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ANNUAL MEETING OF SHAREHOLDERS

All shareholders are invited to attend the Annual Meeting of
Shareholders on Monday, May 21, 1990, at 10 a.m. El Paso
time in the Airport Hilton, 2027 Airways Blvd., adjacent to El
Paso International Airport.

Proxies for the meeting will be solicited by the Board of
Directors in a communication to be mailed in mid-April. This
Annual Report is not a part of such proxy solicitation and is not
intended to be used as such.

Photography by Valarie & Arturo Enriquez,
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A LETTER
TO OUR
SHAREHOLDERS

April 3, 1990

| Dear Sharehc;lder:

As I expected, 1989 was a tough
year for the Company and its
sharcholders. But we also made
substantial progress by returning
the Company to its core utility
business.

<)

David H. Wiggs, Jr.
Chairman of the Board,
President and Chief
Executive Officer

For the twelve months ended
December 31, 1989, the net loss
applicable to common stock (after
preferred dividend requirements
of $11.8 million) was $117.6
million, This consisted of a loss .

~ from discontinued operations of

$107.7 million and income from
continuing operations of $1.9
million.

When I was elected Chairman of
the Board and Chief Executive
Officer in 1989, I established, as
the first order of business, threc
short term objectives:

« Obtain proper financing for the
Company’s utility operations.

« Focus on utility operations by
divesting the Company of its
non-utility investments.

« Begin the restructuring of the
Company’s utility operations by
reducing costs, consolidating
jobs and increasing efficiency. .

These goals have i)een accom-
plished.

In October 1989, the Company
obtained a revolving credit facility
from a syndicate of cight money-
center banks. The facility, which
now provides $150 million of
borrowing capacity, is structured
to meet the Company’s projected
cash needs through the scheduled
expiration of the facility in May
1991. The Company must
periodically issue long-term debt
to reduce borrowings under the
facility. This was first done in
January 1990, when the Company
sold $153 million of First
Mortgage Bonds (11.1% Series
due 2001). -

" Inlate December 1989, we sold

our investment in Commercial
Federal Savings & Loan
Association, and in January 1990,
we sold our non-utility
subsidiaries: Franklin Land &
Resources, Inc. and PasoTex
Corporation. These transactions

~ were supported by faimess

opinions from our investment
bankers, and have been viewed
favorably by the financial
community. Although the
Company recorded a significant
loss on these transactions, we will
now be able to focus on our utility
operations.

We restructured the Company in
mid-1989, eliminating approx-
imately 200 staff positions and
reorganizing senior management.
Eight senior officers retired,




management layers were reduced,
and responsibilities were
consolidated. We are continuing *
to seek ways to cut costs and to
increase operating efficiency.

Three developments in 1989 had
an adverse impact on the
Company. First, the rate order °
issued by the Public Utility
Commission of Texas in May
1989 on the second scheduled
increase in base rates under the
Rate Moderation Plan was entirely
inadequate.

Secondly, when federal regulators
failed to approve a previously
agreed upon $32 million sale to
Commercial Federal Savings &
Loan Association of the
Company's preferred stock
investment in that Association, the
Company was forced to accelerate
the sale of its non-utility
investments.

Finally, the poor operating
performance of the Palo Verde
Nuclear Generating Station in
1989 contributed to increased
expenses and reduced operating
margins.

We made many difficult (and
sometimes unpopular) decisions in
1989. But we also made
substantial progress, and the
Company is now prepared to face
the challenges of operating an
electric utility in the 1990s.
Competition is increasing. Power
shortages threaten sclected areas
of the country, while at the same
time regulatory uncertainty and
environmental concerns restrict
new generating capacity. These
issues must be addressed against
the backdrop of increasingly
difficult and cumbersome rate
making procedures.

To help us meet the challenge, I
am very pleased to welcome five
new directors to the Board, In

October 1989, William D. Skov

‘was appointed to a newly created

Board position, and Hector
Holguin was appointed to fill a

© vacancy created by the June 1989

resignation of former Chairman
Evern R. Wall. John C. Schweitzer
and James A. Cardwcll were

' appointed this month to fill posi-

tions created by the retirements of
dircctors Tad R. Smith and H. M.
Daugherty, Jr. William L. Boyan

" has been nominated to replace

retiring director Ben L. Ivey.
Messrs. Boyan, Holguin and Skov
will stand for clection at the
annual meeting.

Later this year, I will ask the
Board to appoint one or perhaps

. two new directors. Neither has

been selected, but one will replace
Robert H. Cutler, who will retire

* after the annual meeting. The

other appointment, if made, will be
to a new Board position.
Information on Messrs. Boyan,

' Cardwell, Holguin, Schweitzer and
" Skov is contained in the proxy

statement for the 1990 Annual
Meetmg

‘I believc we now have a

foundation for restoring the
Company to profitability. We
continue to be optimistic about our
service arca and the prospects for
growth, In 1989, native system -
sales increased 5.0 percent to 4.5
million megawatt hours. Total

system sales increased 6.4 percent,

and new customers increased by 3
percent, after a 3 percent increase
in 1988. For the second time in as
many years, the Company
achieved record peak demands.
Total system peak in 1989 was
1,076 megawatts, a 7.4 percent
increase over 1988. The
Company’s native system peak of
916 megawatts was a 9 percent
increase from the previous record
of 840 megawatts sct in 1988. This

" load growth is very encouraging.

But in the long term, there are two

keys to the ultimate success of our -

Company. Palo Verde must
operate cfficiently, and the
Company must be able to obtain
appropriate Texas rate relief, parti-
cularly with regard to including
Palo Verde Unit 3 in rates.

‘While Palo Verde experienced
significant unscheduled outages in
1989, Units 2 and 3 have been
restarted. Unit 2 is presently

"~ undergoing scheduled refucling

and should retum to service in
June. A request to the Nuclear
Regulatory Commission to restart
Unit 1 is scheduled to be made
later this month. We expect that
recent changes by the Operating
Agent in the management of Palo
Verde will improve opcratmg

performance.

Nonetheless, operating and
maintenance expenses at Palo
Verde are substantially higher than
originally budgeted, creating
additional pressure on operating
margins and cash flow. These
increased expenses must be
recovered in rates. -

In that regard, the Company has a
Texas rate case in progress for the
scheduled:-third increase in base
rates under the Rate Moderation
Plan for Palo Verde Units 1 and 2,
We expect a decision from the
Texas Commission this summer.
Later this year, the Company will
file for the fourth scheduled
increase under the Rate Modera-
tion Plan and will request the
inclusion of Palo Verde Unit 3 in
Texas rates. The Company is.
under increasing rate pressure

from customers and regulators,

but we are entitled to, and will

‘aggressively seck the recovery of,

a fair retumn on our investment in
Palo Verde.

The rate-making process is
time-consuming and extremely
expensive. The Company, of



course, pays all costs related to
rate cases and must maintain a
sizeable staff to prepare cases and
to respond to thousands of rate
case inquiries. While the Company
is committed to working with its .
regulators and customers to
minimize confrontation, to
expedite the rate-making process,
and to develop innovative methods
to Iessen the impact of increased
rates, we arc cqually committed to
eaming a proper return on your
investment. We will pursue this
return through the regulatory
process, or if necessary, by appeal
to the courts.

The Company is prohibited from
paying dividends on its common
stock by the terms of its revolving
credit facility. Payment of
dividends in the future will depend
upon a number of factors, includ-
ing eamings and cash flow, which
in turn are functions of appropriate
rate relief,

I urge you to'take a few minutes to
supplement this general overview
with a careful reading of the
accompanying Form 10-K. While
the Company has made significant
progress over the last year—make
no mistake about it—we are still in
a very difficult period.

Our Board and all Company
employees arc working hard to
meet the ongoing challenges. We
are optimistic, and we are dedicat-
ed to retuming our Company to
profitability.

Thank you for your support.

Sincerely, |

David H. Wiggs, Jr.
Chairman of the Board, President
and Chief Executive Officer

" Paso, Texas 79960.

SECURITIES
AND RECORDS

The common stock of El Paso
Electric Company is traded in the
over-the-counter market and
quoted on the NASDAQ National
Market System. The ticker symbol
for the common stock is ELPA.

El Paso Electric and The Bank of
New York (BONY) act as co-
transfer agents and co-registrars
for the Company's common and -
preferred stock. BONY maintains
all shareholder records of the
Company.

SHAREHOLDER
INFORMATION

Sharcholders may obtain informa-
tion relating to their share position,
dividends, transfer requirements,
lost certificates, and other related
matters by telephoning BONY
Shareholder Services at
1-800-524-4458.

This service is available to all
shareholders Monday through
Friday, 8:00 a.m. to 6:00 p.m.,
Eastern Time. Sharcholders also
may obtain this information by
writing to: -
Sharcholder Services, BONY,
90 Washington Street, ‘
New York, New York 10286.

SHAREHOLDER
INQUIRIES

Sharcholders should direct
questions about the activities and
operating results of the Company
to the Office of the Secretary, El
Paso Electric, P.O. Box 982, El

For toll-free telephone calls within
Texas, the number is 1-800-524-
1634. For toll-free telephone calls
elsewhere in the United States,
dial 1-800-351-1621.




BOARD
OF DIRECTORS

David H. Wiggs, Jr. (2)
Chairman of the Board, President
and Chief Executive Officer

Wilfred E. Binns (7) -
President and Sole Shareholder,
Binns Construction & Realty,
Las Cruces, New Mexico

James A.'Cardwell *

President and Principal
Sharcholder, Crinco Investments,
Inc., El Paso, Texas '
(multi-business holding and
investment company)

Robert H. Cutler (20)

Chairman of the Board,

The Catler Corp., El Paso, Texas
(transportation and manufacturing)

Leonard A. Goodman, Jr. (11)
Chartered Life Underwriter/
General Agent Emeritus, John
Hancock Financial Services,
El Paso, Texas

Hector Holguin *

Chief Executive Officer,
Accugraph Corp., El Paso, Texas
(computcr-alded design software)

BenL. Ivey (20)
Farming, El Paso, Texas

Josefina A, Salas-Porras aan
Educator, El Paso, Texas
(consultant in second language and
multicultural train‘ing)

John C. Schweitzer *
Managing Partner, Continental
Propertics Company,

Austin, Texas

(real estate and investments)

Tom C. Simpson (7)

Président and Principal
Shareholder, Simpson Farms, Inc.,
Las Cruces, New Mcxic"o

William D. Skov *

Partner, Skov Farms, SK-Farms,
Paso Pork Producers, Clint, Texas;
Chairmman of the Board, First
National Bank of Fabens, Texas

OFFICERS

David H. Wiggs, Jr. (2)
Chairmman of the Board, President
and Chief Executive Officer

William J. Johnson (12)
Senior Vice President-Financial
Group and Chief Financial Officer

William W. Royer (9)
Senior Vice President-
Special Projects

Ignacio R. Troncoso (20)
Senior Vice President-
Operations Group

Lawrence M. Downum, Jr. (30)
Vice President-
Corporate Services Division

Frederic E. Mattson (20)
Vice President-
Power Supply Division

Eduardo A. Rodriguez (8)
Secretary and General Counsel

Julius F. Bates, Jr. (17)
Vice President-

Customer Services, Texas
Division

Russell G. Gibson
Controller

Gary R. Hedrick (12)
Treasurer

John C. Home (17)
Vice President-
Transmission System Division

James A. Mayhew (10)
Vice President-
Rates and Regulatory Affairs

" Assistant Vice President- -

Robert C. McNiel (12)
Vice President-Customer Services,
New Mexico Division

Dean Jacobson (25)
Assistant Vice President-
Information Services

Pedro Serrano, Jr. (12) g
Assistant Vice President- *
Energy-Resource & Planning -

Susanne M. Sickles (12)
Assistant Vice President-
Employee Support Services

Guillermo Silva, Jr. (10)
Assistant Secretary

Hermann Vogenbeck (16)
Assistant Vice President-
Power Generation

John Wacker (1)
Internal Audit

John Whitacre (16)
Assistant Vice President- R
Systems Operations

O Ycars of Service

* Mr. Skov and Mr. Holguin were
appointed to the Board of
Directors in October 1989.

Mr. Schweitzer and Mr. Cardwell
were appointed to the Board of
Directors effective April 1990. .

A complete copy of the
Company’s 1989 Form 10-K
report, filed with the Securities
and Exchange Commission,
including Financial Statements
and Financial Statement
schedules, will be provided to
shareholders without charge

. upon written request to:

Eduardo A. Rodnguez,
Secretary, El Paso Electric |
Company, Post Office Box 982
El Paso, Texas 79960.




t SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549 '

Form 10-K
(Mark One)

X ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF

THE SECURITIES EXCHANGE ACT OF 1934 (FEE REQUIRED)
For the fiscal year ended December 31, 1989

OR

O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF
THE SECURITIES EXCHANGE ACT OF 1934 (NO FEE REQUIRED)

For the transition period from to ,

Commission file number 0-296

El Paso Electric Company

(Exact name of registrant as specified in its charter)

Texas 74-0607870
(State or other jurisdiction of (LR.S. Employer
incorporation or organization) Identification No.)
303 North Oregon Street, El Paso, Texas 79901
(Address of principal executive offices) (Zip Code)

Registrant’s telephone number, including area code: 915-543-5711

None of the Registrant’s Securities is Registered Pursuant to
Section 12(b) of the Act

Securities Registered Pursuant to Section 12(g) of the Act:

COMMON STOCK, NO PAR VALUE
(Title of Class)

Indicate by check mark whether the Registrant (1) has filed all reports 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
requlrements for the past 90 days. YES X NO __

" As of February 28, 1990, the aggregate market value of the voting stock hcld by non-affiliates of the
registrant was $307,132,004.

’ As of February 28, 1990, there were outstanding 35,285,932 shares of common stock, no par value.

1]

DOCUMENTS INCORPORATED BY REFERENCE

Portions of the Registrant’s definitive Proxy Statement for the annual meeting of its shareholders to be
held on May 21, 1990 are incorporated by reference into Part III of this report.




DEFINITIONS

The following abbreviations or acronyms used in this report are defined below:
Abbreviations

or Acronyms o Terms
AFUDC........... eiieneiaaas Allowance for Funds Used During Construction
AlP ... i Arizona Interconnection Project
I\ o S veaeees Arizona Public Service Company
Common Plant or Common )
Facilities....oveveiiiniiinans, Facilities at or related to the Palo Verde Stahon thqt are
common to all three Palo Verde Units
Company ....vvvvenrierennnnnss El Paso Electric Company
CWIP ..iiiiiiinnnniinnnaennas Construction Work in Progress .
FERC ...iiiiviiiinnninnninnnnen. Federal Energy Regulatory Commission
FL&R or Franklin
or Franklin Land ............. Franklm Land & Resources, Inc., a former subsidiary of the
Company ' .
Four Corners.....ocovveevisenas Four Corners Project or Four Corners Plant
49 0 2 ' Impenal Irrigation District, an irrigation dnstnct in Southern
California
KV i, ... Kilovolt
KW iiiiiiiiiiiecnenaes Kilowatt(s)
KWH............. eieees v . Kilowatt-hour(s)
MW i iiiiiiiniiies Megawatt(s)
MWH ... it iiiiiciiiiens Megawatt-hour(s)
NASDAQ ...civiiiiainnnnnnnss National Association of Securities Dealers Automated
‘ Quotations System
New Mexico Comm:ssnon ..... ... New Mexico Public Service Commission
NRC ...covvvinniniinnns vvveve.  Nuclear Regulatory Commission
Palo Verde Station or -
Palo Verde Project or
Palo Verde or PVNGS......... Palo Verde Nuclear Generating Station
PasoTex «ocvvvecevenanceninnnns PasoTex Corporation, a former subsidiary of the Company
CPNM L Public Service Company of New Mexico
2103 Credit Agreement dated as of October 26, 1989, as amended,

among El Paso Electric Company, each of the Banks
signatory thereto, and Chemical Bank, as Agent Bank

SFAS « ittt ierareas Statement of Financial Accounting Standards
Texas Commission ......c..cuuus, Public Utility Commission of Texas
6 1) Texas-New Mexico Power Company
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PART I

Item 1. Business
General

The Company was incorporated in Texas in 1901. Its principal business is the generation and
distribution of electricity through an interconnected system to approximately 239,000 customers in El
Paso, Texas and in an area in the Rio Grande Valley in West Texas and Southern New Mexico. The
Company’s principal executive offices are located at 303 North Oregon Street, El Paso, Texas 79901
(telephone 915-543-5711).

The Company’s service area extends approximately 110 miles northwesterly from El Paso to the
Caballo Dam in New Mexico and approximately 120 miles southeasterly from El Paso to Van Horn,
Texas. The service area has an estimated population of 743,000, including approximately 605,000
people in the metropolitan area of El Paso. Copper smelting and refining, oil refining, garment
manufacturing, cattle raising and agriculture are important industries in El Paso, which is also an
important transportation and distribution center. At December 31, 1989, the Company’s largest retail
customers included a copper refinery, a smelter, and a-steel fabricator in El Paso, and important
military installations, namely the U.S. Army Air Defense Center at Ft. Bliss in El Paso and the White
Sands Missile Range and Holloman Air Force Base in New Mexico.

The Company’s major franchises are with the cities of El Paso, Texas' and Las Cruces, New Mexico,
such franchises expiring in 2001 and 1993, respectively. The franchises contain no express renewal
provisions. Although the City of Las Cruces is currently reviewing alternative sources, and the City of
El Paso has approved the formation of a task force to study the City’s options with respect to possible
municipal ownership of the Company’s properties, the Company believes, but has no assurance, that
both franchises will be renewed.

During 1989, approximately 63% of the Company’s operating revenues were derived from Texas,
19% from New Mexico and 18% from FERC wholesale customers. Sales to (i) residential customers,
(ii) small commercial and industrial customers, (iii) large commercial and industrial customers and
(iv) public authorities accounted for approximately 35%, 34%, 12% and 19%, respectively, of the
Company’s operating revenues from retail sales, In 1989, IID, a wholesale customer, accounted for
11.6% of operating revenues. No retail customer accounted for more than 3% of operating revenues.
The effect of seasonal sales by quarter are insignificant to the Company’s annual operating revenues,
but the third quarter of each calendar year traditionally contributes more than 27% of annual revenues
due to the climate in the Company’s service area. See Note O of Notes to Consolidated Financial
Statements.

The Company attained an all-time total system peak load of 1,076 MW on June 20, 1989. In 1988,
the Company’s total system peak load was 1,002 MW. In 1989 and 1988, the native system peak load was
916 MW and 840 MW, respectively. The Company periodically makes long-range projections of system
peak load and estimates future sources of power that may be used to supply the system requirements.
The projected annual peak load growth rate for the Company s service area during the 1990-1999 time
period is approximately 3%.

The Company had 1,032 employees as of December 31, 1989. Approximately 28% of the employees
are covered by a collective bargaining agreement that expires in February 1991.

Prior to January 17, 1990, the Company had, in addition to its electric utility operations, various
subsidiaries which engaged in unregulated, non-utility businesses. During 1989, the Company decided
to discontinue and to dispose of its non-utility operations. The final disposition transaction occurred on
January 17, 1990, See “Non-Utility Opérations” and Note P of Notes to 'Consolidated Fmanclal
Statements.




Regulation

Texas. The rates and services of the Company in Texas municipalities are regulated by those
municipalities and in unincorporated areas by the.Texas Commission. The Texas Commission .has
exclusive de novo appellate jurisdiction to review municipal orders and ordinances regarding rates and
services; and its decisions are subject to judicial review.

New Mexico. The New Mexico Commission has authority over the Company’s rates and services in
New Mexico, the issuance of securities by the Company and other matters affecting the operations of
the Company.

FERC. The Company is subject to regulation by the FERC in certain matters, including rates for
wholesale power sales and the issuance of securities. In addition, Congress has enacted energy
legislation which, among other things, establishes national standards for consideration by state
regulatory agencies in determining utility rates and imposes other requirements on the operations of
utilities, including the Company. Under certain circumstances, the FERC may order interconnection,
wheeling and poolmg

NRC. The Palo Verde Station is subject to the jurisdiction of the Nuclear Regulatory Commission
(“NRC”), which has authority to issue permits.and licenses and to regulate nuclear facilities in order
to protect the health and safety of the public from radiation‘hazards and to conduct environmental
reviews pursuant to the National Environmental Policy Act. Before any nuclear power plant can
become operational, an operating license from the NRC is required. The NRC has granted facility
operating licenses for Unit 1, Unit 2 and Unit 3 for terms of forty years each beginning December 31,
1984, December 9, 1985 and March 25, 1987, respectively. See “Construction Program — Palo Verde
Station” and “Facilities — Palo Verde Station.”

Texas Rate Matters

Rate Moderation Plan — Palo Verde Units 1 and 2. On March 30, 1988, in Docket 7460, the Texas
Commission adopted a rate moderation plan which provides for the inclusion in Texas rates, on a
phase-in basis, of the Texas jurisdictional portion of the Company’s investment in Palo Verde Unit 1
and the Company’s lease payments in its sales and leasebacks of its interest in Palo Verde Unit 2 and
one-third of Common Plant to the extent of the book value of the plant sold and leased back (which is
approximately 83% of such lease payments). The Texas Commission’s order was based upon a
stipulated settlement entered in October 1987 among the Company, the staff of the Texas Commission
and certain industrial customers. The stipulation and the Texas Commission’s final order settled all
issues regarding prudence of construction of Palo Verde Units 1 and 2 and Common Facilities and all
issues involving the prudence of the Company’s decisions to mnake the investment it made in the Palo
Verde Project and which resulted in the continuation of that investment, except, as to Unit 3 only,
decisional prudence relating to events occurring after the 1978 issuance by the Texas Commission of a
Certificate of Convenience and Necessity for the Palo Verde Project. See discussion below regarding
the planned Unit 3 rate case. As part of the stipulated settlement, the Company recorded in the third
quarter of 1987 a regulatory disallowance of approximately $38.3 million ($24.4 million after tax). The
disallowance amounted to less than 2% of the Company’s total investment in Palo Verde. The
stipulation also settles all issues of excess capacity relating to Units 1 and 2 for the duration of the 10-
year rate moderation plan, and the Texas Commission has indicated that it will not consider excess
capacity issues relating to Units 1 and 2 during such time period.

The Texas Commission adopted the rate moderation plan by unanimous vote, over the objections
of the City of El Paso and two other intervenors representing public entities. Those parties appealed
the Texas Commission’s order to state district court in Travis County, Texas, where the district court
upheld the order of the Texas Commission. The decision of the District Court was appealed by the
City of El Paso and the two other intervenors to the Court of Appeals for the 3rd Judicial District at
Austin, Texas. A ruling on such appeal is expected later this year. Management anticipates that the
Texas Commission’s order will be upheld.



