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Economy

Summary of this chapter

Although we decreased electricity rates in July 2006 to reflect the improved management efficiency, we witnessed an increase
in both sales and profit in FY2007 for the first time in two years. The financial data succinctly described HEPCO's efforts to
improve corporate value while trying to address two conflicting challenges — the stable supply of power and lower electricity
rates. Under the Mid-Term Management Policy, we are steadily making strides toward the solution of such problems as the
stable supply of electricity to customers, efforts to secure society’s trust in us, and the expansion of business fields.

Outline of Business
Performance in
FY2007

Demand
Residential, commercial and industrial
demands increased by 0.4% because
all-electricity houses gained in popu-
larity following the development of rig-
orous sales activities despite the fact
that heating demands decreased due
to higher temperatures during winter
compared with the previous year.

Demands among eligible custom-
ers increased by 3.7% due to the new
openings of large-scale retail stores,
favorable productive activities in the
iron and steel industries, as well as
paper and pulp industries, and the
changeover from private power gener-
ation to power purchasing owing to
soaring oil prices.

As a result, the net system energy
demand rose by 2.2%.

Supply

The water flow rate of the current fis-
cal year was 103.9%, which was high-
er than the average year. In addition,
we ensured that supply facilities
would be properly operated, for exam-
ple, keeping the utilization factor of

the nuclear power station high. Con-
sequently, we were able to maintain
stable supplies.

Balance

e Earnings

The earnings from residential, com-
mercial and industrial electricity in-
creased by 19.6 billion yen (3.9%) due
to an increase in net system energy
demand as well as the impact of the
fuel cost adjustment system, although
they were also affected by the reduc-
tion of electricity rates on July 1, 2006.

Other earnings increased by 2 bil-
lion yen (23.5%) because of the ap-
propriation of compensation for the re-
location of the hydroelectric power
station and so forth.

As a result, the total ordinary reve-
nue increased by 21.6 billion yen
(4.2%).

o Expenses

Personnel expenses remained almost
unchanged from the preceding fiscal
year.

Fuel costs and purchased electrici-
ty charges increased by 13.3 billion
yen (10.7%) despite the high utiliza-
tion rate of the nuclear power station,
because of skyrocketing fuel prices
and an increase in net system energy
demand.

Although construction costs con-
cerning distribution equipment in-
creased, maintenance expenses de-
creased by 0.5 billion yen (O 0.8%)
due partly to the decreased number of
units receiving regular inspections at
the nuclear power station.

The depreciation cost reduced by
4.9 billion yen (O 7.3%) due to the de-
pletion effect caused by fixed rate de-
preciation.

The interest expense increased by
1.1 billion yen (9.4%) because of the
early reimbursement of high-interest
rate liabilities.

Despite our efforts to enhance the
efficiency of the overall management,
other expenses increased by 5.1 bil-
lion yen (4.4%) because of an in-
crease in the information processing
cost, nuclear power-backend cost and
the like.

As a result, the total ordinary ex-
penditures rose by 14.1 billion yen
(3.0%).

e Profits

As a consequence of the above-men-
tioned, the ordinary income increased
by 7.4 billion yen (15.9%) to 54.5 bil-
lion yen while the post-tax current net
income rose by 3.5 billion yen (11.6%)
to 33.6 billion yen.
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Operating income refers to the income that a company earns from its main
business while ordinary income means the income that a company earns
from ordinary continuous activities, including its main business. Current net
income refers to the income that ultimately remains in the company after sub-
tracting a myriad of costs, extraordinary profits and losses, taxes, etc.



Financial Data
(Unconsolidated)

e Sales

m Changes in sales

e Capital expenditures

m Changes in capital expenditure

e Book Value Per Share (BPS) and
Price Book Value Ratio (PBR)

m Book Value Per Share (BPS) and Price Book Value Ratio (PBR)
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Although affected by the reduction of
electricity rates, we registered an in-
crease in revenue in FY2007 due to
increased net system energy demand
and the impact of the fuel cost adjust-
ment system.

e Changes in income

m Changes in income

In FY2007, we kept our capital expen-
diture down to 87.6 billion yen, which
was 0.7 billion yen below the planned
value, as a result of the promotion of
further efficiency enhancements.

The classification was changed to
“power source,” “distribution,” “other”
and “nuclear fuel,” beginning with the
items announced in FY2008.

e Changes in capital procurement

m Changes in capital procurement

BPS is calculated by dividing the com-
pany’s net assets amount (sharehold-
ers’ equity) by the shares authorized
and indicates interest of shareholders’
equity per share.

