Services' former investment in a synthetic fuel
facility. This increase in miscellaneous income was partially offset by a decrease of $1.5 million in foreign
currency gains related to Integrys Energy Services' Canadian subsidiaries and a $3.7 million decrease in
interest and dividend income on margin deposits.

igsion Investmant S n tions
2009 Compared with 2008
Of neome

Other income at the electric transmission investment segment increased $9.2 million during 2008
compared with 2008, due to an increase in income from Integrys Energy Group's approximate 34%
ownarship interest in ATC. The increase in income was driven by ATC's continuing capital expenditure
program, resulting in an increase in its rate base.

2008 Compared with 2007
Other Income

Other income at the electric transmission investment segment increased $15.6 million during 2008
compared with 2007, due to an increase in income from Integrys Energy Group's ownership interest in
ATC. The increase in income was driven by ATC's continuing capital expenditure program, resuliing in
an increase in its rate base.

Iding Col er S
Change in Change in
Year mber 31 2009 Over 2008 Over
{Miltlans) 2009 2008 2007 2008 2007
Operating loss $ (1.9) $ (07 $(11.8) 171.4% (84.1)%
Other expense {58.1) (53.2) (62.8) 9.2% (15.3)%
Loss before taxes ${60.0) $(53.9) $(74.6) 11.3% (27.7%
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2009 Compared with 2008

Oporating Loss

Operating loss at the hoiding company and other segment increased $1.2 miliion during 2009 compared
with 2008, driven by restructuring expenses related to Integrys Energy Group's reduction in workforce,
and by a decrease in operating income from MERC's nonutility home services business,

Other Expanse

Other expense at the holding company and cther segment increased $4.9 million during 2009 compared
with 2008, driven by a $4.3 miilion increase in interest expense at the holding company primarily due to
an increase in long-term borrowings in the second quarter of 2009 and an increase in the amortization of
deferred financing fees related to credit facilities entered into in the second quarter of 2009 and the fourth
quarter of 2008, partially offset by a decrease in interest expense on commercial paper.

2008 Compared with 2007
Operaling Loss

Operating loss at the holding company and other segment improved $11.1 million during 2008 compared
with 2007. The decrease in the operating loss was driven by:

¢ Reductions in operating expenses related to consulting fees, compensation and benefits, and
contracior costs at the hoiding company.

s  Operating income of $1.8 million generated at IBS, which related to return on capital included in
its service charges beginning in 2008.

s Pariially offsetting the decrease in operating ioss, was a $6.5 million ingrease in the
year-over-year operating loss related to external costs to achieve merger synergies associated
with the PEC merger. This increase occurred primarily because in March 2007 all external costs
to achieve merger synergies incurred from July 2008 through March 2007 were allocated from
the Holding Company and Other segment (where they were initially recorded) to the other
reportable segments, which are the bansficiaries of the synargy savings resulting from these
costs. This resulted in lower operating expenses at the Holding Company and Other segment
during 2007,

Other Income (Expe

Other income increased $9.6 million, driven by a $10.5 million decrease in external interest expense due
to lower interest rates and lower average short-term borrowings used for working capital reguirements at
Integrys Energy Group. A portion of the proceeds raceived from the sale of PEP in September 2007 was
used to pay down the short-term debt.

Provision for Income Taxes
Year End cember 31
2009 2008 2007
Effective Tax Rate 717.2% 29.1% 32.2%
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2009 Compared with 2008

The increase in the effective tax rate for 2002 was primarily related to the tax treatment of Integrys
Energy Group's $291.1 million non-cash pre-tax goodwill impairment loss. Although Integrys Energy
Group had $11.8 million of income before taxes for 2008, it recorded an $83.2 million provision for income
taxes because $186.2 million of the total pre-tax goodwill impairment loss was not deductible for income
{ax purposes.

2008 Compared with 2007

The decrease in the effective tax rate for 2008 was primarily driven by the impact of large permanent tax
deductions pertaining to items that exceaded the related book expense being applied to the lower income
before taxes in 2008, compared with 2007. In addition, in 2008 integrys Energy Group recognized

$10.0 miillion of investment tax credits related to solar projects completed in the fourth quarter of 2008.
These were offset by the reduction in Section 29/45K tax credits in 2008 due to the December 31, 2007,
axpiration of Section 29/45K of the intemal Revenue Code that made tax credits available fram the
praduction and sale of synthetic fuel. In 2007, Integrys Energy Group's ownership in the synthetic fuel
operation resutted in recognizing the tax benefit of Section 29/45K federal tax credits of $13.6 million
compared with $0.8 million of Section 29/45K tax ¢redits recognized in 2008,

Discontinued Operations, Net of Tax
2009 Compared with 2008
Incoma from discontinued operations, nst of tax, decreased $1.9 million in 2009 compared with 2008.