The Texas Commission’s order in Docket 7460 limits the Company to specified base rate (cash)
increases during the first four years of the plan. The plan requires that the Company file rate cases
annually to establish the Company’s revenue requirements and resulting right to the base rate
increase. To the extent the Company’s base revenue requirements recognized by the Texas Commis-
sion excéed the base rate increase provided for the period, the unrecovered revenue requirements are
deferred for collection in later years of the plan. The rate moderation plan, which is explicitly intended
to comply with SFAS No. 92, Regulated Enterprises — Accounting for Phase-In Plans, requires all
revenue deferrals to be recovered within the 10-year term of the plan. The Company is, under the
plan, entitled to additional base rate increases for years subsequent to the scheduled fourth increase, if
necessary, to recover all such deferrals during such time period. The Company has indicated in its rate
filing for the scheduled third base rate increase that such additional cash increases will be necessary.
See discussion below regarding Docket 9165. L

The Texas Commission’s order in Docket 7460 provided for the first scheduled base rate increase
of approximately $21 million. The new rates went into effect in April 1988, and the order provided for
the deferral for future recovery of approximz}tely $25 million, )

In October 1988, the Company filed with the Texas Commission for the scheduled second base
rate increase under the rate moderation plan (Docket 8363). The Company requested an increase of
approximately $39 million in base revenues. In May 1989, the Texas Commission entered its final order
in the case which granted, effective June 1989, the scheduled second cash increase in base revenues of
approximately $7.3 milliqn and the deferral of approximately $7.4 million.

The approximate $24.3 million ordered reduction in the revenue deferrals requested by the
Company resulted from, principally (1) adjustments made by the Texas Commission which reduced
rate base by $61 million, the major components of such reduction being the disallowance of certain
operating costs previously deferred under accounting deferral orders issued by the Texas Commission
(which disallowance resulted in the after-tax write-off of $15 million in the first quarter of 1989),
disallowance of the Company’s requested cash working capital levels, removal from rate base of the
unamortized balance of Docket 7460 prudence case expenses (which will be considered for recovery
in rates in the separate docket described below under “Rate Case Expenses Incurred in Docket 7460”)
and the one-time offsetting of rate base by deferred taxes associated with the portion of Palo Verde
Unit 3 sold and leased back by the Company in December 1987; (2) the Texas Commission’s setting the
Company’s rate of return on common equity at 12.4% as opposed to the Company’s requested 14.0%;
(3) various operating expenses being reduced or eliminated, totaling approximately $6.4 million; and
(4) tax ramifications of the foregoing resulting in a compounding of the reductions. .

The Company, as well as certain parties adverse to the Company in the case, appealed the Texas
Commission’s order in Docket 8363 to state district court in Travis County, Texas. A decision on the
appeal is not expected before the end of 1990. The Company has contested the bulk of the adjustments
made by the Texas Commission and believes there are justified grounds for its appeal. However, as is
the case in any appeal from a decision of the Texas Commission, judicial review is generally limited to
a determination of whether substantial evidence exists to support the Texas Commission’s order and
whether the Texas Commission acted within its statutory authorization and not arbitrarily in reaching
its decision. The outcome of the appeal of the case cannot presently be determined.

In late November 1989, the Company filed with the Texas Commission for the third scheduled
base rate increase of 3.5% (Docket 9165). In the filing, the Company seeks an increase in base revenues
of approximately $33.9 million, consisting of an approximate $7.1 million cash increase and an
approximate $26.8 million in phasc-in deferrals. As an alternative calculation of the third scheduled
base rate increase, the Company requested a cash base rate increase of approximately;$13.1 million,
with the balance of its requested increase in base revenues of approximately $20.8 million to be
deferred, in order to correct a problem which has arisen in the operation of the rate moderation plan
involving the average unit rate paid by customers. The cash increases in base revenues originally
projected under the rate moderation plan were projected on the basis of expected average unit rates to
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be achieved from forecasted Texas sales. Due to unanticipated shifts in usage among customers and
customer groups, the average unit rates for sales has not reached the projected levels. As a
consequence, the Company’s cash revenues have not reached levels commensurate with the growth in
sales that has occurred, which will contribute to the need for additional increases in base rates after
the scheduled fourth increase in order to recover all deferred revenues within the 10-year term of the
rate moderation plan,

In March 1990, the City of El Paso, in response to the Company’s filing, ordered a $6.9 million
reduction in the Company’s base revenues, which, if ordered by the Texas Commission, would,
combined with the scheduled cash increase in base rates, result in an amortization of the deferrals
ordered in Dockets 7460 and 8363 by a corresponding amount. The City’s order has been appealed to
the Texas Commission. The staff of the Texas Commission has recommended an approximate
$17.5 million increase in the Company’s base revenues, consisting of a $7.1 million cash increase and a
$10.4 increase in revenue deferrals. The staff has not yet made its recommendation on approximately
$2.2 million of rate case expenses in this Docket, which were requested in the Company’s filing. See
“Rate Case Expenses Incurred in Docket 7460.” Although the staff recommended rejection of the
Company’s alternative filing with respect to the average unit rate problem, the staff indicated its
agreement that additional base rate increases would be required under the rate moderation plan to
recover.the phase-in deferrals.

Hearings before the Texas Commission commenced in early March 1990. New rates resulting from
the Company’s filing in Docket 9165 are expected to be effective by August 1990,

The Company’s filing in Docket 9165 does not involve the major issues in Docket 8363 relating to
the adjustments made by the Texas Commission with respect to deferred operating costs. The issues in
Docket 9165 relate principally to return on equity, operations and maintenance expenses (particularly
at Palo Verde), deferred taxes and recovery of certain restructuring costs incurred by the Company.
The Company believes that it is entitled to the rate relief sought in Docket 9165, including its
alternative filing with respect to the average unit rate problem. The Company would, as it has in the
past with respect to previous orders of the Texas Commission, appeal to state district court if the Texas
Commission were to order insufficient rate relief in this Docket. The outcome of the case cannot
presently be determined. . .

. The Company’s present plan is to file in the third quarter of 1990 for the fourth scheduled base
rate increase under the Docket 7460 rate moderation plan, The scheduled base rate increase under the
plan is 3.5%. New rates resulting from the filing should be in eﬁ'gct by summer 1991.

. Palo Verde Unit 3 — Inclusion in Texas Rates. Although Palo Verde Unit 3 began commercial
operation in January 1988, the Unit cannot satisfy Texas Commission criteria for in-service status, and
thereby qualify for eligibility for ‘inclusion in Texas rates, until the AIP transmission facilities,
construction of which was completed in December 1989, are energized for operation at a required
minimum capacity level. For a description of AIP, see “Facilities — Palo Verde Station.” '

Utilization of the AIP transmission line can occur only with the consent of the Operating Agent of
the Southwest New Mexico Transmission System (“SWNMTS”), who can, in that capacity, unilaterally
determine the conditions under which power can be transmitted over the AIP line. Public Service
Company of New Mexico (“PNM”) is presently acting as operating agent under the SWNMTS.
Disputes have arisen between the Company and PNM regarding transmission rights and capabilities in
the southern and northern New Mexico transmission systems, and PNM has refused to transfer
operating agent status under the SWNMTS to the Company, as required under the SWNMTS
agreement upon completion of construction of AIP. As a result of these disputes, the Company in early
March 1990 sued PNM in the United States District Court for the Western District of Texas for
wrongful refusal to permit the Company its full AIP transmission capability. ‘

On March 30, 1990, the Company reached an agreement in principle with PNM to submit to
binding arbitration the entitlement of the parties to the transmission rights and capabilities in dispute.
The agreement in principle provides for the energization, pending arbitration, of AIP no later than
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April 9, 1990, at the required level of capacity necessary for Unit 3 to meet the Texas Commission’s in-
service criteria and provides for the Company to become Operating Agent of SWNMTS upon receipt
of the decision of the arbitrators. The Company will accrue a payable to PNM, based upon the
purchase of a specified amount of wheeling capacity from PNM, which must be paid only if the
arbitrators rule in favor of PNM. Each of the Company and PNM will appoint one arbitrator, and the
two of them will select a third arbitrator. The agreement in principle calls for the execution of a
definitive agreement between the parties by April 6, 1990, at which time the Company’s lawsuit will be
dismissed. A decision of the arbitrators is scheduled by the end of 1990.

The Company expects a favorable outcome in the arbitration. An unfavorable outcome would not
affect the in-service status of Unit'3, and there are alternatives available to the Company, in the event
of an unfavorable outcome, to meet its transmission capability requirements not met through the
southern New Mexico transmission system, of which AIP is a part.

In September 1989, the Company filed an application with the Texas Commission for an
accounting order that would allow the Company to defer and capitalize substantially all Unit 3
operating costs (excluding fuel) and to accrue a carrying charge on its ownership interest in Unit 3
from the date Unit 3 satisfies the Texas in-service criteria until the Texas Commission issues its rate
order on Unit 3. The Company’s application for the accounting order was consolidated with Docket
9165 described above. The staff of the Texas Commission has recommended that the Texas Commission
grant the accounting order. The Company expects the Texas Commission to grant the requested
accounting order. If, however, the Texas Commission refused to grant the accounting order, the
Company will be required to expense the Unit 3 operating costs beginning with the date that Unit 3
meets the Texas in-service criteria.

Until Unit 3 qualifies for in-service status in Texas, the Texas jurisdictional portion of Unit 3 will
be accounted for, as it has been since the Unit went into commercial operation, as plant under
construction. The Company, therefore, has been capitalizing, since the Unit went into commercial
operation in January 1988, the Texas jurisdictional portion of the costs of owning, operating and
maintaining Unit' 3. During the year ended December 31, 1989, the Company capitalized a total of
$51.1 million to construction work-in-progress related to the Texas jurisdictional portion of Unit 3,
consisting of $12.7 million of operation and maintenance costs; $15.9 million of lease expense
attributable to the portion of Unit 3 sold and leased back; $2.4 million of property and other taxes; and
$20.1 million of AFUDC. Since January 1988 through December 31, 1989, the aggregate of such costs
capitalized is $85.9 million. The Company’s total investment in the Texas jurisdictional portion of
Unit 8 at December 31, 1989, net of the portion sold and leased back, was $216.0 million.

The Company plans to file with the Texas Commission in the third quarter of 1990 for rate
treatment of the Texas jurisdictional portion of the Company’s investment in Palo Verde Unit 3,
including the lease payments in the Company’s sales and leasebacks of 40% of its interest in Unit 3. The
Company expects the Texas Commission’s final order on the Unit 3 case in the late first quarter of 1991,
with rates reflecting the outcome of the case to be effective in the summer of 1991. :

At present, management believes that inclusion of Unit 3 in Texas rates will probably involve some
form of phase-in or rate moderation plan. Either a separate plan for the Unit 3 costs or a revised
combined plan, including the Company’s investment in Palo Verde Units 1, 2 and 3, are possible. As the
Company has only one set of rate tariffs, however, some merger of the plans into a single set of rates
will be necessary.

_ Although issues relating to the prudence of construction costs directly attributable to Unit 3 are
not included in the construction prudence issues resolved by the rate moderation plan for Units 1 and
9 and are therefore open for decision in the Unit 3 case, the Company does not expect a material
disallowance of Unit 3 costs on the basis of construction imprudence. In March 1989, Ernst &
Whinney, a national accounting firm, which oversaw the prudence audit of the Palo Verde Station
ordered by the Arizona Corporation Commission in the exercisc of its regulatory authority over
Arizona Public Service Company, the Operating Agent for Palo Verde, released its audit report. The
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report identified approximately $60 million, excluding AFUDC and property taxes, for the entire Palo
Verde Project which Ernst & Whinney contends were unreasonable. Of this amount, the Company’s
share would be approximately $9.5 million (which is less than the write-off recorded by the Company
in connection with the adoption of the Docket 7460 rate moderation plan — see discussion above
under “Rate Moderation Plan — Palo Verde Units 1 and 2”). Neither the Company nor the Operating
Agent accepts the Ernst & Whinney contentions as to the unreasonableness of the Palo Verde
construction costs. The audit report also identified certain areas that were found to exceed the
standard of reasonableness and to have a positive impact on the Palo Verde Project, including built-in
separation of electrical equipment, design replication of the three Palo Verde Units, certain aspects of
the regulatory (licensing) management function, and certain labor and contractual arrangements. The
report estimated that the potential direct cost savings of the identified areas in which performance
exceeded the standard of reasonableness were approximately $300 million for the entire project
(excluding AFUDC and property taxes), of which the Company’s share would be approximately
$47.4 million. ; C '

Decisional prudence issues relating to Unit 3 were not resolved in Docket 7460, insofar as such
issues relate to events occurring after the Texas Commission’s November 1978 issuance of a Certificate
of Convenience and Necessity for Palo Verde. In Docket 7460, the Texas Commission acknowledged
the prudence of the Company’s decision-making through the issuance of the Certificate of Conve-
nience and Necessity for Palo Verde. The Company believes that it will be able to demonstrate in the
Unit 3 case the prudence of the Company’s decisions regarding the level of its Palo Verde participation
after 1978 and does not expect any material disallowance on the grounds of decisional imprudence.

The Company believes that the primary concern with respect to inclusion of the Company’s full
investment in Unit 3 in Texas rates will relate to issues of excess capacity. Such issues are resolved with
respect to Units 1 and 2 under the rate moderation plan for the 10-year term of the plan. The Company
believes that proper regulatory treatment recognizes that the construction and addition to utility plant
of generating capacity, particularly large investments such as the Company’s investment in Palo Verde,
cannot exactly be matched to increases in load requirements and that a period of an acceptable level of
excess capacity must be anticipated and accepted. Claims of excess in the Company’s generating
capacity continue to be weakened by the load growth experienced by the Company. If any excess
generating capacity were to be found by the Texas Commission relating to Unit 3, the Company
believes the amount of any resulting exclusion from rate base would probably be temporary and would
be restored to rate base in future rate proceedings to permit full recovery of substantially all of the
Texas jurisdictional portion of the Company’s investment in Unit 3.

The Company believes that it is entitled to recover in full the Texas jurisdictional portion of the
Company’s Unit 3 investment and a fair return thereon. If the Company were denied adequate and
timely rate relief sufficient to recover the investment and a fair return thereon, the Company would
resort to the courts for the rate relief to which it believes it is entitled. The ultimate outcome of the
case cannot, however, presently be determined. Failure to receive sufficient inclusion in Texas rates of
the Company’s Unit 3 investment, on a timely basis, would increase the Company’s external financing
requirements and could adversely affect access to the capital markets at reasonable cost. An adverse
regulatory decision by the Texas Commission with respect to the Company’s investment in Unit 3
which, in the judgment of the lending banks under the RCF, causes the Company’s revenues to be
insufficient to assure its ongoing viability or its access to capital markets or its ability to repay its
obligations, constitutes an event of default under the RCF. See “Management’s . Discussion and
Analysis of Financial Condition and Results of Operations — Liquidity and Capital Resources.”

Fuel Reconciliation Case. In June 1989, the Company filed an application with the Texas Commis-
sion to reconcile its fuel expenses and revenues for the period August 1985 through March 1989. The
reconciliation is required by Texas Commission rules and final order in Docket 7460. The Company’s
filing requests an additional $900,000 in fuel revenues for the reconciliation period. The City of El
Paso, in response to the Company’s filing, recommended that the Company be ordered to refund
approximately $14.3 million in previously recovered fuel expenses. The staff of the Texas Commission
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has recommended a refund of approximately $10.2 million. Hearings before the Hearing Examiner
appointed by the Texas Commission have been completed, and a Hearing Examiner’s report and
recommendation is expected in the near future. Although the Company is unable to assess the
outcome of this matter prior to the issuance of the Hearing Examiner’s report, the Company believes
that it has, in accordance with the rules of the Texas Commission, made all refunds to customers of
overcollected fuel expenses during the four-year reconciliation period and that any material disallow-
ance of the Company’s fuel expense recoveries would not be justified. The Company has made no
provision for any fuel refunds in the financial statements included in this report.

Rate Case Expenses Incurred in Docket 7460. The approximate $11.4 million of expenses incurred by
the Company in connection with the Docket 7460 rate case were severed from the issues ruled upon
by the Texas Commission in that Docket and were assigned to a new docket for consideration. The
Company has applied for the immediate recovery of approximately $5 million of these expenses
through a surcharge to customers and has proposed that the balance of the expenses, attributable to
the prudence phase of Docket 7460, be amortized and recovered in rates over the useful life of the
Palo Verde Units. The staff of the Texas Commission has recommended that the Company be allowed
to recover all of the expenses, without interest, amortized over the useful life of the Units. The City of
El Paso has recommended a disallowance of approximately $7.4 million of the prudence expenses.
Although hearings in this case were completed in November 1988, no Hearing Examiner’s report has
been issued. The Company expects a ruling from the Texas Commission by summer 1990. The costs are
included as a deferred charge in the accompanying consolidated balance sheet. Although the Company
expects to recover the costs, most likely in accordance with the Company’s proposed method for
recovery, an assessment of the outcome of the case cannot be made prior to the issuance of the
Hearing Examiner’s report.

Texas Recognition of Palo Verde Sales and Leasebacks. The Company sold and leased back its entire
interest in Palo Verde Unit 2 and one-third of Common Plant in transactions completed in August 1986
and December 1986. The Company also sold and leased back approximately 40% of its interest in Palo
Verde Unit 3 in December 1987. See Note E of Notes to Consolidated Financial Statements. The
Company, under applicable Texas Commission rules, was required to report the Unit 2 and Unit 3 sales
and leasebacks to the Texas Commission for a determination by the Commission as to whether the
transactions were in the public interest. In its Docket 7460 order and a separate order issued in August
1989, the Texas Commission found the Unit 2 and Unit 3 sales and leasebacks, respectively, to be in the
public interest. The rulings have no current ratemaking impact, but do insure that, in the case of the
Unit 3 sales and leasebacks, the Commission will consider those transactions in connection with the
Company’s request for rate treatment of its investment in Unit 3. The City of El Paso appealed the
Commission’s order with respect to the Unit 3 transactions to state district court in Travis County,
Texas. The appeal is not expected to be ruled upon this year. Management believes that the court will
uphold the Commission’s order. The finding on the Unit 2 sales and leasebacks is a part of the City’s
appeal of the Docket 7460 order.

Performance Standards for Palo Verde — Texas. In June 1989, the Company filed an application
with the Texas Commission to establish, performance standards in its Texas jurisdiction for the
operation of the Palo Verde Units. The performance standards proposed by the Company correspond
to the performance standards for the Palo Verde Units currently in effect with the New Mexico
Commission for the Company’s New Mexico service area. See “New Mexico Rate Matters” below. The
Company’s application to establish Texas performance standards has been consolidated with the
Company’s rate filing in Docket 9165 (see discussion above).

Texas Recovery of Fuel Expenses. In its Texas jurisdiction, the Company recovers its fuel expenses
and purchased power costs pursuant to a fuel factor set by the Texas Commission in each general rate
request filed by the Company. The Texas Commission has the authority to order proceedings
periodically for the purpose of reconciling the Company’s fuel revenues against actual fuel expenses.
See “Fuel Reconciliation Case” above. As a result of the unscheduled outages of the Palo Verde Units
in 1989, the Company incurred and is incurring replacement power costs in excess of the amount ‘of

7




fuel revenues provided by the Company’s fuel factors. Although the Company believes it is entitled to
and will recover its actual Texas fuel costs, the Company is unable, at this time, to predict the ultimate
financial or regulatory impact of the unscheduled outages. See “Facilities — Palo Verde Station.”

El

New Mexico Rate Matters

In March 1987, the New Mexico Commission adopted a rate moderation plan which provides for
the regulatory treatment of the New Mexico jurisdictional portion of the Company’s investment in all
three Units dt Palo Verde. The New Mexico Commission’s order was based upon a stipulated
settlement among the Company, the staff of the New Mexico Commission and certain intervenors. The
New Mexico plan, among other things, provides for the full inclusion in rate base of the Company’s
investment in Unit 1 and one-third of common plant and recovery as cost of service of the Company’s
lease payments on the Unit 2 sales and leasebacks to the extent of the book value of plant sold and
leased back. The Company agreed, as part of the plan, that it would not request inclusion in New
Mexico rates of the New Mexico jurisdictional portion of the Company’s investment in Unit 3, one-
third of common plant and certain related transmission facilities (aggregating $54.2 million) or any
Unit 3 operating expenses. The plan also provided for increases in rates of 3% on a total cents per
kilowatt hour basis in 1987, and two additional 3% increases in base rates in 1988 and 1989. The plan
settled as far as the New Mexico jurisdiction is concerned all construction and decisional prudence
issues relating to the Company’s investment in Palo Verde and settled excess capacity issues through
1993. :

Similar to the Texas plan for Units 1 and 2 (Docket 7460 described above), the New Mexico plan
provides that, to the extent the Company’s base revenue requirements determined by the New Mexico
Commission exceed the base rate increase provided for the period, the unrecovered revenué
requirements are deferred for collection in later years of the plan. However, the New Mexico plan
presently provides that all deferred revenues not recovered prior to December 31, 1994 are not to be
recovered through New Mexico rates. SFAS No. 92, which governs accounting for rate phase-in plans,
was not in existence at the time of the adoption of the New Mexico plan. As a result of the New Mexico
plan provision that deferrals not recovered prior to December 31, 1994 will not be recovered in New
Mexico rates, the New Mexico plan does not comply with SFAS No. 92. The Company has filed:an
application with the New Mexico Commission to amend the plan to bring it into compliance with SFAS
No. 92 and believes that such amendment will be approved by the New Mexico Commission. A hearing
on the application is scheduled in mid-June 1990. If the New Mexico plan is not amended to comply
with SFAS No. 92, the Company wéuld be required to write-off approximately $5.5 million of recorded
phase-in deferrals and discontinue reporting for financial statement purposes the unrecovered revenue
requirements deferred for collection under the plan.

Effective November 1987, the New Mexico Commission ordered the first scheduled rate increase
under the New Mexico plan. The order provided for an increase in base revenues of approximately
$5.0 million, consisting of approximately $1.8 million cash increase in base rates and approximately
$3.2 million deferred revenues.

] In November 1987, the Company filed for the second scheduled base rate increase under the New
Mexico plan. The Company requested an increase in base revenues of approximately $5.5 million. The
New Mexico plan limited the base rate increase to approximately $1.7 million, with the balance of the
Company’s requested increase in base revenues to be deferred. The New Mexico Commission’s final
order in the case, which was issued based upon a stipulated settlement on revenue requirements,
allowed the Company an increase in base rates of approximately $1.5 million and provided for the
capitalization of approximately $1.2 million of fuel expense as a cost of service deferral. No additional
deferred revenues were provided under the stipulation or order. Rates based upon the order were
effective November 1988.