PBR is calculated by dividing the
share price by the shareholders’ equi-
ty (net assets) per share. Generally,
the PBR standard is considered as
the lower limit of the share price.

e Earnings Per Share (EPS) and
Price Earnings Ratio (PER)

m Earnings Per Share (EPS) and Price Earnings Ratio (PER)
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In FY2007, sales increased and, in
terms of expenditures, there was an
increase in fuel cost due to soaring
fuel prices. However, the number of
units subjected to regular inspection
at the nuclear power station de-
creased, thus mitigating maintenance
and fuel costs. As a result, the in-
crease of ordinary expenditure was
curbed, resulting in an increase in op-
erating income, ordinary income and
current net income.

Since we worked hard to enhance
management efficiency, e.g. restrain-
ed capital investment, we have contin-
ued to register a net reduction for ex-
ternal funds.

EPS is calculated by dividing the cur-
rent net income by the average num-
ber of shares outstanding. This indi-
cates the ultimate post-tax net income
vis-a-vis per share.

PER is calculated by dividing the
current share price by the earnings
per share, and is a measure of the
price paid for a share relative to the
profit earned per share.

Residential sales refer to the sales from ordinary households,
street lights and so forth, while commercial and industrial
sales are the sales other than residential ones, such as busi-
ness and industrial sales. Other sales are obtained through
interchange for other utility companies, for example.
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Mid-Term
Management Policy

HEPCO drafted the Mid-Term Man-
agement Policy covering the three
years from FYs 2006 to 2008 in No-
vember 2004. In FY2008, we will ex-
pend all our energies to address the
management challenges enumerated
in the Mid-Term Management Policy
and begin drafting the Mid-Term Man-
agement Policy for the next term.

Overview

e The HEPCO Group’s Ideal

« contributes to Hokkaido, with
electricity industry as the core

* achieves top-level performance in
the electricity industry

« fosters a corporate culture in which
group companies remain
enthusiastic and share a sense of
fulfillment

Striving to realize the ideal HEPCO

Group, we set three priority issues in

this Mid-Term Management Policy

and will implement specific measures.

The specific measures to be taken are

as follows:

e Our customers’ sound decision
in choosing HEPCO and
expansion of business fields

* Developing strategic sales activities
that aim to expand electrification in
the vast thermal demand market in
Hokkaido

* Preventing our customers from
leaving HEPCO and promoting the
changeover from private power
generation to electric power selling
through detailed and attentive
proposal activities that satisfy
diverse needs

m Mid-Term Management Policy

* Reinforcing sales activities for the
entire Group’s products and services

» Promoting solution-oriented sales
activities in which we try to solve our
customers’ problems by utilizing the
Group’s diverse technical
capabilities and expertise

o Pursuit of efficiency and

reliability

» Enhancing business efficiency and
promoting further cost reduction by
minutely analyzing the cost structure
via management accounting,
reviewing business processes by the
SCM method, and so forth

» Steadily promoting the construction
of power generation facilities, e.g.
Tomari Power Station Unit No. 3,
and distribution facilities, including
the Central Hokkaido’s Southern
Trunk Line

« Strengthening and thoroughly
implementing the quality control of
facilities and ensuring their precise
operation and maintenance

e Securing the solid trust of

society

* Building a CSR promotion
framework toward the establishment
of the HEPCO Group Brand

» Promoting thorough group-wide
compliance with laws and corporate
ethics as well as environmental
management

» Securing fair and transparent
business operation through the
timely disclosure of appropriate
information as well as improved
hearing activities

» Promoting regional revitalization
activities, e.g. support for the
industrial cluster creation activities

Outline of the Mid-Term Management Policy (FYs 2006 — 2008)

The HEPCO Group’s Ideal

e Contributes to Hokkaido, with electricity industry
as the core

e Achieves top-level performance in the electricity
industry

e Fosters a corporate culture in which Group companies
remain enthusiastic and share a sense of fulfillment.

Our customers’ sound decision

in choosing HEPCO and Pursuit of efficiency

and reliability

expansion of business fields

Securing the solid trust of society

Reinforcing the integrated management
of the Group

o Reinforcing the integrated
management of the Group

* In developing specific measures,
various headquarters will be
established at the Group’s Head
Office and those headquarters will
form a united front with the Group
companies that they are associated
with in promoting autonomous and
efficient business operation

o Numerical targets

[Management Indicators]

[Improvement of profitability and

efficiency]

* Return On Assets (ROA)

(3-year average from FYs 2006 to
2008)

4.5% or above (consolidated,
unconsolidated)

[Improvement of financial standing]

« Shareholders’ equity ratio (end of
FY2008)

30% or above (consolidated,
unconsolidated)

* Interest-bearing debt (end of
FY2008)

720 billion yen or below
(consolidated)

700 billion yen or below
(unconsolidated)

[Sales Target]

[Expansion of net system energy
demand]

Expanding 1.5 billion kWh or above
for three years from FYs 2006 to 2008

[Targets for Efficiency

Improvement]

[Improvement of business efficiency]

* Improving 15% or above in business
efficiency toward FY2007 (vis-a-vis
FY2001)

We will step up our efforts to improve

business efficiency in and after

FY2008.