During 2009, Integrys Energy Services completed the sale of its energy management consulting

business. The historical financial results of this business were not significant. The gain on the sale of this
business recorded in discontinued operations during the third quarter of 2009 was $3.9 million

{$2.4 million after-tax).

During 2008, Integrys Energy Services recognized a $6.3 million ($3.8 millicn after-tax) gain an the sale of
its subsidiary, Mid-American Power, LLC, in discontinued operations when a previously contingent payment
was paid by the buyer.

For more information on the discontinued operations discussed above, see Note 4, "Dispositions,” and
Note 25, "Sagments of Business."

2008 Compared with 2007
Income from disconiinued operations, net of tax, decreased $68.6 million in 2008, compared with 2007 .

During 2008, Integrys Energy Services sok its subsidiary Mid-American Power, LLC, which owned the
Stoneman generation facility, located in Wisconsin. The historical financial results of this business ware not
significant. In the fourth quarter of 2008, Integrys Energy Services recognized a §6.3 miffion ($3.8 miliion
after-tax) gain on the sale of this business in discontinued operations when a previously contingent payment
was earned and paid by the buyer. This contingent payment resulted from legislation that passed in the
fourth quarter of 2008, which extended the production tax credits available for certain biomass facilities.

During 2007, Integrys Energy Group recognized $58.5 million of income from discontinued operations
related to the sale of PEP, which included an after-tax gain of $7.6 million on the sale. In 2008,
discontinued operations reflect the $0.8 million positive impact of tax adjustments related to the 2007 PEP
sale.

During 2007, WPS Niagara Generation, LLC recognized aftertax income of $14.8 million from
discontinuad operations, primarily related to the $14.7 miliion after-tax gain on the sale of this business.
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BALANCE SHEET

Cash and cash equivalents decreased $209.6 million, from $254.1 million at December 31, 2008, to
$44.5 million at December 31, 2008. For a detailed explanation of the change in the cash and cash
equivalents balance, see "Liguidity and Capital Resources."

Nat accounts receivabie and accrued unbilied revenues decreased $934.6 million (49.4%) from
$1,892.6 million at December 31, 2008, to $958.0 million at December 31, 2008. The decrease was
driven by a reduction in Integrys Energy Services’ wholesale transactions and natural gas storage
transactions as a result of the change in strategy for this business segment. Also contributing to the
decrease were lower revenues due to lower natural gas prices and wamer weather during the fourth
quarter of 2009, compared with the same period in 2008,

Inverntories decreased $428.5 million (58.5%), from $732.8 million at December 31, 2008, to

$304.3 million at December 31, 2009. The inventory balance at Integrys Energy Services decreased
$328.2 million (79.4%), primarily due to lower natural gas prices year-over-year and the sale of its
wholesale natural gas marketing and trading business in December 2009. See Note 4, "Dispositions," for
more information.

Goodwill decreased $281.4 miliion (31.2%), from $933.9 miliion at December 31, 2008, to $642.5 million
at December 31, 2009, driven by the impairment loss recorded in the first quarter of 2008 within the
natural gas utility segment. Key factors contributing to the impairment charge included disruptions in the
global credit and equity marksts and the resulting increase in the weighted-average cost of capital used 1o
value the natural gas utility operations, as well as the negative impact that the global decline in equity
markets had on the valuation of natural gas distribution companies in general.

Datailed sxplanations for changes in the short-term and long-term debt balances year-over-year are
includad in Note 12, "Short-Term Debt and Lines of Credit,” and Note 13, "Long-Term Debt."

Accounts payable decreased $894.9 million (58.3%), from $1,534.3 miillion at December 31, 2008, to
$6329.4 millicn at December 31, 2009, Accounts payable at Integrys Energy Services decreased

$813.0 miliion, primarily due to lower natural gas prices and the reduction in natural gas payables and
natural gas loans associated with its wholesale natural gas marketing and trading business. See Note 4,
"Dispositions," for more information.