In July 1989, the Company filed with the New Mexico Commission for the third and final
scheduled base rate increase under the plan. The Company requested an increase in base revenues of
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approximately $8.5 million, consisting of an increase in base rates of approximately $1.8 million and
deferral of approximately $6.7 million. A stipulated-settlement of the case was reached in February
1990 which provides for an increase in'base revenue of approximately $2.5 million, consisting of an
increase in base rates of approximately $1.8 million and deferral of approximately $0.7 million. The
Company expects the New Mexico Commission to issue its final order approving the stipulated
settlement in April 1990, with new rates to be effective in May 1990. "

The Company will be f'equired to.recover the New Mexico jurisdictional portion of the Company’s
investment in Unit 3, which is deregulated under the New Mexico rate moderation plan, through off-
system sales in the economy energy market. Market prices for economy energy sales have not been in
recent years and are not presently at levels needed by the Company to recover the New Mexico
portion of the Company’s current operating expenses related to Unit 3, including lease payments.
However, the Company believes that over the useful life of Unit 3, based upon its current forecast of
plant operating costs and performance, power needs of other utilities.and alternative fuel prices, the
Company will be able to recover the New Mexico portion of its Unit 3 costs through such sales of
power. See “Management’s Discussion and Analysis of Financial Condition and Results of Operations.”

The Company is subject to performance standards in its New Mexico jurisdiction for the operation
of the Palo Verde Units. The standards measure performance on the basis of the three Units being
viewed as a single generating station and involve the use of designated levels of capacity factors (the
ratio of actual generation to maximum possible generation). If the annual capacity factor of the station
exceeds the maximum standard (which is 75% capacity), the Company is entitled to a monetary reward
based upon the additional fuel costs avoided, calculated with reference to the Company’s weighted
average fuel and purchased power costs (other than Four Corners, Palo Verde and purchases from
Southwestern Public Service Company). If the annual capacity factor falls below the minimum
standard (60% capacity), the Company is penalized based upon the additional fuel costs incurred using
the same formula. If annual performance falls between the minimum and maximum standards, no
consequences result. C v

Due to the unscheduled outages at Palo Verde during 1989 (see :‘Facilities — Palo Verde Station”
below), the Company recorded at December 31, 1989 an estimated. performance penalty of approxi-
mately $3.0 million based upon the requirements of the New Mexico performance standards. Under
those standards, the New Mexico Commission has the right to re-evaluate whether Palo Verde Units 1
and 2 should continue to be included in New Mexico rates. Although the Company is unable at this
time to predict the ultimate financial or regulatory impact of the unscheduled outages at Palo Verde
,during 1989, the Company believes that, because Units 2 and 3 have been restarted and a request to the
NRC to restart Unit 1 is expected in April of 1990, the New Mexico Commission will not exclude any of
the Company’s investment in Palo Verde Units 1 and 2 from New Mexico rates. See “Facilities — Palo
Verde Station” for information on the outages at Palo Verde.

In its New Mexico jurisdiction, the Company recovers its fuel expenses and purchased power costs
through a fuel factor set by the New Mexico Commission. The New Mexico rate moderation plan
requires that the fuel factor be fixed each year during the term of the plan. On January 31, 1990, the
Company filed a request for a new fuel factor in its New Mexico jurisdiction. The requested fuel factor
reflected the estimated penalty of $3.0 million recorded by the Company under the New Mexico
performance standards as well as a request by the Company to recover during 1990 approximately
$2.0 million of under-recovered fuel expenses in New Mexico. Hearings will commence this summer,
and the Company expects the New Mexico Commission to issue an order by the fall of 1990.

FERC Rate Matters .

The Company’s rates for wholesale power sales and transmission services are subject to regulation
by the FERC. The Company’s sales for wholesale power make up a significant portion of the
Company’s operating revenues. During both 1989 and 1988, approximately 18% of the Company’s
electric operating revenues resulted from such sales, respectively. Rate tariffs currently applicable to
certain FERC jurisdictional customers contain appropriate fuel and purchased power cost adjustment
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provisions designed to recover the Company’s fuel and purchased power costs. Two FERC customers
have fixed fuel factors approved under FERC tariffs for which no fuel reconciliation is made. Although
rates to wholesale customers require FERC approval, the Company and its wholesale customers
usually establish such rates through negotiations subject to such FERC approval.

The Company has a rate settlement agreement with IID which s based upon a long-term firm
power sales agreement providing for the sale of 100 megawatts of firm capacity to IID beginning in
1987 and continuing through April 2002. In addition, the agreement calls for contingent capacity of
50 megawatts to be made available to IID beginning in 1992 and continuing through April 2002. The
terms of the settlement agreement generally ‘provide for sales prices designed to fully recover the
scheduled costs over the life of the agreement. The sales prices are generally level throughout the term
of the agreement and to the extent that they do not fully recover costs scheduled in the contract,
revenues and a return are accrued for subsequent collection. Amounts accrued under the terms of the
agreement were $7,340,000, $7,632,000 and $1,510,000 in 1989, 1988 and 1987, respectively. The
agreement with IID settles any possible issue of the prudence o£ the construction costs of Palo Verde

and of excess generating capacity. ‘

The Company has a rate settlement agreement with TNP which is based upon a revised firm
power sales agreement with TNP. As part of the settlement of the rate increase request, the Company
and TNP settled an arbitration with respect to the contractual level of reserve demand under the
Company’s prior sales agreement with TNP. The revised firm power sales agreement with TNP
provides for firm power sales to TNP ranging from 43 megawatts to' 79 megawatts, beginning in 1987
and continuing through 2002, with negotiated demand charge rates for such power.

Construction Program

The Company’s estimated construction costs for 1990 through 1993 set forth in the table below are
approximately $202.6 million in cash and approximately $16.2 million in related AFUDC, net, of
deferred tax. The estimated costs were prepared as of March 5, 1990. For a number of reasons, actual
costs may vary from the construction program estimates set forth below. Such estimates are reviewed
and modified from time to time to reflect changed conditions.

1990 1991 1992 1993
(In thousands)

Production:
Palo Verde Station(l) ..... el e $29,000 $21,300 $18,700 $19,500
Palo Verde Deferred Costs(2) ............. 4,500 0 0 0
Other vt e e 1,600 3,600 2,100 2,200
Transmission ............. i, (] 1,300 4,400 2,300
Distribution ......coiv i ... 21,600 24,000 21,400 16,100
General Plant ................... e © 1,200 1,200 3,300 3,300
AFUDC:(3) e
Palo.Verde Station(2) ............... Neenee 8,200 2300 . 2,200 2,100
(04 17 1,800 . 1,200 1,600 1,100
Deferred Tax on AFUDC(4) .....cevvvnen.. (1,400) (500) '(1,300) (1,100)
Total oo i ittt i enneeans $66,500 $54,400 $52,400 $45,500

(1) Does not include acquisition costs for nuclear fuel. See “Energy Sources — Nuclear Fuel.”

(2) Includes the Texas jurisdictional costs of owning, operating and maintaining Unit 3, which the
- Company will continue to capitalize until Unit 3 meets present Texas in-service criteria.
+ Subsequent to the Unit 3 in-service date for Texas ratemaking purposes, the Company anticipates

deferring the Texas jurisdictional costs of owning, operating and maintaining Unit 3, which are
expected to aggregate approximately $14.9 million and $13.0 million for 1990 and 1991, respec-
tively, pursuant to an accounting deferral order that the Company requested from the Texas
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Commission. See “Regulation — Texas Rate Matters — Palo Verde Unit 3 — Inclusion in Texas
Rates.” .

(3) AFUDC has been calculated using an estimated accrual of 10.87%.

(4) Deferred tax is provided on the borrowed portion of AFUDC through 1991 and on total AFUDC
beginning in 1992 to comply with the Company’s adoption of SFAS 96 and will effectively reduce
plant to a net amount for ratemaking and depreciation purposes. ‘

Net utility plant at December 31, 1984 was $1,421,591,000. Gross additions to plant, including
CWIP, for the five years ended December 31, 1989, totaled $813,035,000 (the largest portion of which
was $558,887,000 for PVNGS). Net utility plant at December 31, 1989 (which reflects the sales of plant
in the Palo Verde sale and leaseback transactions), was $1,348,975,000 (including capitalized nuclear
fuel of approximately $47,114,000 leased from a nuclear fuel trust). See “Energy Sources — Nuclear
Fuel.”

The Company does not expect to construct additional base load generatmg facllmes during this
century. v

Palo Verde Statlon

The Company has a 15, 8% interest in the three 1,270 MW nuclear generatmg units and Common
Plant at the Palo Verde Station near Phoenix, Arizona (owned as to Unit 1 and approximately 60% of
Unit 3, and leased as to Unit 2 and approximately 40% of Unit 3). The participants in Palo Verde
include the Company and six other utilities: Arizona Public Service Company' (“APS”), Southern

California Edison Company, Public Service Company of New Mexico, Southern California Public
Power Authority, Salt River Project Agricultural Improvement and Power District and the Los Angeles
Department of Water and Power. Participants share costs and generating entitlements in the same
proportion as their percentage interests in the generating units. APS serves as Operating Agent for the
Palo Verde Station. In February 1977 and November 1978, respectively, the New Mexico Commission
and the Texas Commission issued Certificates of Convenience and Necessity for the Company’s
participation in Palo Verde Station.

The table below sets forth the actual costs incurred by the Company through December 31 1989,
for the construction of PVNGS (including the cost of start-up and testing and the Company’s share of
the cost of related switchyard and transmission facilities), and the Company’s estimate of the
cumulative cost of construction through the completion of PVNGS. The table includes capitalized
ownership, operating and maintenance expenses related to the Texas jurisdictional portion of Unit 3,
but does not include the Company’s share of the estimated cost of nuclear fuel. See “Energy
Sources — Nuclear Fuel” The table also does not reflect a regulatory disallowance write-off: of
approxlmately $38.3 million, The eshmated costs were prepared as of March 5, 1990. See “Regulatlon

Actual Costs Estimated Cumulative

D’é‘&r;\lx)%l: 31, Costs Through Dccember 31,
1989 1990 1991 1992

Nuciear Plant..... e e areaaertisarranns 1,044,000 1,077,500 - 1,098,800 1,117,500
Related AFUDC....... SN . 532,400 540,600 542,900 545,100
Transmission Lines.......covvvvanennen cen . 18,800 18,800 . 18,800 18,800
Related AFUDC....... fyteceeenesaineas 8,300 8,300 8,300 8,300
Deferred Tax on AFUDC................ - (109,200) (110,300) (110,600) " (111,300)
Total vovvevennnns Gerrassernnann .. $§1,494,300 $1,534,900 31,658,200  $1,578,400

The above table includes approximately $653.4 million in aggregate book value of the undivided
interests involved in the Unit 2 and Unit 3 sale and leaseback transactions in which the related leases
are accounted for as operating leases. Such book value no longer appears as an asset of the Company.
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Sales and Leasebacks. In August and December 1986, the Company sold and leased back all of its
15.8% undivided interest in Unit 2 and one-third of its interest in certain Common Plant at Palo Verde
for approximately $684.4 million cash. In December 1987, the Company sold and leased back
approximately 40% of its undivided 15.8% interest in Unit 3 for approximately $250 million cash. For a
description of the terms and provisions of these transactions, see Note E of Notes to Consolidated
Financial Statements. K

Facilities

As described below, the Company currently has a net generating capacity of 1,497 MW, consisting
of 246 MW at Rio Grande, 478 MW at Newman, 69 MW at Copper, an entitlement of 104 MW. from
Four Corners Units 4 and 5 and an entitlement of 600 MW from Palo Verde Units 1, 2 and 3.

Palo Verde Station

For information regarding the Company’s interest in the Palo Verde Station, see “Regulation” and
. “Construction Program.” For a description of nuclear fuel acquisition, see “Energy Sources — Nuclear
Fuel.”

Operation of each of the three Palo Verde Units requires an operating license from the NRC. Full
power operating licenses for Units 1, 2 and 3 were issued by the NRC in June 1985, April 1986 and
November 1987, respectively. The full power operating licenses, each valid for a period of approxi-
mately 40 years, authorize APS to operate the three Palo Verde Units at full power.

All three Palo Verde Units were out of service for substantial periods during 1989. Unit 3 and
Unit 1 experienced unscheduled outages on March 3, 1989 and March 5, 1989, respectively, and Unit 2
was removed from service for testing by APS on March 15, 1989. In March 1989, the NRC issued
confirmatory action letters requiring APS to take certain corrective actions and to receive NRC
approval before restarting any of the Palo Verde units. APS placed Units 3 and 1 in their scheduled
refueling outages on March 8, 1989 and April 8, 1989, respectively,

With NRC approval, APS restarted Unit 2 on June 29, 1989 (although the unit experienced
subsequent outages during the year) and Unit 3 on January 21, 1990. On February 24, 1990, APS placed
Unit 2 in its second refueling outage, which is scheduled to continue approximately 100 days. APS is
undertaking corrective actions relating to Unit 1 and it is currently estimated that APS will request
NRC approval to restart the Unit during April of 1990. Because of the present uncertainties regarding
the timing of NRC approval, the restart date for Unit 1 cannot currently be predicted.

As a result of the unscheduled outages of the Palo Verde Units, the Company is incurring
replacement power costs in excess of the amount of fuel revenues provided by the Company’s fuel
factors. See “Regulation — Texas Rate Matters — Texas Recovery of Fuel Expenses” and “Regula-
tion — New Mexico Rate Matters.” The Company’s total undercollection of fuel revenues at Decem-
ber 31, 1989 was approximately $10 million. The Company has deferred, and will continue to defer, any
undercollections resulting from the Palo Verde outages in accordance with procedures governing
recovery of fuel expenses in its regulatory jurisdictions. Although the Company believes it is entitled
to and will recover its actual fuel costs, net of the New Mexico performance standard penalty ‘discussed
under “Regulation — New Mexico Rate Matters,” the Company is unable, at this time, to predict the
ultimate financial or regulatory impact of the unscheduled outages.

On April 19, 1989, the manufacturer of the Control Element Assembly Drive Mechanisms of all
three Palo Verde Units notified the NRC of a potential safety concern related to multiple Control
Element Assembly (“CEA”) “slip or drop events.” APS has implemented interim precautionary
measures in the event of multiple CEA slips or drops, and APS and the manufacturer are currently
developing a plan to quantify risks and consequences associated with a double CEA slip or drop event
at Palo Verde, to provide guidance for operator actions following such an event, and to correct the
cause of such event. APS and the manufacturer are also evaluating permanent corrective actions.
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By letter dated June 29, 1989, the NRC informed APS that it would conduct a Diagnostic
Evaluation of Palo Verde in order for NRC senior management to review the results of previous
inspection reports and performance indicators. The NRC delivered the evaluation report to APS by
letter dated March 16, 1990. The report stated that the evaluation team found. that Palo Verde had
several substantial management, organizational and technical problems caused by a number of long-
standing deficiencies. The report concluded that the root causes for Palo Verde’s performance
problems were (1) insufficient technical and management depth to support the start-up and operation
of a three-unit facility, (2) during start-up, management and technical resources were focused on the
next unit to go on line at the expense of the operational units, resulting in a backlog of technical and
programmatic issues, and (3) a 1987 Palo Verde management reorganization which compounded,
rather than improved, management deficiencies. The report also stated that the evaluation team
observed several positive attributes and strengths at Palo Verde. Overall the team concluded that APS
had a good understanding of the major performance problems affecting Palo Verde and that recent
management changes combined with numerous initiatives under way were beginning to show progress
in resolving known management issues. On or before May 15, 1990, APS must provide the NRC with a
summary of an integrated action plan addressing the issues raised in the report.

The NRC is also currently evaluating possible enforcement action relating to (i) alleged violations
of NRC regulations in connection with the reactor start-up of Palo Verde Unit 1 on May 14, 1988 and
(ii) an alleged lack of timeliness of corrective actions with respect to controls over locked high-
radiation areas at Palo Verde. The facts upon which the alleged violations are based were reported to
the NRC by APS, the Palo Verde Operating Agent. .

The Company has completed construction of a new 345 KV, 313-mile transmission line and
associated substation equipment, known as the “Arizona Interconnection Project” or “AIP,” which
will serve a number of purposes, including providing access to the Company’s full generation
entitlement share to the Palo Verde Units. The transmission line originates at the Springerville
Generating Station in Springerville, Arizona, and terminates at the Company’s Rio Grande Power Plant
in Dona Ana County, New Mexico (northwest of El Paso). In addition to enabling the Company to
access its full generation entitlement share in Palo Verde, AIP will enable the Company to import low
cost energy from the Arizona and New Mexico power grid, enhance the Company’s transmission
system reliability, better equip the Company to meet future strategic generating resource mix
requirements and further enable the Company t6 benefit from economy energy purchases. See
“Regulation — Texas Rate Matters — Palo Verde Unit 3 — Inclusion in Texas Rates.”

Assured supplies of water are important both to the Company (for its generating plants) and to its
customers. However, conflicting claims to limited amounts of water in the southwestern United States
have resulted in numerous court actions in recent years. "

In connection with the construction and operation of Palo Verde, APS, as Operating Agent, has
entered into contracts with certain municipalities granting the right to purchase effluent for cooling
~ purposes at Palo Verde. The validity of the primary effluent contract has been challenged in a suit filed
by the Salt River Pima-Maricopa Indian Community (the “Community”) against the United States
' Department of the Interior (the Federal agency alleged to have jurisdiction over the use of such
effluent) and additional defendants, including APS and the Company. The portion of the action
challenging the effluent contract has been stayed while the Community litigates its claims against the
Department of the Interior and other defendants for wrongful exclusion from SRP, a Federal
reclamation project. On October 21, 1988, federal legislation was enacted conforming to the require-
ments of a proposed settlement.that would terminate this case without affecting the validity of the
primary effluent contract. Certain contingencies, however, remain to be performed before the
settlement is finalized and the suit is dismissed. Among these contingencies are the appropriation of
significant funds by Congress and the Arizona legislature and approval by the court in the Lower Gila
Watershed litigation (see below). The Company is unable to predict when, or if, the contingencies will
be satisfied so that the settlement will become effective.
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A summons served on APS in early 1986 required all water claimants in the Lower Gila River
Watershed in Arizona to assert any claims to water on or before January 20, 1987, in an action pending
in Maricopa County Superior Court. Palo Verde is located within the geographic area subject to the
summons, and the rights of the Palo Verde participants to the use of groundwater and effluent at Palo
Verde are potentially at issue in this action. APS, as Operating Agent, filed claims that dispute the
Court’s jurisdiction over the Palo Verde participants’ groundwater rights and their contractual rights to
‘effluent relating to Palo Verde and, alternatively, seek confirmation of such rights. No trial date has
been set in this matter.

Although the foregoing matters remain subject to further-evaluation, APS, as Operating Agent for
Palo Verde, has advised the Company that APS expects that the described litigation will not have a
materially adverse impact on the operatnon of the Palo Verde generating umts

The Palo Verde participants have insurance for public liability payments resultmg from nuclear
energy hazards to the full limit of liability under Federal law. This potential liability is covered by
primary liability insurance provided by commercial insurance carriers in the amount of $200 million
and the balance by an industry-wide retrospective assessment program. The maximum assessment per
reactor under the retrospective assessment program for each nuclear incident is approximately $66
million, subject to an annual limit of $10 million per incident. Based upon the Company’s 15.8%
interest in the three Palo Verde units, the Company’s maximum potential assessment per incident is
approximately $31.3 million, with an annual payment limitation of $4.74 million. The insureds under
this liability insurance include the Palo Verde participants and “any other person or organization with
respect to his legal responsibility for damage caused by the nuclear energy hazard.”

The Palo Verde participants maintain “all risk” (including nuclear hazards) insurance for nuclear
property damage to, and decontamination of, property at Palo Verde in the aggregate amount of $2.035
billion, a-substantial portion of which must first be applied to decontamination. The Company has also
secured insurance against portions of any increased cost of generation or purchase of power resulting
from the accidental outage of any of the three Palo Verde Units if such outage exceeds 21 weeks. The
Palo Verde outages during 1989 and the current outage of Palo Verde Unit 1 are not covered by this
insurance, . ‘ ‘ .

For information regarding the obligations of the Company to plan and fund, over the service life
of Palo Verde, its share of the estimated costs to decommission Palo Verde, see Note D of Notes to
Consolidated Financial Statements. The Company believes that all costs associated with nuclear plant
decommissioning will be recoverable through rates.

-

Four Corners Project ot

The Company has an undivided 7% interest in Units 4 and 5 at Four Corners located in
northwestern New Mexico. Each of the coal-burning generating units has a 739 MW capability. For
emergencies each Unit is rated at 784 MW. Both units are located adjacent to a surface-mined supply
of coal and are jointly owned by the Company, APS (which is the Operating Agent for Four Corners),
Tucson Electric Power Company, PNM, Southern California Edison Company and Salt River Project
Agricultural Improvement and Power District. The Company’s entitlement of 104 MW is used for the
Company’s base load to the maximum extent possible.

The Four Corners Plant is located on land held under easements from the Federal Government
and also under a lease from the Navajo Indian Tribe (the “Tribe”), the enforcement of which might
require Congressional consent. The risk with respect to the enforcement of these easements and of the
lease is not deemed by the Company to be material. The Company is dependent, however, in some
measure upon the willingness and ability of the Tribe to protect these properties and honor its
commitments. Certain of the transmission lines and almost all of the contracted coal sources for the
Four Corners Plant are located on the Tribe’s reservation. :
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On October 30, 1989, oral argument was heard by the Navajo Supreme Court regarding the issue
of the enforceability of the APS anti-nepotism policy at the Four Corners Plant, for which APS is the
Operating Agent. This matter was appealed to the Navajo Supreme Court by APS from a February 10,
1987 decision of the Office of the Navajo Labor Relations Board (the “Board”) enjoining APS from
enforcing its anti-nepotism policy at the Four Corners Plant. APS believes that a March 1985 letter
agreement between it and the Tribe governs employment relations at the plant, rather than the Navajo
Preference in Employment Act adopted by the Navajo Tribal Council in August 1985 and used by the
Board as the basis for its decision. The letter agreement provides, among other things, that APS shall
determine qualifications for employment and promotion at the plant. If necessary, APS will consider an
appeal to Federal District Court. The Company cannot currently predict the ultimate outcome of this
matter.

The participants in Four Corners are defendants in a suit filed by the State of New Mexico in
March 1975 in state district court in New Mexico, against the United States of America, the City of
Farmington, New Mexico, the Secretary of the Interior as Trustee for the Navajo and other Indian
tribes, and certain other defendants. The suit seeks adjudication of the water rights of the San Juan
River Stream System in New Mexico, which, among other things, supplies the water used at Four
Corners, No trial date has been set in this matter. An agreement reached with the Tribe in 1985
provides that if the Four Corners Plant loses a portion of its rights in the adjudication, the Tribe will
provide sufficient water from its allocation to offset the loss.