[Reduction of capital investment]

* 90 billion yen or below

(3-year average from FYs 2006 to

2008) (unconsolidated)

[Reduction of the number of

employees]

Somewhere between 5,700 and 5,750

(by the end of FY2008) (unconsolidat-

ed)

m Policy management cycle

Mid-Term Management Policy

d ¢

Management Plan —>

\

Execution

Announcement
of the summary




State of progress of
the Mid-Term
Management Policy

Management Indicators
o Improvement of profitability and
efficiency

* Return On Assets (ROA)
(consolidated)

Although we reduced the electricity
rates in July 2006, the operating in-
come increased compared with the
preceding fiscal year because sales
rose due to the increased net system
energy demand, and mitigated main-
tenance and fuel costs owing to the
reduced number of units subjected to
regular inspection at the nuclear pow-
er station. As a result, the ROA was
4.9%, an increase from FY2006.

e Improvement of financial standing

 Shareholders’ equity ratio
(consolidated)

The shareholders’ equity ratio was
30.5% because of the curbed in-
crease in total assets through thor-
ough efficiency enhancement as well
as increased surpluses.

* Interest-bearing debt
(unconsolidated)
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The interest-bearing debt was 699.8
billion yen as we worked hard to im-
prove efficiency through the restraint
of capital investment.

Sales Target
e Expansion of net system energy
demand
All-electricity houses have been dis-
seminated and expanded as a result
of rigorous sales activities in the liv-
ing-related fields. Demands in the
electrification fields for corporate cus-
tomers, e.g. building air-conditioning
and fully electrically fitted kitchens,
have achieved a sound growth in ad-
dition to the increased number of cor-
porations having changed from pri-
vate power generation owing to the
reduced electricity rates and soaring
oil prices. As a result, demands in-
creased by approximately 1.25 billion
kWh in accumulated total from FYs
2006 to 2007.

Targets for Efficiency
Improvement

e Improvement of business
efficiency
Aiming to achieve our target, we

202002 2003 2004 2005 2006 2007

sought a drastic efficiency improve-
ment in every aspect of our business.
In FY2007, which was the target year,
the progress rate was approximately
9%. However, this was caused by
skyrocketing fuel prices and if the fuel
cost factor were removed, the said
rate would have been above the tar-
get at approximately 20%.
e Reduction of capital investment
While the construction of Tomari Pow-
er Station Unit No. 3 proceeding at full
swing, the amount of capital invest-
ment was restrained to 87.6 billion
yen, which was a decrease of 0.7 bil-
lion yen from the initial plan, due to
the cost reduction for power source
equipment works in the implementa-
tion phase, for example.
o Reduction of the number of
employees
We have reduced the number of em-
ployees by steadily executing activi-
ties intended to improve business effi-
ciency by 15% or more, and the said
number of employees as of the end of
FY2007 was 5,777, a decrease of 49
from the end of the previous fiscal
year.

B Target of improving business §
efficiency in FY2007 by 15%
or more over that of FY2001 §

2004 2005 2006 2007 (FY)

Target of spending
approximately 90 billion
yen on average between
FYs 2006 and 2008

70
2002 2003

(no. of employees)

l Target of reducing j§
the number of
employees to
somewhere
between 5,700
and 5,750 by the
end of FY2008

Return on Asset

Return on Asset refers to the figure calculated by dividing the operating in-
come by the total asset and is an indicator for measuring profitability in a
comprehensive manner by determining how much profit has been made by
efficiently utilizing the total asset invested. It is also called ROA for short.

Shareholders’ equity ratio
dividing the equity capital by total assets.

assets

Formula: return on asset = ratio of profit to net sales (operating income/sales)

x sales to total assets ratio (sales/total asset)

This is the indicator for financial stability, calculated by

Formula: shareholders’ equity ratio = equity capital/total

Nine electric utility companies

Hokkaido Electric Power Co., Tohoku Electric Power
Co., Tokyo Electric Power Co., Chubu Electric Power
Co., Hokuriku Electric Power Co., Kansai Electric
Power Co., Chugoku Electric Power Co., Shikoku
Electric Power Co. and Kyushu Electric Power Co.
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Reduction of
electricity rates

The reform of the electric industry
system has been implemented in
three phases since FY1996, and de-
regulation has covered all customers
receiving high-voltage electricity.