LIQUIDITY AND CAPITAL RESOURCES

Integrys Energy Group believes that its cash balances, liquid assets, operating cash flows, access to
equity and debf capital markets, and available borrowing capacity provide adequate resources to fund
ongoing operating requirements and future capital expenditures related to expansion of existing
husinesses and development of new projects. Integrys Energy Group's borrowing costs can be impacted
by short-term and long-term debt ratings assignad by independent credit rating agencies. Integrys
Energy Group's operating cash flows and access to capital markets can be impacted by macroeconomic
factors outside of its cantrol,

The previously announced strategy change at Integrys Energy Services and other operating activities
resulted in the generation of & significant amount of positive cash flow from operations during 2009, which
drove an approximate $1 billion reduction in consolidated short-term debt outstanding during 2009.
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Operating Cash Fiows
2009 Compared with 2008

Net cash provided by operating activities was $1,606.3 million in 2009, compared with net cash used for
operating activities of $250.0 million in 2008. The $1,856.3 million year-over-year increase in cash
providad by operating activities was mainly driven by a $1,734.8 million increase reiated to lower working
capital requirements, pariially due to a $444.1 million decrease in inventories during 2009, compared with
a §312.0 million increase in inventories in 2008. This change was primarily a result of an increase in
natural gas withdrawn from storage in 2009 due to the previously announced strategy change at Integrys
Energy Services, as well as lower year-over-year natural gas prices. Also ceniributing to the decrease in
working capital requirements was an $864.8 million decrease in accounts receivables and accrued
unbilled revenues in 2009, compared with a $207.7 million increase in accounts receivables and accrued
unbilled revenues in 2008, primarily the result of lower natural gas prices and the Integrys Energy
Services strategy change. Additionally, during 2009, Integrys Energy Services had a $45.5 million net
return of margin posted to various exchanges, compared with the net payment of $239.2 million of margin
posted io various exchanges in 2008, primarily due to the sirategy change. Partially offsetting these
changes was a $604.7 million decrease in accounts payable in 2009, compared with a $53.2 million
decrease in accounts payable in 2008, primarily the result of lower natural gas prices.

2008 Compared with 2007

Net cash used for operating activities was $250.0 million in 2008, compared with net cash provided by
operating activities of $238.5 million in 2007. The $488.5 million year-over-year increase in cash used for
operating activities was driven by:

+ A $177.0 million decrease in cash provided by accounts receivable coliections, as colder weather
conditions led to higher natural gas throughput volumes in the fourth quarter 2008, compared with
the same quarter in 2007, contributing to higher accounts receivable balances. Also contributing to
the increase in cash used for operating activities, Integrys Energy Group and its subsidiaries,
primarily Integrys Energy Services, had net cash collateral payments of $239.2 million in 2008,
compared with net cash collateral receipts of $82.0 million in 2007. The net cash collateral
payments made in 2008 were driven by large mark-to-market losses incurred by Integrys Energy
Services during the latier part of 2008, due to declining prices.

¢ A $139.1 million increase in cash used for natural gas inventory purchases due to an increase in
the average price of natural gas during the summer of 2008 {(when natural gas is generally injected
into inventory), compared with the same period in 2007.

» Partially offset by an $88.7 million increase in cash related to net refunds of regulatory assets and
iiabilities, driven by a decrease in the refund to ratepayers in 2008, compared with 2007, of
proceeds WPS received from the liquidation of the nonqualified decommissioning trust fund upon
the sale of Kewaunee.

Investing Cash Flows
2009 Compared with 2008

Net cash used far investing activities was $440.7 million in 2009, compared with $452.2 million in 2008.
The $11.5 million year-over-year decrease in cash used for investing activities was primarily driven by the
$88.6 million decrease in cash used to fund capital expenditures {discussed below) and the payment of
$17 .4 million in 2008 related to WPS's funding of the construction of the fransmission facilities required to
support Weston 4, partially offset by the 2008 reimbursement of $99.7 million from ATC related to WPS's
construction of the transmission facilities required to support Weston 4.
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2008 Compared with 2007

Net cash used for invasting activities was $452.2 million in 2008, compared with $451.5 million in 2007.
The $0.7 million year-over-year incraase in cash ueed for investing activities was primarily driven by a
$140.2 million increase in cash used for capital expenditurss {discussed below), partially offset by the
reimbursement of $99.7 million from ATC, related to the construction of the transmission facilities required
1o support Weston 4, and a $15.5 million year-over-year increase in cash proceeds received from the sale
of properiy, plant, and equipment.