The Company owns a 230-mile, 345 KV transmission line from Newman to Albuquerque, New
Mexico, at which point the Company’s entitlement from Four Corners is delivered from 150 miles of
transmission lines owned by PNM. This 345 KV transmission line regularly carries power from Four
Corners and provides a major interconnection with the other five participants in Four Corners. The
Company also owns an undivided interest in a 200-mile, 345 KV transmission line from Newman across
southern New Mexico to Greenlee, Arizona. In addition, the Company has completed construction of
the AIP transmission line from Springerville, Arizona to Diablo substation located in Sunland Park,
New Mexico near the Rio Grande power station. See discussion above under “Palo Verde Station.”
These lines provide interconnections with Tucson Electric Power Company to provide transmission
for the Company’s entitlements from Four Corners and Palo Verde and also provide added stability,
flexibility and reliability to the Company’s system.

Rio Grande Power Station

Rio Grande, located in New Mexico adjacent to the city of El Paso, consists of three steam-electric
generating units which have an aggregate capability of 246 MW when operating entirely on natural gas.
When interstate natural gas at the station is curtailed, the units operate primarily on fuel oil, which
increases operating and maintenance expenses. See “Energy Sources.”

Newman Power Station

Newman, located in El Paso, consists of three steam-electric units with an aggregate capability of
266 MW and one combined-cycle unit with a capability of 212 MW. The units regularly operate on
natural gas, but are also capable of operating on fuel oil. If they were to operate entirely on fuel oil,
operating and maintenance costs would increase and capacities would be lower. See “Energy Sources.”

Copper Power Station

Copper, consisting of a 69 MW combustion turbine capable of operating on fuel oil or natural gas
and used for peaking purposes, was placed in service in June 1980 on a leased site in El Paso. The
station has been classified under the Fuel Use Act as an existing facility, which allows the station to
burn natural gas. Since such classification, the station has operated primarily on intrastate natural gas.
See “Energy Sources — Natural Gas.”
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Environmental Matters

Units 4 and 5 of the Four Corners Plant have operated for several years under variances granted
by the New Mexico Environmental Improvement Board relating to the emission of nitrogen oxides.
The most recent variances were granted on December 18, 1987, to allow adequate time for the
installation of additional equipment intended to achieve compliance with existing emissions limitations
without adverse operational impacts. Installation of additional equipment on Unit 4 was completed
prior to the expiration of the variance, and monitoring by APS, the Operating Agent for Four Corners,
indicates that Unit 4 is now operating in compliance with existing emissions limitations. A variance was
granted through September 30, 1991 for Unit 5. The Company estimates that its share of costs relating
to the installation of additional equipment will be immaterial. ‘

Revisions to environmental laws and regulations continue to be proposed and adopted at Federal,
state and local levels. The EPA may also adopt regulations to deal with visibility impairment resulting
from regional haze. Amendments to the Clean Air Act have been introduced which are intended to
address problems of “acid rain,” toxic air pollutants and the nonattainment of national ambient air
quality standards. Along with other members of the electric utility industry, the Company is
continuing its involvement before the United States Congress, state legislatures and federal and state
regulatory agencies concerning revisions to environmental laws and regulations. The Company cannot
accurately predict at this time the financial and operational impacts resulting from such revisions.

Energy Sources
General

Since 1985, the Company’s energy mix has generally consisted of natural gas, coal and purchased
power. Beginning in 1986, uranium became a part of the Company’s energy mix, decreasing the
importance of purchased power. This, in combination with lower natural gas costs, resulted in
decreases in the Company’s average yearly system energy cost. The following table lists the percentage
contribution of coal, gas, uranium and purchased power to the total energy mix of the Company and
the average cost to the Company in cents per KWH.

Coal Gas Uranium Purchase Power

Percent of Average Percentof Average Percentof Average Percent of  Average
Energy Mix Cost Evnergy Mix Cost Energy Mix Cost Encrgy Mix Cost

1985...... Cevreans 11% 1.02¢ 28% 3.81¢ —% —¢ 61% 2.80¢
1986......0.0. ces 13 1.01 30 2.36 7 98 50° 2.30
1987......000ut 14 1.04 32 2.10 12 - .96 42° 2.04
1988............ . 13 1.00 30 2.21 40 1.06 17 2.47
1989...... Chetanas 12 1.05 48 2.09 17 99 23 2.37

© Prior to rate making treatment of the Company’s investment in Palo Verde as described in
“Regulation,” the Company included under purchased power the major portion of energy generated
by Palo Verde.
For a discussion of the recovery by the Company of its fuel costs, either in base rates or through
fuel adjustment clauses, see “Regulation — Texas Rate Matters — Texas Recovery of Fuel Expenses,”
“— New Mexico Rate Matters” and “— FERC Rate Matters.” -

The Company’s local generating units are subject to the requirements of the Fuel Use Act, as
amended (the “FUA”). Under such Act, the Company may continue to burn natural gas in its existing
generating units for the life of the units, subject to compliance with a United States Department of
Energy (“DOE”) approved energy conservation plan filed by the Company originally in 1982 with the
final update filed in 1988. Currently, under Section 712, the Company is required to file annual
statements of its compliance with its conservation plan. The Company will continue its conservation
programs in the areas of customer assistance, public information and operating efficiency.
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Natural Gas

The Company is supplied with natural gas from both interstate and intrastate pipeline systems.
The interstate pipeline owned by El Paso Natural Gas Company (“EPNG”) provides the Company’s
Rio Grande Station with spot natural gas and/or contract commodity gas. Meridian Oil Transportation
(“MoTrans”) supplies the Company’s Newman and Copper Stations with a firm natural gas supply
made up of both intrastate and spot natural gas purchases.

In 1989, the Company’s interstate natural gas requirements consisted solely of spot natural gas
supplied by various suppliers. Negotiations continue on the Company’s commodity gas contract with
EPNG which terminated in December 1987. Given the numerous regulatory issues EPNG currently has

' pending before the FERC, the Company and EPNG expect to reach a new agreement in 1990. In the
interim, EPNG continues to transport spot natural gas for the Company pursuant to transportation
agreements with EPNG, and provides commodity gas (as required) to the Company under the original
Certificate of Service filed with the FERC.

The intrastate natural gas requirements at Copper and Newman are supplied and transported
pursuant to an intrastate natural gas contract with MoTrans. In addition, interstate natural gas can be
supplied to Newman units 1, 2, 3 and 4, which allows for a back-up natural gas supply when operational
constraints on the intrastate gas system dictate the need for an alternate fuel supply. In December
1989, the Company’s intrastate natural gas contract with MoTrans terminated. The Company and
MoTrans are currently finalizing a new five-year contract to supply the Company’s intrastate gas
requirements. It is expected that the new contract will be finalized early in 1990. The new agreement
will provide the Company continuing flexibility in scheduling its natural gas requirements while
allowing for the maximization of the use of inexpensive economy purchase power and generation from
its remote resources Four Corners and Palo Verde.

During 1989, the Company experienced supply curtailments on its interstate and intrastate natural
gas system due to pipeline pressure problems caused by severe winter weather conditions in various
parts of the nation. The impacts of the curtailments were minimal because the Company was able to
shift load to other generating plants or purchase off-system power. The Company does not expect any
significant curtailments during 1990 with respect to either interstate or jntrastate gas supplies.

Coal

The Company believes that the Four Corners Plant has sufficient reserves of low sulfur coal (the
sulfur content of which is currently running at 0.8%) committed to the plant to continue operating it
for its useful life. In 1989, average prices paid for coal supplied from reserves dedicated under the
existing contract at Four Corners were relatively steady, although applicable contract clauses permit
escalations under certain conditions. In addition, major price changes from time to time result from
contract renegotiations. APS purchases all of the coal which fuels the Four Corners Plant from a coal
supplier with a long-term lease of coal reserves owned by the Tribe.

Nuclear Fuel

The fuel cycle for Palo Verde is comprised of the following stages: (1) the mining and milling of
uranium ore to produce uranium concentrates; (2) the conversion of uranium concentrates to uranium
hexaflouride; (3) the enrichment of uranium hexaflouride; (4) the fabrication of fuel assemblies;
(5) the utilization of fuel assemblies in reactors; and (6) the storage of spent fuel and the disposal
thereof. Arrangements have been made to obtain quantities of uranium concentrate anticipated to be
sufficient, if certain contract options are exercised, to meet operational requirements through 1997.
Spot purchases on the open market will be made as appropriate in licu of any uranium which might be
obtained pursuant to the contract options. The Palo Verde participants have contracted for all
conversion services required through 1992, The Palo Verde participants have also contracted for a
significant portion of conversion services required in 1993 and 1994, with options to contract for the
remaining requirements in 1993 and 1994 and for all of the requirements in 1995 and 1996. The Palo

17




Verde participants, including the Company, have an enrichment services contract with DOE that
obligates DOE to furnish the enrichment services required for the operation of the three Palo Verde
units over a term expiring in November 2014, with the annual option to terminate each year of the
contract separately with ten years’ notice, ‘which option APS exercised in 1989 for the year 1999, on
behalf of the Palo Verde participants. In addition, existing contracts will provide fuel assembly
fabrication services for at least ten years from the operation date of each Palo Verde unit and, if
options are exercised, for approximately fifteen additional years.

Spent fuel storage facilities at Palo Verde have sufficient capacity to store all fuel expected to be
discharged from normal operation of all of the Palo Verde units through at least the year 2003.
Pursuant to the Nuclear Waste Policy Act 0of 1982 (as amended in 1987, the “Act”), DOE is obligated to
accept and dispose of all spent nuclear fuel and other high-level radicactive wastes generated by all
domestic power reactors. The NRC, pursuant to the Act, also requires operators of nuclear power
reactors to enter into spent fuel disposal contracts with DOE. APS, on behalf of itself and the other
Palo Verde participants, has executed a spent fuel disposal contract with DOE. The Act also obligates
DOE to develop the facilities necessary for the permanent disposal of all spent fuel generated and to
be generated by domestic power reactors and to have the first such facility in operation by 1998 under
prescribed procedures. In November 1989, DOE reported that such permanent disposal facility will not
be in operation until 2010, seven years later than previously reported. As a result, under DOE’s current
criteria for shipping allocation rights, Palo Verde would begin spent fuel shipments to DOE disposal
facility in 2017. The Company believes that alternative interim spent fuel storage methods will be
available for use by Palo Verde until DOE’s scheduled shipments from'Palo Verde begin.

Pursuant to the Participation Agreement among the participants in the Palo Verde Station, the
Company has an undivided interest in nuclear fuel purchased and to be purchased in connection with
the operation of Units 1, 2 and 3 of the Palo Verde Station. The Company has a nuclear fuel purchase
commitment with an independent trust. The trust’s financing is based upon a letter of credit with a
three-year term which is annually extended by one year if notice to the contrary is not given to the
trust by the issuing bank. The issuing bank has given notice of non-extension, and, as a result, the letter
of credit is currently scheduled to expire on January 8, 1993. The trust purchases nuclear fuel and
incurs all costs in connection with the acquisition of the fuel and related materials for use by the
Company at Palo Verde. The Company has the option of either purchasing the fuel from the trust or
purchasing the heat generated by the fuel at prices established to reimburse the trust for all the costs
incurred in connection with acquisition of the fuel. The Company is required to elect one of these
options for each batch of nuclear fuel. The Company has elected the heat purchase option as the basis
for payment for the first fuel loads as well as the first fuel reloads for Palo Verde Units 1, 2 and 3 and
presently intends to elect the heat purchase option as the basis for payment for future fuel reloadings.
Quarterly heat payments at the established prices began in the first quarter of 1986 for Palo Verde
Unit 1, the first quarter of 1987 for Unit 2 and the second quarter of 1988 for Unit 3. At December 31,
1989, the aggregate investment of the trust in such nuclear fuel and related materials was approxi-
mately $87,700,000, including approximately $48,500,000 for fuel loaded at Palo Verde Units 1, 2 and 3.

Preferred Stock Tax Indemnity

In July 1989, the two corporations which are the beneficial owners of the Company’s 11.375%
preferred stock, aggregate par value $50 million, notified the Company that the IRS had proposed to
disallow those holders the dividends received deduction taken by them on their 1985 income tax
returns with respect to the dividends they received on that stock. At the same time the IRS also made
the same proposed disallowance to the beneficial owners of a number of preferred stock issues of other
utilities. Under an agreement the Company entered into on issuance of the shares in 1984, the
Company has agreed to indemnify the beneficial owners for loss of the dividends received deduction
by reason of IRS action. The beneficial owners are contesting the proposed disallowance as required
by the agreement.

o
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In January 1990, the beneficial owners provided the Company a schedule of indemnity payments
that would be due if the IRS were to prevail. By the owners’ calculation, an indemnity payment of
" $28,637,989.29 for additional taxes, penalties and interest to September 30, 1989 ($31,362,852 if interest
is extended to December 31, 1990) would be due for all dividends paid from January 1, 1985, through
October 1, 1989, and additional indemnity payments with respect to dividends due thereafter, paid as
the quarterly dividends are paid, would total $6,848,697. Under the indemnity agreement, the owners
can require the Company to escrow, during the pendency of the IRS contest, the indemnity payments
that would be owing if the IRS prevails, because the Company’s First Mortgage Bonds are not rated at
specified levels. To date the owners have not required an escrow. The escrow, if established, would be
invested for the account of the Company.

Under the Company’s interpretation of the indemnity agreement, it requires the Company to
make indemnity payments, assuming the IRS prevails, only for dividends paid after the Company
received, in July 1989, notice of the proposed IRS action, and therefore, if any escrow is required, the
Company would be obligated to escrow indemnity payments only for the October 1, 1989, dividend
and each quarterly dividend thereafter as it is paid. If the Company’s interpretation is sustained, then,
depending on how a dispute is resolved on the tax rate to be used in determining the indemnity
payments, the indemnity payment or earlier escrow deposit would be $795,985, by the Company’s
calculation, or $1,304,826, by the owners’ calculation, for the additional tax, penalty and interest to
.December 31, 1990, with respect to the October 1989, dividend, and for the dividends paid thereafter,
the indemnity payment or escrow deposit for each dividend would decrease as the preferred stock is
redeemed according to its terms ($10 million a year from July 1990, to final redemption in July 1994),
and would total, over the 42-month period, $6,422,136 by the Company’s calculation, or $6,848,698 by
the owners’ calculation. Counsel to the Company believes that the beneficial owners are more likely to
prevail than the IRS on the proposed disallowance of the dividends received deduction, and also
believes that, if the IRS does prevail, there is substantial support for the Company’s position that it is
not obligated to indemnify for past dividends. If the IRS were to prevail, the Company believes its
dividend and indemnity payments would be deductible as interest paid for federal income tax
purposes. ‘ :

Since these indemnity payments, even under the Company’s interpretation, would increase the
Company’s pre-tax cost by more than 50 basis points, the indemnity agreement gives the Company the
right to redeem all of the shares for par plus any indemnity payments due, at any time through the
third dividend payment after conclusion of the IRS contest. The Company’s present intention, which
may change, is not to seek repurchase of the shares before conclusion of the tax contest.

Even if the IRS does not prevail, the Company still must make indemnity payments to the owners
for additional taxes they must pay by reason of the reduction in the dividends received deduction by
the Tax Reform Act of 1986 and the Revenue Act of 1987. The owners and the Company, however, do
not agree on how these payments are to be calculated. By the owners’ calculation, an indemnity
payment of $1,695,718 is due for past dividends through October 1, 1989, and the indemnity payments
for each dividend thereafter would be from $109,872, decreasing to $21,974 and totalling $1,208,593. By
the Company’s calculation, an indemnity of $487,048 would be due for past dividends, and the
continuing indemnity would be from $52,251 down to $10,450 as each dividend is paid, totalling
$574,767. These indemnity payments would reduce any payments due on account of the IRS prevailing
on its proposed total disallowance of the dividends received deduction.

19




Arizona Tax Matters

By Notice of Proposed Correction of Income Tax dated February 9, 1990, the Arizona Department
of Revenue (the “ADR”), in connection with an audit examination of the taxable years 1984 through
1987, informed the Company that the ADR has determined that the gains from the sales of the
Company’s interest in Palo Verde Units 2 and 3 are allocable to Arizona for state income tax purposes
on the grounds that the Units constitute non-business assets with a situs in Arizona, resulting,
according to the ADR, in a proposed deficiency assessment, including related interest and penalties, of
approximately $39.5 million. The Company believes Palo Verde Units 2 and 3 constituted business
assets at the time of the respective sales, and, in accordance with Arizona law, it apportioned, rather
than allocated, the corresponding gains in paying the Arizona income tax on the transactions.

The proposed deficiency by the ADR is not a final administrative determination, and additional
informal discussions on the issue will be conducted prior to a formal hearing. The Company believes
that the ADR will not prevail in its proposed determination and does not expect to incur any material
liability in respect thereof. The Company will litigate any issues not satisfactorily resolved through the
administrative process.

As part of its revenue budgeting process, the Arizona state legislature is considering legislation
which would, if adopted, increase the Company’s Arizona property taxes. Several proposals have been
introduced. Although the Company expects that some form of legislation will result, it cannot be
determined at this time what the legislation will provide, when it will be adopted, if it is, or what the
magnitude of the increase in the Company’s Arizona property taxes would be. The Company expects
that any such tax increase could be recovered in rates.

Executive Officers of the Registrant

Current Position and

Name Age Business Experience
David H. Wiggs, Jr........... 42 Chairman of the Board since June 1989; Chief Executive

Officer since March 1989; President and a Director since
January 1988; Chief Operating Officer from January 1988 to
March 1989; for more than 5 years prior to January 1988,
chief regulatory legal counsel and shareholder in Kemp,
Smith, Duncan & Hammond, El Paso, Texas.

William J. Johnson........... 48 Senior Vice President since January 1988; Chief Financial
Officer since December 1986; for more than five years prior
to January 1988, served in various executive capacities with
the Company. :

William W, Royer ........... 45 Senior Vice President since January 1990 and from January

‘ 1988 through October 1988; for more than five years prior to
January 1988, served in various exccutive capacities with the
Company; President, Franklin Land from March 1989 to
January 1990; President, Triangle Electric Supply Company,
El Paso, Texas (see Item 3) from October 1988 to March
1989,

Ignacio R. Troncoso ......... 43 Senior Vice President since January 1988; for more than five
years prior thereto, Vice President.

Lawrence M. Downum, Jr.... Vice President since 1983.




Current Position and

Name Age Business Experience
Gary R. Hedrick............. 35 Treasurer since February 1988; Assistant Vice President, Fi-

nance since February 1990; Vice President, Treasurer and
Chief Financial Officer of PasoTex from December 1986 to
February 1988; Treasurer of Franklin Land from November
1986 to February 1988; for more than 5 years prior to
November 1986, served in various managerial and supervi-
sory capacities with the Company. ;

Eduardo A. Rodriguez ....... 34 Corporate Secretary since February 1989; General Counsel

' since February 1988; for more than five years prior to
February 1988, served in various managerial and supervisory
capacities with the Company.

'

Russell G. Gibson............ 37 Controller since September 1989; for more than 5 years prior
thereto, partner and member, Coopers & Lybrand (certified
public accountants).

Julius F. Bates............... 40 Vice President since June 1989; for more than five years prior
thereto, served in various managerial and supervisory capac-
ities with the Company.

John C. Horne .............. 42 Vice President since August 1989; for more than five years
prior thereto, served in various managerial and supervisory
capacities with the Company.

Robert C. McNiel ........... 43 Vice President since December 1989; for more than five years
prior thereto, served in various managerial and supervisory
capacities with the Company.

Frederic E. Mattson ......... 45 Vice President since June 1989; for more than five years prior

thereto, served in various managerial and supervisory capac-
ities with the Company. .
James A. Mayhew ........... 35 Vice President — Rates since August 1989; for more than five

years prior thereto, served in various managerial and super-
visory capacities with the Company.

The executive officers of the Company are elected no less often than annually and serve at the
discretion of the Board of Directors.

C Non-Utility Operations

During 1989, the Company decided to discontinue all of the non-utility operations conducted
through the Company’s principal subsidiaries, FL&R and PasoTex, FL&R had primarily been engaged
in real estate operations in downtown El Paso and other investment activities. PasoTex had engaged
through subsidiaries in a variety of non-utility activities, including specialty steel manufacturing, oil
country'tubular goods end-finishing and marketing, and furniture and accessory manufacturing.

The decision to discontinue these operations reflects the Company’s plan to return its operations
exclusively to its core utility business. That plan and the timing and nature of the dispositions of the
non-utility operations and investments were impacted by a number of factors, including the cash
requirements of such operations, regulatory, contractual and financing restrictions applicable to the
Company, the value and future prospects for the discontinued operations, the timing and amount of
federal income tax benefits associated with the disposition of the operations and the impact of the
discontinued operations on the consolidated financial results of the Company.
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In Jate December 1989, PasoTex soid its $60 million preferred stock investment in Commercial
Federal Savings and Loan Association, Omaha, Nebraska. The Commercial Federal investment, which
was written off by the Company in its entirety under provisions recorded in the 1989 third and fourth
quarters due to Commercial Federal’s failure to meet regulatory capital requirements and continue
paying dividends, was sold by PasoTex to an independent third party corporation, whose principals are
experienced in the thrift industry, for a nominal amount of cash plus a $2 million non-recourse
purchase money note. All principal and interest on the purchase money note is due on November 30,
1994, but mandatory prepayments are required based upon a percentage of the purchaser’s net cash
flow. The preferred stock was pledged to secure the payment of the purchase money note and is held
by an independent escrow agent. As additional consideration in the transaction, PasoTex received a
warrant to purchase 49.5% of the then outstanding shares of common stock of the third party purchaser
(although shares purchased would be non-voting) for an aggregate consideration of approximately
$500,000. The warrant may be exercised from time to time, in whole or in part, until December 30,
1996. The warrant may be assigned, subject to applicable securities laws. The transaction was
supported by a fairness opinion from an investment banking firm retained by PasoTex. The note and

'warrant received by PasoTex in the sale were transferred to the Company prior to the sale of PasoTex
and Franklin in January 1990. '

Also in late December 1989, PasoTex surrendered its 50% common equity interest in Westwood
Lighting Group, Inc., a lamp manufacturer, back to Westwood without consideration.

The disposition of the Commercial Federal preferred stock and the surrender of the Westwood
common stock resulted in current federal income tax benefits of approximately $18.6 million and
$2.3 million, respectively.