In April 2007, the Advisory Commit-
tee on Energy and Natural Resource’s
Electric Utility Subcommittee laun-
ched deliberations on the thorough
liberalization of retailing.

In Hokkaido, we have fiercely com-
peted with those engaging in private
power generation and cogeneration
for industrial purposes, and as the
scope of electricity deregulation has
been expanded in phases, the power
market has become all the more com-
petitive.

To cope with a period of all-out
competition like this, HEPCO has
been working closely with the HEPCO
Group companies and doing its ut-
most to achieve its management
goals based on the Mid-Term Man-
agement Policy (FYs 2006 — 2008),
such as the improvement of customer
services and the drastic enhancement
of management efficiency.

HEPCO has reduced electricity
rates 14 times since 1986. Following
FY2006, HEPCO decreased electrici-
ty rates by an average of 2.85% in

July 2006 by factoring in, to as great
an extent as possible, the results of
enhanced management efficiency,
from the viewpoint of strengthening its
price competitiveness in the competi-
tive power market and contributing to
regional revitalization as a communi-
ty-based company (with the reduction
rates excluding the deregulated sec-
tions). We will continue our efforts to
become a reliable company that will
be selected by our customers through
the securement of stable power sup-
plies with nuclear power generation
as the main pillar, environmental con-
servation and fortifying our competi-
tiveness by the promotion of en-

m Revision of electricity rates

hanced management efficiency, and
also by living up to the needs of our
customers more attentively.

m Comparison of electricity charges in
1981, when the rates were revised, and
2006, when the rates were reduced
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Note 1: Average model (excluding tax): meter rate lighting B;
electric current in contract 30A
When 260 kWh of electricity is consumed monthly

Note 2: As for the figures above, the model rate as of October
1981, when the charges were revised, was taken as 100.

Date of implementation Rate of revision Background
1 October 1981 18.11% | Soaring fuel prices; a rapid increase in equipment-related costs
2 June 1986 (temporary) ' [ ¥0.83/kWh
1
= January 1987 (temporary) 0 ¥1.36/kWh Appreciation of the yen; a decrease in oil prices0] 0 [ 0
4 January 1988 011.53% (0000
5] April 1989 01.76% |0000
6 October 1993 (temporary)'1 [J ¥0.88/kWh | Conversion of fuels from domestic coal-fired thermal power to nuclear power
7 November 1993 (temporary)‘1 [1¥0.21/kWh | Appreciation of the yen
8 October 1994 (temporary) ' 0 ¥1.11/kWh | Conversion of fuels from domestic coal-fired thermal power to
o nuclear power; appreciation of the yen
9 July 1995 (temporary) O¥1.20/kkWwh (0000
10 January 1996 012.71% Fuel conversion; appreciation of the yen; cost reduction thanks to
. enhanced management efficiency
11 February 1998 [16.65%
12 | October 2000 05.83%"
13 October 2002 05.39% Cost reduction thanks to the accelerated enhancement of
- 0'2 management efficiency
14 April 2005 04.04%
15 | July 2006 02.85%°

*1: The rate of revision in the temporary reduction measure refers to the average unit cost of reduction per kWh.

*2: Excluding eligible customers

Reference

International comparison of electricity rates

Institutional reform for electric utilities, such as the deregulation of the electric power industry, has been promoted worldwide, but electricity charges have

been increasing due to skyrocketing fuel prices and other reasons in many countries.

m Household electricity rates

m Industrial electricity rates

\

($/kWh) ($/kWh)
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015 Q- el e e e
010
010
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0.05
0 0
Japan us. UK. Germany  France Italy Korea Japan us.
1999 2006 1999

UK. Germany  France Italy Korea

2006

* Calculated based on the exchange rates of the aforementioned countries in 1999 and 2006 (Note: The electricity rates in the U.S.
and Korea were calculated based on the exchange rates between July and September 2006; the household electricity rates and
industrial electricity rates in the U.K. were calculated based on the exchange rates between July and September 2006 and between
April and June 2006, respectively; the electricity rates in Italy and Germany were calculated based on the exchange rates in 2005

and 2004, respectively.)

* Some industrial rates include business (commercial) charges while others do not. The industrial rates in Japan include business

charges.

* The average unit price was calculated without limiting usage patterns of each country for one year.

* Pretax prices were used for the U.S.

Sources: OECD/IEA, ENERGY PRICES&TAXES 4Q/2006
Actual power demands (Federation of Electric
Power Companies), each electric power company’s
brief report of the settlement of accounts and
financial statements
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