Capital Expenditures

Capital expenditures by business segment for the years ended December 31 were as follows:

Reportable Segment (mililons) 2009 2008 2007

Electric utility $250.4 $207.4 32028
Natural gas utitity 136.9 237.3 158.8
integrys Energy Services 224 €8.1 20.5
Holding company and other 34.5 20.0 10.7
integrys Energy Group $444.2 $532.8 $392.6

The increase in capital expenditures at the electric utility segment in 2008 compared with 2008 was
primarily due to wind generation projects, partially offset by the year-over-year decrease in capital
expendituras associated with Wesion 4. The decrease in capital expenditures at the natural gas utility
segment in 2008 compared with 2008 was primarily due to a decrease in costs related to the construction
of natural gas laterals that connectad WPS's natural gas distribution system to the Guardian Il natural gas
pipeline, which was completed in February 2009. The decrease in capital expenditures at Integrys
Energy Services in 2009 compared with 2008 was primarily driven by fewer expenditures related to
renewable energy projects in 2002, compared with 2008,

The increase in capital expenditures at the natural gas utility segment in 2008 compared with 2007 was
primarily due to an increase in capital expenditures at PGL and NSG due to the fact that they were not
acquired uniil February 21, 2007, as well as construction of the natural gas lateral infrastructure that
connects WPS's natural gas distribution system to the Guardian Il natural gas pipeline. The increase in
capital expenditures at Integrys Energy Services in 2008 compared with 2007 was primarily due to solar
energy projects as well as the construction of a pipeline that will transport methane gas produced at a
landfill for use at a chemical plant as a replacement for natural gas.

Financing Cash Flows
2009 Compared with 2008

Net cash used for financing activities was $1,378.4 million in 2009, compared with net cash provided by
financing acivities of $311.3 million in 2008. The $2,289.7 million year-over-year increase in cash used
for financing activities was primarily driven by $373.6 million of net repayments of shorl-term debt and
notes payable in 2008, compared with $725.4 million of net short-term and notes payable borrowings in

. 2008. The repayments in 2009 were made possible by the increase in net cash provided by operating
activities. Also, as a result of the previously announced strategy change at Integrys Energy Services,
fewer structured natural gas loan agreements were entered into in 2009, compared with 2008, resulting in
a $368.4 million year-over-year decrsase in proceeds from the sale of borrowed naturai gas. Additionalty,
Integrys Energy Services had a $188.0 million year-over-year increase in the purchase of natural gas to
repay sfructured natural gas loan agreements, many of which were entered into in 2008.
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2008 Compared with 2007

Net cash provided by financing activities was $911.3 million in 2008, compared with net cash used for
financing activities of $459.2 million in 2007. In 2007, Integrys Energy Group was able to pay down
short-term debt with a portion of the procaeds received fram the sale of PEP. In 2008, proceeds were
raquired to fund higher yaar-over-year working capitat requirements.

Significant Financing Activifies

Dividends paid increased in 2009 compared with 2008. In February 2008, Integrys Energy Group
increased its quarterly commaon stock dividend to 68 cents per share. The quarterly common stock
dividend was increased from 66 cents per share to 67 cents per share in 2008.

Integrys Enargy Group had outstanding commercial paper borrowings of $212.1 millien and

$552.9 million at Decamber 31, 200%, and 2008, respectively. Integrys Energy Group had short-term
notes payabie outstanding of $10.0 million and $181.1 million at December 31, 2009, and 2008,
respectively. Integrys Energy Group had no borrowings under revolving credit facilities at

December 31, 2009 end $475.0 million s of December 31, 2008. See Note 12, "Short-Term Dabt and
Lines of Credif" for mare information.

For infarmation on the issuance and redemption of long-term debt at Integrys Energy Group and its
subsidiaries, see Note 13, "Long-Term Debt."

Prior 1o January 1, 2008, Integrys Energy Group issued new shares of common stock under its Stock
Investment Plan and under certain stock-based employee benefit and compensation plans. As a resuit of
the plans, equity increased $45.6 million in 2007. During 2009 and 2008, shares of integrys Energy
Group's common stock were purchased on the open market to meet the requirements of its Stock
Investment Plan and certain stock-based employee benefit and compensation plans. Integrys Energy
Group did not repurchase any existing common stock during 2007. Beginning in the first quarter of 2010,
Integrys Energy Group plans to issue new shares of common stock to meet the requirements of its Stock
Investment Plan and certain stock-based employee benefit and compensation plans.

Credit Ratings

Integrys Energy Group uses internally generated funds, commercial paper borrowings, and other
short-term borrowings to satisfy most of its capital requirements. integrys Energy Group aiso periodically
issues long-term debt and common stock to reduce short-term debt, maintain desired capitalization ratios,
and fund future growth. :

integrys Energy Group, WPS, and PGL have their own commercial paper borrowing programs.

WPS periodically issues long-term debt and receives equity cantributions from Integrys Energy Group to
reduce shori-term debt, fund future growth, and maintain capitalization ratios as authorized by the PSCW,

PGL and NSG periodically issue long-term debt in order to reduce short-term debt, refinance maturing

securities, maintain dasired capitalization ratios, and fund future growth. The specific forms of long-term
financing, amounts, and timing depend on business needs, market conditions, and other factors.
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The current credit ratings for Integrys Energy Group, WPS, PEC. PGL, and NSG are listed in the table
balow.