On January 17, 1990, the Company sold all of the capital stock of FL&R and its 35% stock
ownership of PasoTex (which was owned 65% by FL&R) to an unrelated third party special purpose
corporation, whose managers have substantial experience in the ownership and operations of diverse
business enterprises. The Company received as consideration in the transaction the note and warrant
received by PasoTex in the disposition of the Commercial Federal investment. The Company
transferred at closing of the transaction approximately $3 million to PasoTex for working capital
purposes and agreed to transfer approximately $5 million to FL&R no later than July 15, 1990, to be
applied against the obligations of FL&R under its mortgage debt relating to a hotel owned in El Paso.
As a result of the sale of FL&R, the Company’s indirect liability for FL&R’s $9,756,000 borrowings
under the Rio Grande Resources Trust will become a direct liability of the Company. The stock
purchase agreement relating to the transaction provides for an indemnity payment, estimated at
approximately $1,800,000, from the Company to the purchaser to compensate for certain Federal
income tax investment tax credit recapture liability which may be incurred upon FL&R'’s eventual sale
of the hotel. The indemnity payment is contingent upon certain tax elections which the purchaser is
entitled to make with respect to the sale of FL&R and PasoTex. The consideration for the transaction
was based upon the combined values of FL&R and PasoTex. The transaction was supported by a
fairness opinion from the Company’s financial advisor, a nationally recognized investment banking
firm,

The loss on the sale of Franklin and PasoTex will generate federal income tax benefits of
approximately $18 million,

The Company’s final divestiture of its non-utility operations and investments in 1990 has.been
reflected in discontinued operations in its 1989 financial statements.

See Part II, Item 7 — “Management’s Discussion and Analysis of Financial Condition and Results
of Operations — Results of Operations — Non-Utility Operations.”

-
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Utility Operating Statistics

December 31,
1989 1988 1987
Operatmg Revenues
(In thousands):
Retail:
Residential .. c.ovvivererrrernsosssronrnncasassnsesesansassnns $ 122,598 $ 112,957 $ 103,232
Commercial and industrial, small ..........coiiiiiiiiiieiinas. 117,272 105,166 95,766
Commercial and mdustnal Jarge «oviiiiiiiiiiiii e riia s 42,250 35,575 32,976
Sales to public authorities ........... femecasssassenascannan ves 63,886 57,240 51,493
Provision forrefund. .. ..cvveeiiiiiiinciiiiiiiiiiiiriiarinanans 62 (1,641) (3,019)
Other. i ivineaensncesserscasasnasnsessnssonacssasasasansns 2,438 4,891 1,573
! ‘ 348,506 314,188 282,021
Wholesale: ‘
Sales for resale vuiveieeneaeiiaaiiieiiirciasistennienaecnanann 77,742 67,919 55,242
Total operating revenUes .....vvvrseenerrassnasnnns P $ 426248 § 382,107 § 337,263
Number of customers
(End of year):
Resndentlal ....................... bisssenerseenenaranas i 214,664 209,550 204,102
Commercial and mdustnal small ...voviiiiiiiidiiie Ceines 21,762 21,069 20,582
Commercial and mdustnal Jarge voveieiiaiiiiiiii e aaaas 52 39 41
Other....... aaenas Ceesaecaesasierrassesttesnsrsaansannrrnna 2,659 2,543 2,505
Total ....... Cesertatansesaerasnnennans Neresenesinsanenss 239,137 233,201 227,230
Average annual use and revenue per residential customer: b .
KWH........... T Peeraseranan sisnsesanns . 6,124 6,025 5,846
REVENUE iiiieiennervnaerooanrtosarnossrsssnsnsacsasasasnenns $ 577.60 $ 546.13 $ 51148
Average revenue per KWH: ] :
Residential ..ovviveyiinnneannaerierrecinnnannnessensssasenss 9.43¢ 9.07¢ 8.75¢
Commercial and mdustnal 11T | A : 8.08 7.52 7.28
Commercial and mdustnal large vovvvnanens veeirriaas T 5.53 510 5.19
Energy supplied, net, KWH ‘
(In thousands):
Generated .. ...ciieecieiiiiiiitriiticcantasesans Creencenanna 4,753,236 4,904,854 3,186,967
.Purchased and interchanged ............cocvvee Cereereeraanas 1,446,063 969,793 2,264,955
Total vvineneiiieniannnnes Cdesetsatanasnaseresassaasa o 6,199,209 . 5,874,647 5,451,922
Energy sales, KWH
(In thousands):
Retail:
Residential .. .vviviveninneiiiiiiiinensnsssssanasnnsssessennen 1,299,768 1,246,081 1,179,812
Commercial and mdustnal small covveiiiiireieiiirennaas eenas 1,450,817 1,397,913 1,316,198
Commercial and mdustnal large ..oovvviirnnrnnrnnnenens eevese . 763,650 697,758 635,448
Sales to public authorities ........... srereerrreraieas vesases . 947,948 908,238 860,852
C 4,462,183 4,249,990 3,992,310
Wholesale: s
Sales forresale ..vveerenereeressrrontrescssaranreanarsvansnes 1,411,162 1,271,366 1,087,444
Total sales iviveerrennreiresseterssnnsesssssssssonssanas 5,873,345 5,521,356 5,079,754
Losses and company USe......vvsienenncnnsssssrasessssssnns Cees 325,954 353,291 372,168
©TOtal eeeterienee e e aaaaas 6199299 5874647 - 5,451,922
Native system: ‘
Peak load, KW ... ciiiiienrennnneranns Ceeessessnsatssansaerns 916,000 840,000 820,000
Net enerahng capaclty forpeak, KW ... ..iiiiiiieeieenecinnns 1,497,000 1,497,000 1,297,000
factor ....iiiiiiei i fererrerasiseeitenran 61.0% 63.0% 61.5%
Total system S ) ‘ ‘ : ' X
Peak load, KW ...iiiiiiiiinniiaiianncesentaresonssananonenss 1,076,000 1,002,000 975,000
Net generating capacity for peak, KW ..iioiiiiaveniieiaanann. 1,497,000 1,497,000 1,297,000
Load factor «..ocviieiinninenronarieneen i teeeseteanstencaanas 67.0% 67.3% 64.4%
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Item 2. Properties

The principal properties of the Company are described in Item 1 of this report, and such
descriptions are incorporated herein by reference thereto. Transmission lines are located either on
private rights-of-way, easements or on streets or highways by public consent. Reference is made to
Note J of Notes to Consolidated Financial Statements for information regarding encumbrances against
the principal properties of the Company and its subsidiaries. '

Item 3. Legal Proceedings‘
First Service Life Litigation

Pending Actions Involving the Company’s Collateral. On September 26, 1988, the Company filed a
declaratory judgment action in the 345th Judicial District Court, Travis County, Texas, against First
Service Life Insurance Company, a life insurance company organized under the laws of the Cayman
Islands (“First Service™), and R. B. Ashworth, as Conservator for the affairs of First Service under the
Texas Insurance Code (the “Conservator”), for a determination that (i) the Company has legal, valid,
duly perfected and enforceable security interests in certain collateral granted to the Company by First
Service to secure annuities purchased by.the Company from First Service, the present balance of
which is approximately $20 million (the Company’s original annuity investment purchased from First
Service being $70 million); and (ii) that events of default have occurred under the collateral security
documents pertaining to such annuities which entitle the Company to enforce such security interests.
In late May 1988, the Company notified First Service that First Service was in default under the
annuities and the collateral agreements and that the Company intended to enforce its security
interests. The Conservator, who was appointed by the Texas Commissioner of Insurance in early June
1988, notified the Company that First Service might not be in default, expressed doubt as to the
validity and enforceability of the security interests held by the Company and demanded that the
Company return to the Conservator all of the collateral and desist and refrain from proceeding with
enforcement of the security interests and other interference with the conservatorship and the
conservatorship proceedings.

On September 29, 1988, the Conservator, in conjunction with his answer and denial of the
Company’s declaratory judgment action, countersued the Company on behalf of First Service and two
affiliated corporations, First Service Life, a Turks and Caicos corporation (“FSL”), and Knickerbocker
Life Insurance Company (“Knickerbocker”), for actual damages of at least $50 million, plus punitive
damages of at least $300 million. The Conservator’s counterclaim seeks (i) a temporary and permanent
injunction against the Company’s enforcement of its security interests in the collateral, (ii) an
accounting from the Company as to all payments and transfers of property to the Company from First
Service with respect to the Company’s annuities, (iii) a declaratory judgment that the Company’s
security interests are illegal and unenforceable under the Texas Insurance Code and that the sale and
purchase of the annuities was an illegal transaction under the Texas Insurance Code by a company
doing insurance business in Texas without authorization, and (iv) disgorgement by the Company of all
payments received on its annuities and all collateral therefor. The counterclaim alleges several causes
of action against the Company including principally fraud, conversion and breach of duty of good faith
and fair dealing (based upon an alleged affiliate or “insider” relationship between the Company and
First Service).

On December 1, 1988, a receiver (the “Receiver”) was appointed for First Service by the 53rd
Judicial District Court of Travis County, Texas, and on December 13, 1988, the Receiver in his capacity
for First Service was substituted as a party for the Conservator in the above-described litigation. On
January 18, 1989, the Receiver was appointed as receiver for FSL as well. The Conservator remains a
party to the above-described litigation in its capacity as conservator for Knickerbocker.

Although only preliminary discovery has been conducted, the Company’s legal counsel, Small,
Craig & Werkenthin, P.C., Austin, Texas, has reviewed the basic facts of the case with management
and other parties familiar with various aspects of the transactions involved in the litigation, examined
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documents and records of the Company and other parties which relate to such transactions, and
evaluated the allegations against the Company made in the counterclaim. Based upon its preliminary
evaluation and investigation of the case to date, and subject to the results of discovery, counsel
believes that it is more likely than not that the outcome of the litigation will be favorable to the
Company. “

The Company believes that the Company’s security interests in the collateral are valid and
enforceable, and the Company intends to recover amounts owed to it on the annuities through
_enforcement of its rights to ‘the collateral. The Company strongly denies the allegations of the
counterclaim, believes the counterclaim is without merit and intends to vigorously defend against it.
Upon reevaluation of the collateral, the Company recorded at June 30, 1989 a provision for loss on'the
investment of $7 million. The Company has made no provision for loss for the effects, if any, of the
ultimate outcome of the litigation. Effective April, 1988 the Company discontinued the accrual of
interest income on the annuities. ” T

Claims by Annuitants. On October 16, 1989, the case of Pedro Meneses, et al. v. Maury Page Kemp, et
al., Civil Action No. EP-89-CA-37H, was filed in the Western District of Texas, El Paso Division (the
“Lawsuit”). The plaintiffs in the Lawsuit include most of the holders of annuities from First Service
(the “Annuitants”). The defendants include the beneficial principal shareholders and officers and
directors of First Service and Knickerbocker; certain affiliated companies of the principal beneficial
shareholders of First Service and Knickerbocker, the Company and its former subsidiaries, PasoTex
and Franklin Land; the accounting firm of Coopers & Lybrand; the law firm of Kemp, Smith, Duncan &
Hammond, which serves as general counsel to the Company; and two individual attorneys who are
shareholders in such firm, one of whom is a former director of the Company. The Lawsuit, as amended,
alleges that the defendants violated the Racketeer Influenced and Corrupt Organization Act
(“RICO™), conspired to violate RICO, violated the Federal and Texas securities laws, committed
common law fraud, civil conspiracy to defraud, violations of the Texas Deceptive Trade Practices Act
and violations of the Texas Insurance Code and violated certain provisions of the Texas Penal Code
relating to theft, false statements to obtain property or credit, fraud in insolvency, receiving deposit,
premium or investment in a failing financial institution, commercial bribery and misapplication of
fiduciary property or property of a financial institution. The claims made against the Company and its
former subsidiaries are based upon allegations that the Company controlled and/or conspired with
First Service,

The plaintiffs are seeking damages in the amount of their lost annuities, plus interest, multiplica-
tion of actual damages, punitive and exemplary damages, and attorneys fees and costs. The complaint
in the Lawsuit alleges sales of annuities to the plaintiffs in excess of $9 million, and the total claim for
damages exceeds $59 million.

The Company vigorously denies any liability in respect of the Lawsuit and believes that all related
claims are without merit. Based upon the limited evaluations and investigation of Small, Craig &
Werkenthin, P.C., Austin, Texas, the Company’s legal counsel in connection with the pending
litigation, such counsel believes that it is more likely than not that the ultimate outcome of the Lawsuit
will be favorable to the Company. .

. The Lawsuit names as a defendant Billye E. Bostic, formerly an executive officer of the Company,
who is entitled to indemnity under the Company’s charter, bylaws and other applicable agreements to
the same extent as indemnification is afforded by the Company to all of its officers and directors with

. respect to service on boards of directors of other companies. Mr. Bostic has advised the Company that
he denies any liability in respect of the Lawsuit and believes that the claims asserted against him
therein are without merit. Mr. Bostic is represented by counsel separate from the Company’s counsel.

There are numerous parties who purchased annuities from Knickerbocker, not included within
the group of the Annuitants, who may assert additional claims similar in nature to the claims asserted
by the Annuitants, against the Company. These claims, if asserted, could result in additional suits '
against the Company. ‘
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Suit Against Directors of First Service. On February 3, 1989, the Receiver filed suit in the 345th
Judicial District Court, Travis County, Texas, against certain individuals who were alleged to be
directors of First Service and/or FSL, including Mr. Bostic. :

The Receiver alleges that First Service engaged in the sale of annuities in Texas without
authorization to do so and that such actions constituted illegal insurance transactions under the Texas
Insurance Code. The Receiver further alleges that the alleged illegal sale of annuities by First Service
constitutes a breach by the directors of First Service of their fiduciary duty to exercise due care in the
management of the affairs of First Service and/or FSL and resulted in unspecified losses to First
Service. The suit seeks actual damages of at least $33 million and, in addition, exemplary damages of at
least double the actual damages. No significant discovery has been conducted at this time.

Mr. Bostic has advised the Company that he denies that he served as a director of First Service or
FSL during the period of the alleged activities complained of, denies any liability in respect of the
Receiver’s suit and intends to vigorously defend against it. Mr. Bostic is represented by counsel
separate from the Company’s counsel in the First Service litigation. Mr, Bostic is entitled to indemnity
with respect to the Receiver’s suit to the extent indemnification is afforded by the Company to all of its
officers and directors with respect to service on certain outside boards.

Because no significant discovery has been conducted, counsel for Mr. Bostic is unable to express
an opinion as to the ultimate outcome of the suit. No provision for an mdemmty payment if any, is
included in the 1989 consolidated ﬁnancnal statements

Other Legal Proceedings

Information regarding legal proceedings relating to Palo Verde, Four Corners, rates and regula-
tion, environmental matters, preferred stock tax indemnities and certain Arizona tax matters is
described under the subcaptions “Regulation,” “Facilities,” “Environmental Matters,” “Preferred
Stock Tax Indemnities” and “Arizona Tax Matters” under * Busmcss" in Item 1 of this report and is
mcorporated herein by reference thereto.

Item 4. Submission of Matters to a Vote of Security Holders .

Not applicable.
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PART II

Item 5. Market for Registrant’s Common Equity and Related Stockholder Matters

The Company’s Common Stock is traded in the over-the-counter market and quoted on the
NASDAQ National Market System. The high and low sale prices for the Company’s Common Stock, as
reported by NASDAQ, and the quarterly dividends per share paid by the Company, for the periods
during 1988 and 1989 indicated below, were as follows:

Sale Price

High Low Dividends
1988 , ‘ :
First Quarter.......oovevnenennenans e rerereniaeaeaas $16%  $13% $0.38
Second QUArter .....voviieiietiiarinteitinneaanaiinras 1 16% 14% 0.38
Third Quarter........vevviieeniniernirennnnans [P 16% 15% 0.38
Fourth Quarter.......ociviiiieiiriitenrinennnneasssnes 16% 13% 0.38
First Quarter........oovvieennnes P esebesisiseeeaennenans 15% 11 0.38
Second QuUArter ......iuiiiiiiieriiiiiiiiiii e 11% 6% —
Third Quarter.......coviiiiinrirenriraennrearaaessnens 9% 7% —_
Fourth Quarter........ R 10 % —

At February 28, 1990, there were 33,305 holders of record of the Company’s Common Stock.

The terms of the RCF entered into by the Company in October 1989 (see “Management’s
Discussion and Analysis of Financial Condition and Results of Operations — Liquidity and Capital
Resources”) prohibit the Company from declaring or paying any dividends with respect to its
Common Stock.

In addition, the Company’s Restated Articles of Incorporation and the First Mortgage Indenture
and certain of the supplemental indentures relating to various series of First Mortgage Bonds contain
restrictions as to the payment of dividends on the Common Stock of the Company. At December 31,
1989, the retained earnings available for dividends on the Common Stock under the most restrictive of
those provisions was approximately $54,940,000.
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Item 6. Selected Financial Data
As of and for the years ended December 31:

1989 1988 1987 1986 1985+

, (In thousands except per share data)
Operating revenues .......... $ 426,248 § 382,107 $ 337,263 $ 318,262 $ 346,278
Operating income ........... 56,551 81,533 '+ 92,592 - 89,126 90,294

Income from continuing

operations before

cumulative effect of change

in accounting method ...... $ 1956 § 63877 $ 47431 $ 98,715 $ 113,071
Income (loss) from continuing .

operations before

cumulative effect of change

in accounting method per

~weighted average shares of

common stock............. (0.28) 1.48 0.98 2.41 2.88
Dividends declared per share )

of common stock .......... 0.38 1.52 1.52 152 1.49
Total assets .......ovevueenns 1,769,518 1,799,949 2,275,573 2,194,418 1,919,060

Additions to utility plant, net
of allowance for equity
, funds used for .
‘ construction .............. 125,644 79,845 61,246 136,598 169,437
Long-term, financing and
capital lease obligations and
preferred stock — ‘
redemption required ....... $ 810,788 $ 687,589 $ 888,328 $ 947,631 $ 971,228

e ————— e, e e

-

See “Management’s Discussion and Analysis of Financial Condition and Results of Operations” in
Item 7 for a discussion of certain of the information in the foregoing table.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

For the year ended December 31, 1989 and 1988, continuing operations generated income of
$1,956,000 and $63,877,000, respectively, and discontinued operations generated losses of $107,789,000
and $39,508,000, respectively. As more fully discussed in “Results of Operations” in this section, the
principal factors contributing to the significant decrease in income from continuing operations in 1989
were: (1) an increase in operating expenses, primarily related to Palo Verde, in excess of an increase in
operating revenues, of $24,982,000; (2) regulatory disallowances of $16,178,000, net of tax benefits: and
(3) reduced investment income of $19,462,000. The regulatory disallowance resulted from, and the

increase in operating revenues was negatively affected by, the Texas Commission’s 1989 rate order in
Docket 8363.

The Company has disposed of its non-utility investments and operations (see “Non-Utility
Operations” below). Future results of the Company’s operations, accordingly, will be significantly
affected by the actions of the Company’s principal regulatory bodies.

The Company has rate moderation plans in place in both its Texas and New Mexico jurisdictions.
In late November 1989, the Company filed with the Texas Commission for the third scheduled base
rate increase under the Texas plan, seeking an increase in base revenues of $33.9 million. Hearings
before the Texas Commission are underway, and new rates resulting from the filing are expected to be
effective by August 1990. In addition, the Company plans to file for the fourth scheduled base rate

28




increase under the plan in the third quarter of 1990. New rates resulting from the filing should be in
effect by summer 1991. ‘

The Company filed in July 1989 with the New Mexico Commission for the third and final
scheduled base rate increase pursuant to the New Mexico rate moderation plan. The Company
requested an increase in base revenues of approximately $8.5 million. A stipulated settlement of the
case provides for an increase in base revenues of $2.5 million. New rates are expected to be effective in
May 1990.

Higher operation and maintenance expenses during 1989 at Palo Verde adversely affected results
from continuing operations in 1989 and, such increased expenses, together with higher fuel and
purchased power costs, increased the Company’s external financing requirements. During 1989, the
Palo Verde units performed at an average 23% of capacity compared to 71% in 1988. If Palo Verde does
not operate at satisfactory levels, future operations would be adversely impacted to the extent that any
resulting increased costs are not recovered in rates. The Company believes that 1989 was a year of
adjustment and correction for Palo Verde, and that the units will perform at satisfactory levels.
. However, continued satisfactory operation will require operation and maintenance expenditure levels
at or above those incurred during 1989. The Company expects to be able to recover such costs in rates.

The Company plans to file with the Texas Commission in the third quarter of 1990 for rate
treatment of the Texas jurisdictional portion of the Company’s investment in Palo Verde Unit 3,
including the lease payments in the Company’s sales and leasebacks of 40% of its interest in Unit 3. The
Company expects the Texas Commission’s final order on the Unit 3 case in the late first quarter of 1991,
with rates reflecting the outcome of the case to be effective in the summer of 1991. The timing and
method of inclusion of the Company’s Unit 3 investment in Texas rates will significantly affect results
of operations, beginning in 1991. Failure to receive sufficient inclusion in Texas rates of the investment,
on a timely basis, would increase the Company’s external financing requirements and could adversely
affect access to the capital markets at reasonable cost. The Company believes that it is entitled to
recover its Unit 3 investment and a fair return thereon, but the ultimate outcome of the case cannot be
predicted. " ‘ ‘

The New Mexico portion of the Company’s Unit 3 -investment, including the Unit 3 lease
payments, is deregulated under the New Mexico rate moderation plan. The Company, therefore, is
required to recover the investment through off-system sales in the economy energy market. Although
the Company believes that over the useful life of Unit 3 the Company will be able to recover the
inyestment, market prices for economy energy sales have not been in recent years and are not
presently at levels needed by the Company to recover the New Mexico portion of the Company’s
current operating expenses related to Unit 3, including lease payments. Such market conditions will
continue to affect the Company’s results of operations.

The less than full inclusion in Texas and New Mexico rates of the Company’s annual lease expense
on its Unit 2 sales and leasebacks, and the exclusion of the New Mexico portion of the Unit 3 lease -
expense from New Mexico rates (an aggregate of approximately $12.1 million before tax), will continue
to adversely affect results of operations.

For more detail regarding the above information, see Part I, Item 1, “Business — ﬁegulation”.

#

Liquidity and Capital Resources

[

The Company expects to externally finance its cash requirements not met through cash generated
from operations. Those requirements include construction expenditures and, until the Company’s base
rates provide for current recovery of the Company’s cost of service .and return on investment,
operating and capital costs deferred pursuant to rate moderation plans, operating and capital costs
related to the Texas jurisdictional portion of Palo Verde Unit 3, payments of long-term debt and
preferred stock maturities and redemptions. See Part I, Item 1, “Business — Regulation.”
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The Company’s estimated external financing requirements for 1990 are $242 million, of which
$153 million was completed on January 26, 1990. Proceeds were used to reduce borrowings then
outstanding under the RCF (see discussion below). Proceeds from the balance of the required
financings, $89 million, combined with cash on hand and internal cash generation (together estimated
at $46.5 million), will be used to meet the Company’s 1990 estimated construction expenditures of
$53.4 million, payments of long-term debt and preferred stock maturities and redemptions of
$48.5 million and estimated regulatory deferrals and Palo Verde Unit 3 capitalized costs of
$33.6 million.

During 1991 and 1992, the Company expects to incur construction expenditures of $51.4 million
and $49.9 million, respectively. Payments of long-term debt and preferred stock maturities and
redemptions aggregate approximately $95.6 million and $59.1 million, respectively. Cash.requirements
in 1991 and 1992 for regulatory deferrals will be dependent upon future levels of rate relief obtained.

In October 1989, the' Company obtained a revolving credit facility (herein, the “RCF”) from a
syndicate of money center banks which provides for borrowings by the Company from time to time
through May 31, 1991, the initial termination date of the RCF, of up to $150 million outstanding at any
one time.. The May 31, 1991 termination date of the RCF, which is set with reference to the expected
timing of the Texas Commission’s order on the Company’s Unit 3 rate case, may be extended, subject
to the consent of the} lending banks, for successive one-year periods.

The RCF requires the Company to issue, for purposes of repaying borrowings thereunder,
$270 million of long-term debt through the period expiring March 31, 1991, including at least
$100 million of long-term debt by January 31, 1990. On January 26, 1990, the Company issued and sold,
in a private placement to institutional investors, $153 million of First Mortgage Bonds, 11.10% Series
Due 2001, the proceeds of which were applied, as required, to reduction of borrowings outstanding
under the RCF. $47 million of the balance of the $270 million of long-term debt issuances required
under the RCF is required to be issued no later than December 31, 1990, leaving $70 million of
required long-term debt issuance by March 31, 1991.

The RCF is secured by first and second mortgage bonds of the Company in an aggregate principal
amount equal to the committed amount of the RCF. The RCF requires that the Company meet certain
fixed charge and maintenance of equity ratios, maintain specified long-term debt issuance capacity and
meet certain maintenance of collateral value tests. The terms of the RCF prohibit the Company from
declaring or paying any dividend with respect to its common stock.

$104 million was available for borrowing under the RCF at March 30, 1990.

The Company intends to use borrowings under the RCF and the required long-term debt
issuances to meet its external financing requirements through May 31, 1991. The Company believes
that it will be able to issue and sell the long-term debt required to be issued and sold under the terms
of the RCF. The Company will require an extension of the RCF or its replacement with a similar
facility to meet financing requirements beyond May 31, 1991. The RCF includes as an event of default
* an adverse regulatory decision by the Texas Commission with regard to'the Company’s investment in
Unit 3 which, in the judgment of the lending banks, causes the Company’s revenues to be insufficient
to assure (1) the Company’s ongoing viability, (2) its access to capital markets or (3) its ability to
refinance or repay its obligations when due. Although the Company believes that it is entitled to
recover its Unit 3 investment and a fair return thereon, the ultimate outcome of the case cannot be
predicted. Failure to receive sufficient inclusion in Texas rates of the Unit 3 investment, on a timely
basis, would increase the Company’s external financing requirements and could adversely affect access
to the capital markets at reasonable cost. See Part I, Item 1, “Business — Regulation — Texas Rate
Matters — Palo Verde Unit 3 — Inclusion in Texas Rdtes.”

In addition to the borrowings available under the RCF, the Company has limited short-term
borrowing availability under the credit facility supporting the independent trust established to meet
the Company’s nuclear fuel requirements at Palo Verde. At March 30, 1990, the Comp'my had $22.1
million of borrowings available to it under such credit facility.
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Financing Restrictions

Short-term borrowings by the Company are limited to levels approved by the FERC. The FERC
has approved short-term borrowings by the Company, including borrowings under the RCF and the
nuclear fuel trust credit facility, of up to $200 million through December 31, 1991.

The RCF restricts the Company’s incurrence of indebtedness, other than under the RCF, to
(1) borrowings up to a specified level under the nuclear fuel trust credit facility and commercial paper
backed by the RCF (in which case the amount available to the Company under the RCF is reduced by
the amount of commercial paper outstanding) (2) indebtedness which is unsecured, or junior in right
of security to the RCF, and which does not require principal amortization prior to the then
termination date of the RCF, (3) scheduled long-term financing by the Company, including the long-
term financings required under the RCF, and (4) refundings, renewals, extensions and replacements of
maturing indebtedness. ’

-

The letter of credit agreements providing for the letters of credit which the Company caused to
be issued to the equity participants in the Company’s sale and leaseback transactions involving Palo
Verde Units 2 and 3, and one other bank credit agreement, were renegotiated contemporaneously with
the closing of the RCF. These letter of credit agreements and the bank credit agreement, as amended,
require the Company to meet the same maintenance of equity and fixed charge ratios required to be
met under the RCF. The transaction documents for the Palo Verde Unit 2 sales and leasebacks were
also renegotiated and amended contemporaneously with the closing of the RCF. The incurrence of
debt restrictions in those transaction documents have been suspended for so long as complying letters
of credit remain in effect. With respect to all but one of the eight equity participants in the Unit 2 sales
and leasebacks, complying letters of credit must be maintained through at least December 31, 1999.
One equity participant in the Unit 2 sales and leasebacks is entitled to letter of credit support for its
equity investment throughout the lease term. The Company expects to be able to maintain complying
letters of credit in"effect as required under the amended documents, and, therefore, does not expect
the Unit 2 incurrence of debt restrictions to impact its external financing capability.

Other Restrictions — Restated Articles of Incorporation; Mortgage Indentures. The Company’s
Restated Articles of Incorporation provide that, unless consented to by the holders of preferred stock,
additional shares of preferred stock may not be issued unless certain tests are met with respect to
(i) net earnings of the Company available for preferred dividends, (ii) after-tax earnings available for
interest, amortization and preferred dividends and (iii) the sum of junior stock capital and, if the
Company so elects, surplus. The most restrictive of said tests, (i) above, would not have permitted the
issuance of any new shares of preferred stock at December 31, 1989. It is not expected that the
Company will be able to satisfy the preferred stock issuance tests in 1990.

_ In addition, the Company’s Restated Articles of Incorporation provides that, unless consented to

by the holders of preferred stock, the aggregate of unsecured long-term debt shall not exceed 10% of
the total of the Company’s outstanding secured debt, capital and surplus. At December 31, 1989, the
Company would have been permitted to issue approximately $62.3 million in additional unsecured
long-term debt.

. The Company’s First Mortgage Indenture permits the issuance of additional first mortgage bonds
to the extent of 60% of the value of unfunded net additions to the Company’s utility property, provided
net earnings available for interest during a recent twelve-month period were at least twice the annual
interest requirements on all bonds to be outstanding and on all prior lien debt. At December 31, 1989,
unfunded net additions totaled $453.5 million, which was sufficient, with the inclusion of $0.5 million in
bond credits (after giving effect to the $153 million 11.10% Series due 2001), to permit the issuance of
approximately $272.6 million principal amount of new bonds. Presently, the Company cannot issue first
mortgage bonds on the basis of property additions because earnings are insufficient to meet the net
earnings test of the Indenture. However, the Indenture also permits the issuance of first mortgage
bonds based upon currently unfunded first mortgage bonds, without, under certain circumstances,
being required to meet the net earnings test. The RCF is presently secured by $50 million of first
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mortgage bonds and $100 million of second mortgage bonds. The RCF provides that, as the Company
issues and sells first mortgage bonds to meet the long-term financing requirements of the RCF, the
RCF banks are to release first mortgage bonds then held as collateral in the amount needed by the
Company for the proposed long-term financing, which bonds, under the Indenture, constitute
additional unfunded first mortgage bonds. The Company would use such additional unfunded first
mortgage bonds as the basis for the issuance of any first mortgage bonds issued to meet the long-term
financing requirements of the RCF. As the RCF banks release first mortgage bonds from their
collateral, the amount of second mortgage bonds held by the banks as collateral increases correspond-
ingly, so that at all times the RCF is secured by a combination of first and second mortgage bonds or
second mortgage bonds only.

The Company’s Second Mortgage Indenture permits the issuance of additional second mortgage
bonds on the basis of 40% of the value of unfunded net additions to the Company’s utility property.
The indenture also permits the issuance of second mortgage bonds based on currently unfunded
second mortgage bonds. At December 31, 1989, unfunded net additions totaled $161.4 million, which
was sufficient, with the inclusion of $20 million in bond credits, to permit the issuance of approximately
$84.5 million principal amount of new bonds.

Results of Operations

The following comparisons of results for 1989 to 1988 and 1988 to 1987 should be read in
conjunction with the above information concerning factors expected to affect future results of
operations.

The primary reasons for increases (decreases) in results of operations for the year ended
December 31, 1989 compared to the year ended December 31, 1988 and the year ended December 31,
1988 compared to the year ended December 31, 1987 are as follows:

Operating Revenues:

The Company continued to experience increases in clectric sales and customer growth in its
service area during 1989. Native system sales increased from 4,249,990 megawatt-hours of clectricity in
1988 to 4,462,183 megawatt-hours in 1989, an increase of 5.0%. Total system sales increased 6.4% in 1989
compared with 1988. Customers were added to the Company’s service area at an annual rate of
approximately 3% in both 1988 and 1989. The Company achieved record peak demands in 1989,
recording an all-time total system peak load of 1,076 megawatts on June 20, 1989, which was a 7.4%
increase over 1988’s record peak of 1,002 megawatts. The Company’s 1989 native system peak demand
of 916 megawatts, which was also a new record, was a 9.0% increase from the previous record of 840
megawatts set in 1988. The projected annual peak load growth rate for the Company’s service area
during the 1990-1999 time period is approximately 3%.

Base revenues increased for 1989 over 1988 approximately $26,100,000, due primarily to an
increase in KWH sales (volume) to all three jurisdictions and an increase in base revenues resulting
from rate increases for Texas, effective April 1988 and May 1989, and for New Mexico, effective in
November 1988. Base revenues increased for 1988 over 1987 approximately $42,500,000, due primarily
to an increase in KWH sales (volume) to all three jurisdictions and an increase in base revenues
resulting from rate increases for Texas and New Mexico which were éffective in April 1988 and
November 1987, respectively. Base revenues from wholesale customers were $44,932,000, $41,327,000
and $38,242,000 in 1989, 1988 and 1987, respectively.

Fuel revenues increased in 1989 compared to 1988 and 1988 compared to 1987 by approximately
$18,000,000 and $2,300,000, respectively, due to an increase in fuel and purchased and interchanged
power costs and an increase in KWH sales (volume) to all jurisdictions.
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Operating Expenses:

Decreased operating performance at the Palo Verde Nuclear Generating Station during 1989
resulted in increases in operating and maintenance costs. Significant improvements and a number of
changes have been made at the plant which are expected to improve its operating performance.
However, continued satisfactory operation will require operation and maintenance expenditure levels
at or above those incurred during 1989. The Company expects to be able to recover such costs in rates.
See discussion above in this Item 7 and Part I, Item 1, “Facilities — Palo Verde Station.”

Fuel expense and purchased and interchanged power increased.in 1989 over 1988 approximately
$18,800,000 due to a change in energy mix and an increase in KWH sales (volume). The prolonged Palo
Verde outages resulted in a decrease in volume of lower cost nuclear fuel consumed and a decrease in
economy sales of electricity to others and forced increases in the volume of natural gas consumed and
purchases of electricity. Purchases of electricity from other utilities were approximately $38,900,000
and $19,600,000 in 1989 and 1988, respectively. The increase in costs was partially offset by a decrease
in the amount of Palo Verde power accounted for as purchased power due to the extended outage in
1989 at Palo Verde Unit 3, which is currently accounted for as purchased power, and due to placing
Units 1 and 2 in service in May 1988 for rate recognition purposes in the Company’s Texas jurisdiction.
The increase was also offset by a decrease in the average cost of natural gas and purchased power. See
Part I, Item 1, “Energy Sources — General.”

The decrease in fuel expense and purchased power of $1,400,000 in 1988 over 1987 was aresult of a
change in energy mix and an increase in KWH sales (volume). The 1988 level of Palo Verde Operations
resulted in increased usage of nuclear fuel and a decrease in the amount of electricity purchases and
also increased the amount of economy sales of electricity. The Company also increased usage of
natural gas. The decrease was partially offset by the increased average cost of nuclear fuel and natural
gas and the amount of Palo Verde power accounted for as purchased power due to placing Units 1 and
2 in service in May 1988. e '

Other operating expense and maintenance expense increased in 1989 over 1988 and 1988 over 1987
due to the timing of inclusion of the Palo Verde Units in rates and increased costs at Palo Verde. Palo
Verde Unit 1 was included in rates in May 1988 in the Company’s Texas jurisdiction. The lease
payments associated with Palo Verde Unit 2 were included in rates in May 1988 in the Company’s
Texas jurisdiction and November 1987 in the New Mexico jurisdiction, and Unit 3 and related lease
payments were excluded from rates in the New Mexico jurisdiction and included in the FERC
jurisdiction in January 1988. Prior to inclusion in rates in the respective jurisdictions and subsequent to
in-service dates, the operating and maintenance expenses associated with each Unit were deferred and
capitalized. The effects of the timing of inclusion in rates of these Units is reflected in the table below.

1989 1988 1987
(In thousands)

Palo Verde COstS «vvvrrreeneeernireesnsenesaaasasssnsessssannns $137,406 $121,169  $70,594
Palo Verde costs deferred and capitalized.................. ...t (28,408)  (42,085) (50,297)
108,998 79,084 20,297

Phase-in plan deferrals......oovviiniiiiiiiiiiiiiiirenneaiinenns (9,030)  (16,366) (529)
Other non Palo Verde costs «.cvvvrrrrirsereirssiiesnrsssssanans 76,255 73,644 68,199
Total operating costs expensed .......oeeeviriiinerieeaneannns $176,223 $136,362  $87,967

Increased Palo Verde costs for the year ended December 31, 1989 are net of approximately
$4.6 million of Texas jurisdictional costs incurred as a result of the Palo Verde outages which have been
deferred. Phase-in plan deferrals decreased in 1989 from 1988 as a result of the impact of the Texas rate
case implemented in May 1988 (See Part I, Item 1, “Regulation — Texas Rate Matters — Rate
Moderation Plan — Palo Verde Units 1 and 2”).
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Depreciation and Amortization Expenses:

Depreciation expense increased in 1989 over 1988 due to depreciating the Texas jurisdictional
portion of Palo Verde Units 1 and 2 and Common Plant beginning with their inclusion in rates in May
1988. Depreciation increased in 1988 over 1987 due to depreciating the Texas jurisdictional portion of
Palo Verde Unit 1 and Common Plant beginning in May 1988 and the New Mexico and FERC
jurisdictional portion of Palo Verde Unit 3 beginning in February 1988.

Amortization expense increased in 1989 over 1988 due to amortization of Palo Verde deferred
costs beginning in May 1988 and November 1988 for Texas and New Mexico, respectively, along with
an increased deferred cost balance subject to amortization as of June 1989 for Texas in conjunction
with the inclusion of the amortization of such deferred assets as a part of cost of service under the
respective rate moderation plans. Amortization expense increased in 1988 over 1987 due to amortiza-
tion of a New Mexico deferred debit effective January 1988 and Palo Verde deferred costs beginning in
May 1988 and November 1988 for Texas and New Mexico, respectively.

AFUDC:

AFUDC increased in 1989 compared to 1988 due to an increase in the cumulative construction
balance accruing AFUDC generally associated .with Unit 3 in Texas. AFUDC decreased in 1988
compared to 1987 because of the sale of approximately 40% of Palo Verde Unit 3 in December 1987,
which resulted in decreased cumulative construction and Palo Verde deferred cost balances accruing
AFUDC, Additionally, AFUDC decreased due to discontinuing accounting recognition of allowance
for equity funds on Palo Verde deferred costs related to Units 1 and 2 pursuant to SFAS No. 92.

™

Phase-in Plan Deferred Return:

Phase-in plan deferred return decreased in 1989 compared to 1988 due to the discontinuance of
deferred return on the Texas jurisdictional portion of Palo Verde deferred costs beginning in May 1989
due to the Texas Commission’s rate order (see Part I, Item 1, “Regulation — Texas Rate Matters —
Rate Moderation Plan — Palo Verde Units 1 and 2”) when the deferred balances were included in
Texas rate base and a decrease in the return rate, partially offset by an increase in rate moderation plan
deferred revenues accruing return as a result of the Company’s rate moderation plans in Texas and
New Mexico. Phase-in plan deferred return increased in 1988 compared to 1987 due to phase-in plan
deferrals accruing return in 1988 with no comparable amount in 1987.

Investment Income:

Investment income decreased in 1989 compared to 1988 duc to unrealized losses on the
Company’s investment in annuities (see Part I, Item 3, “First Service Life Litigation”) and decreased
average investment balances. Investment income increased in 1988 compared to 1987 due to a higher
average investment return and increased income related to an investment in a partnership partially
offset by decreased average investment balances.

Other Income, Net:

Other income, net, decreased in 1989 compared to 1988 as a result of a provision for an expected
performance penalty incurred by the Company under the Palo Verde performance standards in its
New Mexico jurisdiction. Other income, net, increased in 1988 compared to 1987 due to decreased
depreciation on plant held for future use which was fully depreciated in May 1988..See Note B for a
discussion of Palo Verde performance standards. : ‘

Interest on Long-Term and Financing and Capital Lease Obligations:

Interest on long-term and financing and capital lease obligations decreased in 1989 over 1988 due
principally to the redemption in May 1989 of the 12%% Series First Mortgage Bonds, the redemption in
July 1989 of the 14%% Series First Mortgage Bonds, the redemption in November 1989 of the 14%
Series First Mortgage Bonds and decreased interest on the nuclear fuel lease obligation. Interest on
long-term and financing and capital lease obligations decreased in 1988 over 1987 due principally to
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the early redemption of the 16.20% Series First Mortgage Bonds in February 1988 and the redemption
of a floating rate note in the first quarter of 1988.

Other Interest Expense:

Other interest expense increased in 1989 over 1988 due to an increase in the average short-term
debt outstanding and the average short-term debt rate. The increase was partially offset by a lack of
interest expense on accumulated provision for rate refund related to the Company’s Texas rate case
which concluded in 1988, with no comparable expense in 1989 and a decrease in the interest on fuel
overrecovery. Other interest expense decreased in 1988 over 1987 due to margin interest.incurred in
1987 with no comparable expense in 1988 and a decrease in the interest on fuel overrecovery and the

‘average short-term debt outstanding.

Interest Capitalized and Deferred:

Interest capitalized decreased in 1989 over 1988 due to the interest capitalized on the Texas
portion of Unit 1 in 1988:with no comparable interest capitalized in 1989 and decreased interest
capitalized related to nuclear fuel lease obligation due to,a decreased average nuclear fuel balance.

Interest capitalized increased in 1988 over 1987 due to the capitalized interest on Palo Verde deferred '

costs and increased interest related to nuclear fuel lease obligation and an increase in interest deferred
on a portion of a financing obligation relating to one sale and leaseback transaction involving Palo
Verde Unit 2. '

See Note A of Notes to Consolidated Financial Statements regarding the effect of SFAS No. 96,
“Accounting for Income Taxes.” - " : ”

Effects of Inflation: : .

In contrast to the analysis of increases in base revenues included at the beginning of “Results of
Operations,” it is sometimes difficult, in the case of operation and maintenance expenses, to distinguish
between effects of volume increases and rises in unit costs (which, for purposes of this discussion, are
all attributed to inflationary pressures).

Price changes in fuel costs are passed through to certain FERC customers pursuant to fuel cost
adjustment provisions. Fuel price changes in the Company’s Texas and New Mexico jurisdictions and
two FERC customers require fuel reconciliation hearings for the over or under recovery of fuel costs.
There are a number of other major expense items such as maintenance costs, payroll costs and other
operating costs that are beyond the scope of the fuel reconciliation hearings and the fuel cost
adjustment provisions. Inflationary pressures on these items have given rise to earnings attrition
between general rate increases. See “Regulation” in Part I, Item 1.

Non-Utility Operations:

On January 17, 1990 the Company sold all of the capital stock of its subsidiary, Franklin Land &
Resources, Inc., and the Company’s 35% stock ownership of PasoTex Corporation (which is owned 65%
by FL&R). The results for the twelve months ended December 31, 1989 and 1988 include provisions
for loss of approximately $58,165,000 and $35,954,000, respectively, which includes income tax credits
of approximately $9,650,000 and $18,522,000, respectively. The provision for loss includes provision of
approximately $7,669,000 and $11,520,000, respectively, for expected operating losses during the phase-
out period of the discontinued operations. In addition, the Company recorded a loss of approximately
$41,440,000, net of tax benefits of approximately $18,560,000, for the year ended December 31, 1989 in
connection with the sale of its preferred stock investment in Commercial Federal Savings and Loan"
Association in December 1989. The disposition of its non-utility operations reflects the Company’s plan
to return its operations exclusively to its core utility business. The Company’s final divestiture of its
non-utility operations and investments in 1990 has been reflected as discontinued operations. See

“Non-Utility Operations” in Part 1, Item 1 and Note P of Notes to Consolidated Financial Statements.. '
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audits.

INDEPENDENT AUDITORS’ ‘REPORT

The Shareholders and Board of’ Directors
El Paso Electric Company:

We have audited the accompanying consolidated balance sheets of El Paso Electric Company and
Subsidiaries as of December 31, 1989 and 1988, and the related consolidated statements of income
(loss), retained earnings and cash flows for each of the years in the three-year period ended December
31, 1989. These consolidated financial statements are the responsibility of the Company’s management.
Our responsibility is to express an opinion on these consolidated financial statements based on our

w

We conducted our audits in accordance with generally accepted auditing standards. 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 reasona-
ble basis for our opinion,

In our opinion, the consolidated financial statements’ referred to above present fairly, in all
material respects, the financial position of El Paso Electric Company and Subsidiaries as of Decem-
ber 31, 1989 and 1988, and the results of their operations and their cash flows for each of the years in
the three-year period ended December 31, 1989 in conformity with generally accepted accounting
principles. ‘

As more fully discussed in Note B to the Consolidated Financial Statements, uncertainties exist
with respect to the outcome of various regulatory matters including the recoverability through Texas
regulation of the Company’s investment in Unit 3 of Palo Verde Nuclear Generating Station. The
ultimate outcome of these matters cannot presently be determined. Accordingly, no provision for any
loss that may ultimately be required upon resolution of these matters has been made in the
accompanying consolidated financial statements. |

As discussed in Note L of Notes to Consolidated Financial Statements, the Company is a

' defendant in two related lawsuits and, pursuant to indemnity provisions, is contingently liable with

respect to another related lawsuit in which a former executive officer of the Company is one of the
defendants. The ultimate outcome of such litigation cannot presently be determined. Accordingly, no
provision for any liability that may result upon adjudication of any of the lawsuits has been made in the
accompanying consolidated financial statements.

As discussed in Note A of Notes to Consolidated Financial Statements, the Company changed its
method of accounting for unbilled revenues in 1987. ‘

1

KPMG PEAT MARWICK

El Paso, Texas

March 30, 1990
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EL PASO ELECTRIC COMPANY AND SUBSIDIARI
CONSOLIDATED BALANCE SHEETS

ASSETS

‘ Utility plant (Notes B, D and E):
Electric plant inservice ........cooiiiiiiiiiiiiiiiiiine, e e
Less accumulated depreciation and amortization ............... P

Net plantinservice.........ooovviiiiiiins i,
~ Construction work in progress ..... e e Verreeareennaeas
" Nuclear fuel under capital leases net of amortization ‘

of $73,920,000 and $78,599,000, respectlvely ........................