Credit Ratings Standard & Poor's Moody's
Integrys Energy Group
Issuer credit rating ' BBB+ N/A
Senior unsecured debt BBB Baa1
Commercial paper : A-2 P-2
Credit facility N/A Baa1
Junior subordinated noles BBB- Baaz
WPS
Issuer credit rating A- A2
First mortgage bonds N/A A1
Senior secured debt A Al
Preferred stock BBE Baat
Commercial paper A-2 P-1
Credit facility N/A A2
PEC
Issuer credit rating EBB+ N/A
Senior unsecured debt BBB Baa1
PGL ‘
Issuar credit rating BBB+ A3
Senior secured debt A- A2
Commertial paper A-2 p-2
NSG
Issuer credit rafing BBB+ A3
Senior secured debt A A2

Credit ratings are not recommendations to buy or sell securities and are subject to change, and each
rating should be evaluated indepandently of any other rafing.

On January 26, 2010, Standard and Poor's revised the outlook for Integrys Energy Group and all of its
subsidiaries to stable from negative. The revised outlook reflected Integrys Energy Group's decision to
retain a selecied portion of its nonregulated operations, which resulted in a revision to integrys Energy
Group's business risk profile to "strong” from "excellent.” The ravised outlook alsc reflected Integrys
Energy Group’s improved financial measures and decreasing regutatory risk, which resulted in a change
in its financial risk profile to "significant” from "aggressive."

On June 9, 2009, Maody's assigned an "A3" issuer credit rating to PGL and NSG, and lowered the
following ratings of Integrys Energy Group and its subsidiaries:

+ The senior unsacured debt ratings of Integrys Energy Group and PEC wera lowered from "A3" to
"Baal."

The credit facility rating of Integrys Energy Group was lowered from "A3" to "Baa1.”

The junior subordinated notes rating of Integrys Energy Group was lowered from "Baa1” to "Baa2.”
The issuer credit rating of WPS was lowared from "A1" to "A2 "

The senior secured debt rating and first mortgage bonds rating of WPS were lowered from "Aa3" to
"Al"

The senior secured debt ratings of PGL and NSG were lowered from "A1" to "A2."
The preferred stock rating of WPS was lowared from "A3" (o "Baal."

The credit facility rating of WPS was iowered from "A1"to "A2."

The commercial paper rating of PGL was lowered from "P-1" to "P-2."

* ® 09

* 9 % @

According to Moady's, the downgrade considers management's decision to divest of its nonregulated
energy marketing business, and reflects the expected improvements in Integrys Energy Group's business
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risk and liquidity profiles after the divestiture, as well as the expected challenge of replacing the sarnings
generated by this nonregulated segment. Also according to Moody's, the downgrade reflects
managernent's decision o leavs its dividend policy unchanged despite expected near-term reduction in
earnings and internal cash flow generation.

On March 5, 2009, Standard & Poor's lowered the following ratings of Integrys Energy Group and its
subsidiaries:

s The issuer credit ratings of Integrys Energy Group, PGL., NSG, and PEC were lowered from "A-" to
IIBBB+-|I
The issuer credit rating of WPS was lowered from “A" to "A-"
The senior unsecured debt ratings of Integrys Energy Group and PEC were lowered from "BBB+" to
"BBB."
= The junior subordinated notes rating of integrys Energy Group was iowered from "BBB" to "BBB-."
=  The senior secured debt rating of WIPS was lowered from "A+" o "A."
+ The preferred stock rating of WPS was lowered from "BBB+" to "BBB."

According to Standard & Poor's, Integrys Energy Group's corporale credit downgrade refiects weak
financial measures that do not support an "A" category credit profile. Standard & Poort’s also stated that
the downgrade reflects the changes to Intagrys Energy Group's business and financial risk profiles.
Standard & Poor's revised Integrys Energy Group's business risk profile to "excelient” from "strong" and
changed its financial risk profile to "aggressive” from "intermediate.” The change in the business risk
profile reflected the strategy change with respect to Integrys Energy Services and helped to moderate the
downgrade.

Discontinued Operations
2009 Compared with 2008

Net cash provided by discontinued operations was $3.2 million in 2002 compared with $3.8 million in
2008. :

2008 Compared with 2007
Net cash provided by discontinued operations was $3.8 million in 2008 compared with $680.2 mitiion in

2007. The decrease in net cash provided by discontinued aperations was driven by the approximate
$869.2 million of proceeds received from the sale of PEP.
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