Net utility plant ...... S ettt ey P

+

Non-utility property, at cost net of accumulated depreclatlon ........... '

., Current assets: i ‘ ‘
.. Cashrand temporary investments .........0vc0viineeranns feeerereaee
Other short-term investments (Note F) ........................ eeens

Accounts receivable, principally trade, net ...................olL .

8 (R e T
Federal income taxes refundable (Note K) ............ccovvvinnn.n.. ‘
Net undercollection of fuel revenues ............................... ”
Prepayments and other’................ et Ve

.Total Current assets ... ,voueveiviiunniiiiiiiier e,
'Long-term contract receivable (Note B) .....cvvvvirininrnreenennenns )
Net assets of discontinued operations (Note P) .........cccvvvvnnnnn..

Deferred charges and other assets: .
Palo Verde deferred costs (Note B) ....ovnvenvrenennnenenn fereeeees
Phase-in plan deferrals (Note B) ........ veees peeeneaan reeeeeaaan,
Other (Note G) v ivvnvrrernnrnrninieneneanrnnns. i e

‘Total deferred charges and other assets ........ retrieaeraneens

Total 255EES +vvvvveneinnnnneererrersnnnnssesasasssoennnnness

See accompanying notes to consolidated financial statements.
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Deccember 31,

1989

1988

(In thousands)

$1,190,333  $1,150,233
233,240 201,547
957,093 948,686
344,768 258,076
47,114 54,081
_1,348975 1,260,843
5,371 _ 4,552
28,370 - . 124
— 100,903
44,251 45,196
33,678 31,854
29,328 —
10,127 -
18,638 28,683
164,302 206,760
16,482 9,142
— 97,062
95,533 122,384
52,759 34,642
86,006 64,564
234,298 221,590
$1,769,518




EL PASO ELECTRIC COMPANY AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

CAPITALIZATION AND LIABILITIES

‘ . December 31,

1989

1988

(In thousands)

Capitalization (Notes E, H, I and J):
Common stock, no par value, 40,000,000 shares authorized. Issued

and outstanding 35,201,267 and 35,075,309 shares, respectively....... $ 337,176 $ 335,767
« Retained €arnings.....oveviererinriaiiiiiiiiiitiintratreeraranens 67,133 198,131
Common stock equity .« cvvviiriiiiiiiiiiiit ittt 404,309 533,898
Preferred stock, cumulative, no par value, 2,000,000 shares authorized: .
Redemption required ......ccvviiiniiiiiiiiiiiiii i 100,710 108,460
Redemption not required.........ooiiviiiiiiiiiiiiiiiiiiiiiiees 14,198 14,198
Long-term obligations . ......ccoviuiv ittt 590,686 454,908
Financing and capital lease obligations..............c..oiiiiiiiant, 119,392 124,221
Total capitalization .........coovviiiiiiiiiiiiiiiiiii 1,229,295 1,235,685
Current liabilities:
Current maturities of long-term and financing
and capital lease obligations (Note J) .....ovvvvvivinvininnnannn, 49,100 134,126
Notes payable, commercial paper and revolving
credit facility (Note €©) ..ovvrirneiiiiiieniriiriinarierannnnnans 46,756 15,000
Accounts payable, principally trade.............coiiiiiiin e 21,583 15,364
Taxes accrued (Note K) cvvvevnneinreniiernneeniiniaernerisnesnnens 21,186 - 8,260
Interest aCCIrUed o vt vnnetenneerroneneraanarcncssastssennsessnnns 15,758 15,781
8 13 1Y T . 43,761 30,842
Total current liabilities ......ccoviiiiii ittt 198,144 219,373
. Deferred credits and other liabilities: ‘
Accumulated deferred income taxes (Note K) ........covvviiieennns. 59,983 32,457
Accumulated deferred investment tax credit (Note K)................ 96,352 127,129
Deferred gain on sales and leasebacks (Note E) .......: v ereenetreens 175,633 182,806
Other ...... i eraresesrraaraeaaeaaas etsearaseianeeearitaaranaans 10,111 2,499
Total deferred credits and other liabilities.................o00 342,079 344,891
Commitments and contingencies (Notes B, D, E, L and M) ‘
Total capitalization and liabilities ............ccoooiiiiain, 81,769,518  $1,799,949

See accompanying notes to consolidated financial statements.




' EL PASO ELECTRIC COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME (LOSS)
For the years ended December 31, 1989, 1988 and 1987

(In thousands except per share data)

See accompanying notes to consolidated financial statements.
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4 , 1989 1988 1987
Operating reveNnUes .. ..vevuveeiesserentssrssnssssseseraressntanssonsens peeannss $ 426,248 $382,107 $337,263
Operating expenses: '
Operations: :
1) Perieseeserasenensenas areaseransenassane . 80,607 72,187 51,297
Purchased and interchanged power ....voveeeecann Vesaseraveresaeenann verans 34,261 23,917 46,199
\ 114,868 96,104 97,496
O her . iviierienenrorerenensensarssenscnsonssanasons resasarans seseiarenans 159,635 132,533 74,250
Maintenance «soveressssssssssnssesrsennsenananas Creteseraransenenartntnans 25,618 20,195 14,246
Depreciation and amortization .... . 41,949 ,254 21,162
T Phase-in plan deferrals (Note B) ...covinvnannnn. CiNreieterstnesensrasrnanans (9,030) (16,366) (529)
axes: ‘ . ‘ .
Federal income taxes (Note K) cvuarevernrnnennnns P Crrrrrsrereansuenns 1,531 8,317 15,775
Other.civivevinersisnninesans desevenerraan reerraes sreerenenarunurs PR 35,126 25,537 22,271
. . 369,697 300,574 244,671
Operating income............. Meseersrensierraesarastanarans Wiereseranananes 56,551 81,533 92,592
Other income (deductions):
Allowance for equity funds used during construction .......vveveeereicenecanenss 12,578 13,065 31,941
Phase-in plan deferred return (Note B) uvvienieernriennrnnnarcananss Creresenee 10,513 12,603 -
Regulatory disallowance (Note B) cvvveveneeeraennans (22,229) —_ (38,323)
Investment income (Note F) .ovnivivivnnnncncnansn o . 1,093 20,555 13,489
Other, Net.usisieiernsenraerteresasssstassassnccasnsossens Crsieresrarniraens . (8,034) (2,630) (2,963)
Federal income taxes applicable to other income (Note K): ‘
Regulatory disallowance ....... Peseirrseesenrerenrentans Ceteresersrranaesans 6,051 - 13,937
Other..ivieeinsiercasercsnsrivinarresannssenansss vemsussevesensarsensansnnn (4,054) (9,313) (1,933)
(4,082) 34,280 16,148
Income before interest charges...ovveininicenreacannnn, tererereareerarasensanans 52,469 115,813 108,740
Interest charges (credits): b
Interest on long-term and financing and capital lease obligations................. v 63,025 69,199 77,884
Other interest vvvvvieiverarannencnans terreesisesans trsretaesernrrravaennenas 11,010 4,454 12,732
Interest capitalized and deferred .....covevivievnnarenn. Cresserseeranaaseennns . (6,203 © (13,304 (6.849;
Allowance for borrowed funds used during construction ....vcvvevveececnna.. cies (17,319 (8,413 (22,458
s 50,513 51,936 - 61,309
Income from continuing operations before cumulative
effect of change in accounting method ................... Sresrisiecasannas aeha 1,956 63,877 47,431
Discontinued operations (Note P): ® - .
Loss from discontinued operations, net of income tax . .
credits of $1,731, $6,490 and $8,263, respectively ...viverireenencnrnancecnrars . (8,184) (3,554) (6,663)
Provision for loss on disPosal of operations, including provision of $7,669 and
$11,520 for operating losses during phase-out period, net of income tax
credits of $28,210 and $18,522, respectively .......... terserasaserentanan craees (99,605) (35,954) —_
(107,789) (39,508) (6,663)
Income (loss) before cumulative effect of chanﬁe in accounting method,............ (105,833) 24,369 40,768
Cumulative effect of change in accounting method (Note A) «v.vvveivnennnn.. R — — 4,240
Net income (los? ...... Miersasenenene Creteernans P reaseseniestienedneenrane sh.,. (105,833) 24,369 45,008
Preferred stock dividend requirements.......... MeersesisrarsssEsaranstenrune vers 11,812 12,259 12,892
Net income (loss) applicable to common stock.......... Ceevtettaerensnntannennan . $(117,645) $ 12,110 $ 32,116
Net income (loss) per weighted average shares of common stock: ' -
Income (loss) from continuing operations before cumulative
effect of change in accounting method ................. crenes treerisrereenanas $ §0.28 $ 148 $ 098
Discontinued operations .......... i rereesrrasateraaras Mansisserarrsnscnsanann 3.07 (1.13) (0.19)
Cumulative effect of change in accounting method ......covivverannns feeeevenans — — 0.12
Total .vivveennanne v rsanaans Cenverersasiaas sericaressrrnnena Caraenae 8 (335) $ 035 $ 091




EL PASO ELECTRIC COMPANY AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF RETAINED EARNINGS

For the years ended December 31, 1989, 1988 and 1987
(In thousands except per share data)

!

1989 ' 1988 1987
Retained earnings at beginning of year ............... ..., $198,131 $239,320 $264,016
Add:
Net income (1055) «veeeiieiiviionanresserrnoensnnnns (105,833) 24,369 45,008
92,298 263,689 309,024
Deduct: )
Cash dividends: .
Preferred stocKk «ovueii it neivnneeererennsaaasonns 11,812 12,259 12,802
Common stock .vvviiiri ittt 13,353 53,254 53,795
Capital stock expense ....ovvveriiiiiiiiiiiiiiiriiannans — 45 165
Purchase of Company common stock .............oeeeenn — —_ 2,852
. 25,165 65,558 69,704
Retained earningsatend of year ........covvvviiinnenat. $ 67,133 $198,131 $239,320
Dividends declared per share of common stock............. $ 038 $ 152 $ 152

Weighted average number of common shares outstanding ... 35,165,514 35,029,975 35,422,043

See accompanying notes to consolidated financial statements.
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EL PASO ELECTRIC COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
For the years ended December 31, 1989, 1988 and 1987

1989 1988 1987
(In thousands)

Cash Flows From Operating Activities: .
Income from continuin& operations after cumulative effect of change

in accounting method .............. et eierenareaansaswrecanesdrannerernn parenves $ 1956 §$ 63,877 $ 51,671
Adjustments for non-cash items from operating activities: :
Depreciation and amortization .. reresra-aeiavetsscarsanerannns 28,381 24,191 18,997
Amortization of nuclear fuel ....ccvceviiiiiiieinass 12,156 22,527 4,368
Deferred income taxes and investment tax credit, net.. vee 16,341 14,610 25,280
Allowance for equity funds used during construction ....... cveeees (12,578)  (13,065)  (31,941)
Rcﬁulatory disallowance ...... taessesesanneanae Crneessissersenantensant s vaaen 22,229 —_ 38,323
Other operating activities ....... Cerreesiraenaans frerarassesnanereresarananns ceens 8,653 (5,648 5,821;
Loss from discontinued operations....... Crserasearas fraies Preesaravnetaaaana beeans . (107,789) (39,508 6,663
Adjustments for non-cash items from discontinued operations:
Write down of discontinued segment .....c..c.ccuee Ceessasrinrasasnes Ceverareencns 120,146 42,956 —_
Provision for deferred income taxes and investment tax credit, net.ovveeverainannana.e (20,945)  (18,522) —_
Provision for losses during phase-out period ....cvvcveiiirieiiviians Citrsiessesaenes 7,669 11,520 —_
Accounts receivable.....iiaunass fehenstiesserersennasasns Nenseisisasarenen eresrens 945 (7,895) (1,115)
Inventories «...voenernsennns- Nrascesasaascnsennenas rereasans Mirartrrsevensasdnany (1,745) (610) 229
Federal income taxes refundable ....ovininnns cirenas Cerees Cerrieas verereneeeiaraeas  (29,328) — —
Net undercollection of fuel revenues, caseececarriansse Cersexsaraarans Cererarianens . (10,127) — —
Prepayments and other current assets vovvveveerenss Ch s s ratrenr R E st enanes 8,002 23,590 , (8018
Long-term contract receivable.....verciirencnancens devmereneranan Creresane cederanan 27,340 7,632 1,510
Net assets of discontinued operations ...ovveeieenan. veeeanee Mevavassesssatensrananne 5,860 6,074 8,487
Accounts payable c.oiiiiiiniiiiiirissisiasas e, Neessetesiassiesanenes peesnane 7,720 (2,465 8,806
Taxes accrued .c.vvveveinnnnas ceaiareaes feestasistesesasieranne perraes vereseses s 11,401 (16,812) (73,391
Interest acCrued .. .uvensaeeacvatsssanensnorasesasannrness Civaenn Yerarnaieraneas ceve (23 (4,388 (841
Other current liabilities.....cooovvieireninnne. Caeane prsasans perenarenns erareerrvaes (4,000 (728 11,133
Other deferrals +.voveviriiiriiaiincnariniisinrssens Ceestrseresstsennansaesrnant veue (12,726 12,719 16,241
Palo Verde deferred costs.oevaeeeeranns Ceeveee s teteseenseenanassranans arvmrreans 1,902 24,626 50,534
Phase-in plan deferrals ...vviervirinreearviearnenacnaans cerare N Ceamienns (19.145) 29,348 (5,294
Net cash provided by (used for) operating activities....ovaiiirenrienensencanas . 15,895 (1.801)  (73,315)
Cash Flows From Investing Activities:
Additions to utility plant......... Cerarerasesarsensesarararrans veeanans peraresaness (138,222)  (92,910)  (93,187)
Allowance for equity funds used during construction .., cvvveiesieiarncnarparnannvanan 12,578 s 31,941
Additions to non-utility property «..issiiiiiaiiass e lerdsrraeverarararans ceraraaaes (966)  (14,738) (8.306;
Non-utilit¥ acquisitions, net of cash received ........ Ceeersanrrensarans Cerereerense . — — (43,609
Proceeds from sale of investments «vvvveieiiiiaiaiaiannans verses vestrascnerans ceeen - 5,551 39,776
Purchase of long-term investments.....oeseenviniararesiscesnriranens Craneaens ceunn —_ (5,000) (57,606)
Proceeds from sales and leasebacks .o.vvineicviniininnnans P Creareatessreasannnn —_ —_ 250,000
Sale of nuclear fuel in process to trust ...... P veereerasavaras veeenes verereaen . — - 28,460
Other investing activities cvuvvierietriencniessnnenaarass veenunnes Ceenaranes R 1,213 2,470 (3,173)
Net cash provided by (used for) investing activities ...cvcvevennnrane Crererervarns (125,397)  (91,562) 144,296
Cash Flows From Financing Activities:
Proceeds from long-term obligations ......ccvivvriennnsnn Cerasenae frennan drreaees .. 168,358 16,567 32,567
Redemption and repurchase of securities v.vovvaunns. ererarenssan ceneanenn . vees (7,750 (2,150 19,085
Dividends paid ....vivunnse. fereeesstassesmrenenseassanane ravrerreaenns Cesnaven oo (25165 (65,513 66,687
Redemption of long-term obligations............. srevereiesnseisans Ceeerareranan oee (122,007) (153,527) (137,293
Net increase (decrease) in short-term obligations ......... raras fearerveanarans vienra 22,000 104,229) 140,006
Other financing activities ....... Frrrevaresasnanaes Cetirerrerraeasias Carreiverererns 1,409 (859 1,317
] Net cash provided by (used for) financing activities .......... ranie Cerarraniees .o 36,845  (809,711)  (49,175)
Net increase (decrease) in cash and temporary investments .......... Cresesernienan cveee (72,657)  (403,074) 21,806
Cash and temporary investments at beginning of year ...vcvvsninncrorircnensiacienanns 101,027 504,101 482,295
Cash and temporary investments at end of year ............ Nesersssssessessrnensnenanns $ 28,370  $101,027 $504,101
Supplemental Disclosures of Cash Flow Information:
ash paid during the year for:
INCOME taXes cuvinrrrnvrnnssancnsas eenas vesrressran Crereaees raeesasnencenna .o § 387 $ 19427 $ 50,088
Interest on borrowed money from continuing operations......vvvereronanaaanns heees 62,273 63,678 72,777
Non-cash transactions:
Capitalization of nuclear fuel and related obligation ......... weeerererase veersieaes . - 20,084 43,872

For the purposes of this statement, all temporary cash investments with a maturity of three months or
less are considered cash equivalents.

1

See accompanying notes to consolidated financial statements.

42




EL PASO ELECTRIC COMPANY AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS ;

A. Summary of Significant Accounting Policies
General

El Paso Electric Company (the Company) maintains its accounts in accordance with the Uniform
System of Accounts prescribed for electric utilities by the FERC. The subsidiaries are not regulated
companies. The Company reports its regulated utility operations pursuant to SFAS No. 71 — Account-
ing for the Effects of Certain Types of Regulations, as amended.

Jl,’rinciples of Consolidation

The consolidated financial statements include the accounts of the Company and its subsidiaries.
See Note P. All significant intercompany balances and transactions have been eliminated in
consolidation.

Utility Plant and Noln-utilitg) Property

Utility plant and non-utility property are stated at original cost and depreciation is provided on a
straight-line basis at annual rates which will amortize the undepreciated cost of depreciable property
over the estimated remaining service lives. The average annual depreciation rate used by the Company
for utility plant other than the Palo Verde Station was 3.17% in 1989, and 3.43% in 1988 and 1987. The
average annual depreciation rate for the portions of the Palo Verde Station for which the Company is
providing depreciation was 2.50% for New Mexico and FERC jurisdictions in 1989, 1988 and 1987 and
2.62% for the Texas jurisdictional portion which began in April 1988.

The Company charges the cost of repairs and minor replacements to the appropriate operating
expense accounts and capitalizes the cost of renewals and betterments. The cost of depreciable utility
plant retired or sold and the cost of removal, less salvage, are charged to accumulated depreciation.

The Company is amortizing nuclear fuel under the units of heat production method.

Decommissioning cost for the Company’s interest in the PVNGS are charged to depreciation
expense and are being deposited in external trust funds until the decommissioning of the facility takes
place.

AFUDC

_ The Company’s applicable regulatory bodies, FERC, the New Mexico Commission and the Texas
Commission, generally provide for the capitalizing of AFUDC, which is defined as an amount which
includes the net cost during a period of construction of borrowed funds used for construction purposes
plus a reasonable rate on other funds when so used. While AFUDC results in an increase in the cost of
utility plant under construction, with a corresponding increase in income, it is not current cash
income. AFUDC, net of certain tax effects, is normally recovered in cash over the service life of utility
plant in the form of increased revenue collected as a result of higher depreciation expense. The
Company records AFUDC during the construction period of utility plant.

The amount of AFUDC is determined by applying an accrual rate to the balance of certain CWIP
and deferred costs. In this connection, the FERC has promulgated procedures for the computation (a
prescribed formula) of the accrual rate. The weighted average accrual rate was 10.5%, 11.1% and 11.4%
for 1989, 1988 and 1987, respectively. The Company compounds: AFUDC on major construction
projects semiannually. Prior to May 1988, certain amounts of CWIP had been allowed in the
Company’s rate base or had been made the basis of extraordinary cash rate relief, and the appropriate
amounts had been excluded from the CWIP balance used as a base for calculating AFUDC.
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EL PASO ELECTRIC COMPANY AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Change in Accounting Method

Prior to January 1, 1987, the Company recognized utility revenues when billed. To provide a
better matching of the Company’s revenues from kilowatt-hour sales with the related costs, effective
January 1, 1987, the Company changed its method of accounting to record estimated revenues from
sales of electricity for services provided subsequent to monthly billing cycle dates but prior to the end
of the accounting period. The cumulative effect of this accounting change as of January 1, 1987, net of
income taxes of $2,827,000, increased net income and net income per share for the year ended
December 31, 1987 by $4,240,000 and $.12, respectively. The pro forma effect on net income for the
year ended December 31, 1987 of applying the new method of accounting retroactively is not material.

Fuel Cost Adjustment Provisions .

The Company’s Texas and New Mexico retail customers are presently being billed under fixed fuel
factors approved by the Texas Commission and the New Mexico Commission. The Company’s Texas
and New Mexico fuel factors are set in the Company’s general rate case or Commission ordered fuel
reconciliation. In the Texas jurisdiction and New Mexico jurisdiction, the Company’s fixed fuel factor
is subject to reduction if the utility materially over-recovers its allowable fuel costs under its existing
fuel factor. (See Note B).

Rate tariffs currently applicable to certain FERC jurisdictional customers contain appropriate fuel
and purchased power cost adjustment provisions designed to recover the Company's fuel and
purchased power costs. Two FERC customers have fixed fuel factors approved under FERC tariffs for
which no fuel reconciliation is made.

Federal Income Taxes and Investment Tax Credits

Deferred income taxes are provided as a result of timing differences in reporting income and
expense items for ﬁnancnal statement and mcome tax purposes.

With respect to investment tax credit generated by the Company, such investment tax credit
utilized is deferred and amortized to income, once such related properties are considered “opera-
tional” by the Company’s regulatory authorities, over the estimated average remaining useful lives of
the Company’s fixed assets directly or indirectly involved in the generation and transmission of
electricity.

Statement of Financial Accounting Standards No. 96, “Accounting for Income Taxes”, was issued
by the Financial Accounting Standards Board in December 1987. Statement 96 requires a change from
the deferred method to the asset and liability method of accounting for income taxes.

Under the asset and liability method, deferred income taxes are recognized for the tax conse-
quences of “temporary differences” by applying enacted statutory tax rates applicable to future years
to differences between the financial statement carrying amounts and the tax bases of existing assets and
liabilities. Statement 96, as amended, is effective for fiscal years beginning after December 15, 1991.

The Company estimates that adoption of Statement 96 will result in a reduction in the balance of
accumulated deferred income tax liability and the creation of a liability to the Company’s ratepayers
for the effect on regulated assets and liabilities of the reduction of the Federal statutory income tax
rate from 46% to 34% as provided for by the Tax Reform Act of 1986. This reduction in accumulated
deferred income taxes will be partially offset by the effect of new temporary differences resulting from
Statement 96, such as allowance for equity funds used during construction and accumulated deferred
investment tax credits. The portion of the regulated liability created by Statement 96 relating to certain
temporary differences (i.e.-accelerated depreciation) will be recorded as long-term and be amortized
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EL PASO ELECTRIC COMPANY AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

over the remaining life of the assets giving rise to the temporary difference. With respect to its non
regulated assets and liabilities, the Company estimates the adoption of SFAS 96 will require an increase
in the balance of accumulated deferred income tax liability. Such adjustment is presently estimated to
be' approximately $16 million. . .

The Company may recognize the cumulative effect of a change in accounting principle upon
adoption of SFAS 96 or restate prior period financial statements to conform to the provisions of the
statement. The Company has not decided when it will implement SFAS 96 and has not decided upon
the method of adoption.

Reclassification

Certain amounts in the consolidated financial statements for 1988 and 1987 have been reclassified
to conform with the 1989 presentation. 5 ) IS

B. Rate Matters

Texas. The rates and services of the Company in Texas municipalities are regulated by those
municipalities and in unincorporated areas by the Texas Commission. The Texas Commission has
exclusive de novo appellate jurisdiction to review municipal orders and ordinances regarding rates and
services, and its decisions are subject to judicial review.

New Mexico. The New Mexico Commission has authority over the Company’s rates and services in
New Mexico, the issuance of securities by the Company and other matters affecting the operations of
the Company,

FERC. The Company is subject to regulation by the FERC in certain matters, including rates for
wholesale power sales and the issuance of securities. In addition,” Congress has enacted energy
legislation which, among other things, establishes national standards for consideration by state
regulatory agencies in determmmg"uhhty rates and imposes other requirements on the operations of
utilities, including the Company. Under certain circumstances, the FERC may order mterconnectlon
wheeling and pooling.

NRC. The Palo Verde Station is subject to the jurisdiction of the Nuclear Regulatory Commission
(“NRC”), which has authority to issue permits and licenses and to regulate nuclear facilities in order
to protect the health and safety of the public from radiation hazards and to conduct environmental
reviews pursuant to the National Environmental Policy Act. Before any nuclear power plant can
become operational, an operating license from the NRC is required. The NRC has granted facility
operating licenses for Unit 1, Unit 2 and Unit 3 for terms of forty years each beginning December 31,
1984, December 9, 1985 and March 25,1987, respectively. See Note D.

Texas

Rate Moderation Plan — Palo Verde Units 1 and 2. On March 30, 1988, in Docket 7460, the Texas
Commission adopted a rate moderation plan which provides for the inclusion in Texas rates, on a
phase-in basis, of the Texas jurisdictional portion of the Company’s investment in Palo Verde Unit 1
and the Company’s lease payments in its sales and leasebacks of its interest in Palo Verde Unit 2 and
one-third of Common Plant to the extent of the book value of the plant sold and leased back (which is
approximately 83% of such lease payments). The Texas Commission’s order was based upon a
stipulated settlement entered in October 1987 among the Company, the staff of the Texas Commission
and certain industrial customers. The stipulation and the Texas Commission’s final order settled all
issues regarding prudence of construction of Palo Verde Units 1 and 2 and Common Facilities and all
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EL PASO ELECTRIC COMPANY AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

issues involving the prudence of the Company’s decisions to make the investment it made in the Palo
Verde Project and which resulted in the continuation of that investment, except, as to Unit 3 only,
decisional prudence relating to events occurring after the 1978 issuance by the Texas Commission of a
Certificate of Convenience and Necessity for the Palo Verde Project. See discussion below regarding
the planned Unit 3 rate case. As part of the stipulated settlement, the Company recorded in the third
quarter of 1987 a regulatory disallowance of approximately $38.3 million ($24.4 million after tax). The
disallowance amounted to less than 2% of the Company’s total investment in Palo Verde. The
stipulation also settles all issues of excess capacity relating to Units 1 and 2 for the duration of the 10-
year rate moderation plan, and the Texas Commission has indicated that it will not consider excess
capacity issues relating to Units 1 and 2 during such time period.

The Texas Commission adopted the rate moderation plan by unanimous vote, over the objections
of the City of El Paso and two other intervenors representing public entities. Those parties appealed
the Texas Commission’s order to state district court in Travis County, Texas, where the district court
upheld the order of the Texas Commission. The decision of the District Court was appealed by the
City of El Paso and the two other intervénors to the Court of Appeals for the 3rd Judicial District at
Alustin, Texas. A ruling on such appeal is expected later this year. Management anticipates that the
Texas Commission’s order will be upheld. ) e

The Texas Commission’s order in Docket 7460 limits the Company to specified base rate (cash)
increases during the first four years of the plan. The plan requires that the Company file rate cases
annually to establish the Company’s revenue requirements and resulting right to the base rate
increase. To the extent the Company’s base revenue requirements recognized by the Texas Commis-
sion exceed the base rate increase provided for the period, the unrecovered revenue requirements are
deferred for collection in later years of the plan. The rate moderation plan, which is explicitly intended
to comply with SFAS No. 92, Regulated Enterprises — Accounting for Phase-In Plans, requires all
revenue deferrals to be recovered within the 10-year term of the plan. The Company is, under the
plan, entitled to additional base rate increases for years subsequent to the scheduled fourth increase, if
necessary, to recover all such deferrals during such time period. The Company has indicated in its rate
filing for the scheduled third base rate increase that such additional cash increases will be necessary.

See discussion below regarding Docket 9165.

The Texas Commission’s order in Docket 7460 provided for the first scheduled base rate increase
of approximately $21 million. The new rates went into effect in April 1988, and the order provided for
the deferral for future recovery of approximately $25 million. ‘

In October 1988, the Company filed with the Texas Commission for the scheduled second base
rate increase under the rate moderation plan (Docket 8363). The Company requested an increase of
approximately $39 million in base revenues. In May 1989, the Texas Commission entered its final order
in the case which granted, effective June 1989, the scheduled second cash increase in base revenues of
approximately $7.3 million and the deferral of approximately $7.4 million.

The approximate $24.3 million ordered reduction in the revenue deferrals requested by the
Company resulted from, principally (1) adjustments made by the Texas Commission which reduced
rate base by $61 million, the major components of such reduction being the disallowance of certain
operating costs previously deferred under accounting deferral orders issued by the Texas Commission
(which disallowance resulted in the after-tax write-off of $15 million in the first quarter of 1989),
disallowance of the Company’s requested cash working capital levels, removal from rate base of the
unamortized balance of Docket 7460 prudence case expenses (which will be considered for recovery
in rates in the separate docket described below under “Rate Case Expenses Incurred in Docket 7460™)
and the one-time offsetting of rate base by deferred taxes associated with the portion of Palo Verde
Unit 3 sold and leased back by the Company in December 1987; (2) the Texas Commission’s setting the
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Company’s rate of return on common equity at 12.4% as opposed to the Company’s requested 14.0%;
(8) various operating expenses being reduced or eliminated, totaling approximately $6.4 million; and
(4) tax ramifications of the foregoing resulting in a compounding of the reductions.

The Company, as well as certain parties adverse to the Company in the case, appealed the Texas
Commission’s order in Docket 8363 to state district court in Travis County, Texas. A decision on the
appeal is not expected before the end of 1990. The Company has contested the bulk of the adjustments
made by the Texas Commission and believes there are justified grounds for its appeal. However, as is
the case in any appeal from a decision of the Texas Commission, judicial review is generally limited to
a determination of whether substantial eviderice exists to support the Texas Commission’s order and
whether the Texas Commission acted within its statutory authorization and not arbitrarily in reachmg
its decision, The outcome of the appeal of the case cannot presently be determined.

In late November 1989, the Company filed with the Texas Commission for the third scheduled
base rate increase of 3.5% (Docket 9165). In the filing, the Company seeks an increase in base revenues
of approximately $33.9 million, consisting of an approximate $7.1 million cash increase and an
approximate $26.8 million in phase-in deferrals. As an alternative calculation of the third scheduled
base rate increase, the Company requested a cash base rate increase of approximately $13.1 million,
with the balance of its requested increase in base revenues of approximately $20.8 million to be
deferred, in order to correct a problem which has arisen in the operation of the rate moderation plan
involving the average unit rate paid by customers. The cash increases in base revenues originally
projected under the rate moderation plan were projected on the basis of expected average unit rates to
be achieved from forecasted Texas sales. Due to unanticipated shifts in usage among customers and
customer groups, the average unit rates for sales has not reached the projected levels. As a
consequence, the Company’s cash revenues have not reached levels commensurate with the growth in
sales that has occurred, which will contribute to the need for additional increases in base rates after
the scheduled fourth increase in order to recover all deferred revenues within the 10-year term of the
rate moderation plan,

In March 1990, the City of El Paso, in response to the Company’s filing, ordered a $6.9 million
reduction in the Company’s base revenues, which, if ordered by the Texas Commission, would,
combined with the scheduled cash increase in base rates, result in an amortization of the deferrals
ordered in Dockets 7460 and 8363 by a corresponding amount. The City’s order has been appealed to
the Texas Commission. The staff of the Texas Commission has recommended an approximate
$17.5 million increase in the Company’s base revenues, consisting of a $7.1 million cash increase and a
$10.4 increase in revenue deferrals. The staff has not yet made its recommendation on approximately
$2.2 million of rate case expenses in this Docket, which were requested in the Company’s filing. See
“Rate Case Expenses Incurred in Docket 7460.” Although the staff recommended rejection of the
Company’s alternative filing with respect to the average unit rate problem, the staff indicated its
agreement that additional base rate increases would be required under the rate moderation plan to
recover the phase-in deferrals.

Hearings before the Texas Commission commenced in early March 1990. New rates resulting from
the Company’s filing in Docket 9165 are expected to be effective by August 1990,

The Company’s filing in Docket 9165 does not involve the major issues in Docket 8363 relating to
the adjustments made by the Texas Commission with respect to deferred operating costs. The issues in
Docket 9165 relate principally to return on equity, operations and maintenance expenses (particularly
at Palo Verde), deferred taxes and recovery of certain restructuring costs incurred by the Company.
The Company believes that it is entitled to the rate relief sought in Docket 9165, including its
alternative filing with respect to the average unit rate problem. The Company would, as it has in the
past with respect to previous orders of the Texas Commission, appeal to state.district court if the Texas
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Commission were to order insufficient rate relief in this Docket. The outcome of the case cannot
presently be determined.

The Company’s present plan is to file in the third quarter of 1990 for the fourth scheduled base
rate increase under the Docket 7460 rate moderation plan. The scheduled base rate increase under the
plan is 3.5%. New rates resulting from the filing should be in effect by summer 1991.

Palo Verde Unit 3 — Inclusion in Texas Rates. Although Palo Verde Unit 3 began commercial
operation in January 1988, the Unit cannot satisfy Texas Commission criteria for in-service status, and
thereby qualify for eligibility for inclusion in Texas rates, until the AIP transmission facilities,
construction of which was completed in December 1989, are energized for operation at a required
minimum capacity level.

Utilization of the AIP transmission line can occur only with the consent of the Operating Agent of
the Southwest New Mexico Transmission System (“SWNMTS”), who can, in that capacity, unilaterally
determine the conditions under which power can be transmitted over the AIP line. Public Service
Company of New Mexico (“PNM”) is presently acting as operating agent under the SWNMTS.
Disputes have arisen between the Company and PNM regarding transmission rights and capabilities in
the southern and northern New Mexico transmission systems, and PNM has refused to transfer
operating agent status under the SWNMTS to the Company, as required under the SWNMTS
agreement upon completion of construction of AIP. As a result of these disputes, the Company in early
March 1990 sued PNM in the United States District Court for the Western District of Texas for
wrongful refusal to permit the Company its full AIP transmission capability.

On March 30, 1990, the Company reached an agreement in principle with PNM to submit to
binding arbitration the entitlement of the parties to the transmission rights and capabilities in dispute.
The agreement in principle provides for the energization, pending arbitration, of AIP no later than
April 9, 1990, at the required level of capacity necessary for Unit 3 to meet the Texas Commission’s in-
service criteria and provides for the Company to become Operating Agent of SWNMTS upon receipt
of the decision of the arbitrators. The Company will accrue a payable to PNM, based upon the
purchase of a specified amount of wheeling capacity from PNM, which must be paid only if the
arbitrators rule in favor of PNM. Each of the Company and PNM will appoint one arbitrator, and the
two of them will select a third arbitrator. The agreement in principle calls for the execution of a
definitive agreement between the parties by April 6, 1990, at which time the Company’s lawsuit will be
dismissed. A decision of the arbitrators is scheduled by the end of 1990.

The Company expects a favorable outcome in the arbitration. An unfavorable outcome would not
affect the in-service status of Unit 3, and there are alternatives available to the Company, in the event
of an unfavorable outcome, to meet its transmission capability requirements not met through the
southern New Mexico transmission system, of which AIP is a part. ‘

In September 1989, the Company filed an application with the Texas Commission for an
accounting order that would allow the Company to defer and capitalize substantially all Unit 3
operating costs (excluding fuel) and to accrue a carrying charge on its ownership interest in Unit 3
from the date Unit 3 satisfies the Texas in-service criteria until the Texas Commission issues its rate
order on Unit 3. The Company’s application for the accounting order was consolidated with Docket
9165 described above. The staff of the Texas Commission has recommended that the Texas Commission
grant the accounting order. The Company expects the Texas Commission to grant the requested
accounting order. If, however, the Texas Commission refused to grant the accounting order, the
Company will be required to expense the Unit 3 operating costs beginning with the date that Unit 3
meets the Texas in-service criteria, '
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Until Unit 3 qualifies for in-service status in Texas, the Texas jurisdictional portion of Unit 3 will
be accounted for, as. it has been since the Unit went into commercial operation, as plant under
construction. The Company, therefore, has been capitalizing, since the Unit went into commercial
operation in January 1988, the Texas jurisdictional portion of the costs of owning, operating and
maintaining Unit 3. During the year ended December 31, 1989, the Company capitalized a total of
$51.1 million to construction work-in-progress related to the Texas jurisdictional portion of Unit 3,
consisting of $12.7 million of operation and maintenance costs; $15.9 million of lease expense
attributable to the portion of Unit 3 sold and leased back; $2.4 million of property and other taxes; and
$20.1 million of AFUDC. Since January 1988 through December 31, 1989, the aggregate of such costs
capitalized is $85.9 million. The Company’s total investment in the Texas jurisdictional portion of
Unit 3 at December 31, 1989, net of the portion sold and leased back, was $216.0 million.

The Company plans to file with the Texas Commission in the third quarter of 1990 for rate
treatment of the Texas jurisdictional portion of the Company’s investment in Palo Verde Unit 3,
including the lease payments in the Company’s sales and leasebacks of 40% of its interest in Unit 3. The
Company expects the Texas Commission’s final order on the Unit 3 case in the late first quarter of 1991,
with rates reflecting the outcome of the case to be effective in the summer of 1991.

At present, management believes that inclusion of Unit 3 in Texas rates will probably involve some
form of phase-in or rate moderation plan. Either a separate plan for the Unit 3 costs or a revised
combined plan, including the Company’s investment in Palo Verde Units 1, 2 and 3, are possible. As the
Company has only one set of rate tariffs, however, some merger of the plans into a single set of rates
will be necessary.

Although issues relating to the prudence of construction costs directly attributable to Unit 3 are
not included in the construction prudence issues resolved by the rate moderation plan for Units 1 and
2 and are therefore open for decision in the Unit 3 case, the Company does not expect a material
disallowance of Unit 3 costs on the basis of construction imprudence. In March 1989, Ernst &
Whinney, a national accounting firm, which oversaw the prudence audit of the Palo Verde Station
ordered by the Arizona Corporation Commission in the exercise of its regulatory authority over
Arizona Public Service Company, the Operating Agent for Palo Verde, released its audit report. The
report identified approximately $60 million, excluding AFUDC and property taxes, for the entire Palo
Verde Project which Ernst & Whinney contends were unreasonable. Of this amount, the Company’s
share would be approximately $9.5 million (which is less than the write-off recorded by the Company
in connection with the adoption of the Docket 7460 rate moderation plan — see discussion above
under “Rate Moderation Plan — Palo Verde Units 1 and 2”). Neither the Company nor the Operating
Agent accepts the Ernst & Whinney contentions as to the unreasonableness of the Palo Verde
construction costs. The audit report also identified certain:areas that were found to exceed the
standard of reasonableness and to have a positive impact on the Palo Verde Project, including built-in
separation of electrical equipment, design replication of the three Palo Verde Units, certain aspects of
the regulatory (licensing) management function, and certain labor and contractual arrangements. The
report estimated that the potential direct cost savings of the identified areas in which performance
exceeded the standard of reasonableness were approximately $300 million for the entire project
(excluding AFUDC and property taxes), of which the Company’s share would be approximately
$47.4 million,

Decisional prudence issues relating to Unit 3 were not resolved in Docket 7460, insofar as such
issues relate to events occurring after the Texas Commission’s November 1978 issuance of a Certificate
of Convenience and Necessity for Palo Verde. In Docket 7460, the Texas Commission acknowledged
the prudence of the Company’s decision-making through the issuance of the Certificate of Conve-
nience and Necessity for Palo Verde. The Company believes that it will be able to demonstrate in the
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Unit 3 case the prudence of the Company’s decisions regarding the level of its Palo Verde participation
after 1978 and does not expect any material disallowance on the grounds of decisional imprudence.

The Company belieyes that the primary concern with respect to inclusion of the Company’s full
investment in Unit 3 in Texas rates will relate to issues of excess capacity. Such issues are resolved with
respect to Units 1 and 2 under the rate moderation plan for the 10-year term of the plan. The Company
believes that proper regulatory treatment recognizes that the construction and addition to utility plant
of generating capacity, particularly large investments such as the Company’s investment in Palo Verde,
cannot exactly be matched to increases in load requirements and that a period of an acceptable level of
excess capacity must be anticipated and accepted. Claims of excess in the Company’s generating
capacity continue to be weakened by the load growth experienced by the Company. If any excess
generating capacity were to be found by the Texas Commission relating to Unit 3, the Company
believes the amount of any resulting exclusion from rate base would probably be temporary and would
be restored to rate base in future rate proceedings to permit full recovery of substantially all of the
Texas jurisdictional portion of the Company’s investment in Unit 3.

The Company, believes that it is entitled to recover in full the Texas jurisdictional portion of the
Company’s Unit 3 investment and a.fair return thereon. If the Company were denied adequate and
timely rate relief sufficient to recover the investment and a fair return thereon, the Company would
resort to the courts for the rate relief to which it believes it is entitled. The ultimate outcome of the
case cannot, however, presently be determined. Failure to receive sufficient inclusion in Texas rates of
the Company’s Unit 3 investment, on a timely basis, would increase the Company’s external financing
requirements and could adversely affect access to the capital markets at reasonable cost. An adverse
regulatory decision by the Texas Commission with respect to the Company’s investment in Unit 3
which, in the judgment of the lending banks under the RCF, causes the Company’s revenues to be
insufficient to assure its ongoing viability or its access to capital markets or its ability to repay'its
obligations, constitutes an event of default under the RCF. See Note C.

Fuel Reconciliation Case. In June 1989, the Company filed an application with the Texas Commis-
sion to reconcile its fuel expenses and revenues for the period August 1985 through March 1989, The
reconciliation is required by Texas Commission rules and final order in Docket 7460. The Company’s
filing requests an additional $900,000 in fuel revenues for the reconciliation period. The City of El
Paso, in response to the Company’s filing, recommended that the Company be ordered to refund
approximately $14.3 million.in previously recovered fuel expenses. The staff of the Texas Commission
has recommended a refund of approximately $10.2 million. Hearings before the Hearing Examiner
appointed by the Texas Commission have been completed, and a Hearing’ Examiner’s report and
recommendation is expected in the near future. Although the Company is unable to assess the
outcome of this matter prior to the issuance of the Hearing Examiner’s report, the Company believes
that it has, in accordance with the rules of the Texas Commission, made all refunds to customers of
overcollected fuel expenses during the four-year reconciliation period and that any material disallow-
ance of the Company’s fuel expense recoveries would not be justified. The Company has made no
provision for any fuel refunds in the accompanying financial statements.

Rate Case Expenses Incurred in Docket 7460. The approximate $11.4 million of expenses incurred by
the Company in connection with the Docket 7460 rate case were severed from the issues ruled upon
by the Texas Commission in that Docket and were assigned to a new docket for consideration. The
Company has applied for the immediate recovery of approximately $5 million of these expenses
through a surcharge to customers and has proposed that the balance of the cxﬁfnses, attributable to
the prudence phase of Docket 7460, be amortized and recovered in rates over'the useful life of the
Palo Verde Units. The staff of the Texas Commission has recommended that the Company be allowed
to recover all of the expenses, without interest, amortized over the useful life of the Units. The City of
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El Paso has recommended a disallowance of approximately $7.4 million of the prudence expenses.
Although hearings in this case were completed in November 1988, no Hearing Examiner’s report has
been issued. The Company expects a ruling from the Texas Commission by summer 1990. The costs are
included as a deferred charge in the accompanying consolidated balance sheet. Although the Company
expects to recover the costs, most likely in accordance with the Company’s proposed .method for
recovery, an.assessment of the outcome of the case cannot be made prior to the issuance of the
Hearing Examiner’s report.

Texas Recognition of Palo Verde Sales and Leasebacks. The Company sold and leased back its entire
interest in Palo Verde Unit'2 and one-third of Common Plant in transactions completed in August 1986
and December 1986. The Company also sold and leased back approximately 40% of its interest in Palo
Verde Unit 8 in December 1987. See Note E. The Company, under applicable Texas Commission rules,
was required to report the Unit 2 and Unit 3 sales and leasebacks to the Texas Commission for a
determination by the Commission as to whether the transactions were in the public interest. In its
Docket 7460 order and a separate order issued in August 1989, the Texas Commission found the Unit 2
and Unit 3 sales and leasebacks, respectively, to be in the public interest. The rulings have no current
ratemaking impact, but do insure that, in the case of the Unit 3 sales and leasebacks, the Commission
will consider those transactions in connection with the Company’s request for rate treatment of its
investment in Unit 3. The City of El Paso appealed the Commission’s order with respect to the Unit 3
transactions to state district court in Travis County, Texas. The appeal is not expected to be ruled upon
this year. Management believes that the court will uphold the Commission’s order. The ﬁndmg on the
Unit 2 sales and leasebacks is a part of the City’s appeal of the Docket 7460 order

Performance Standards for Palo Verde — Texas. In June 1989, the Company filed an application
with the Texas Commission to establish performance standards in its Texas jurisdiction for the
operation of the Palo Verde Units. The performance standards proposed by the Company correspond
to the performance standards for the Palo Verde Units currently in effect with the New Mexico
Commission for the Company’s New Mexico service area. See “New Mexico Rate Matters” below. The
Company’s application to establish Texas performance standards has been consolidated with the
Company’s rate filing in Docket 9165 (see discussion above).

Texas Recovery of Fuel Expenses In its Texas jurisdiction, the Company recovers its fuel expenses
and purchased power costs pursuant to a fuel factor set by the Texas Commission in each general rate
request filed by the Company. The Texas Commission has the authority to order proceedings
periodically for the purpose of reconciling the Company’s fuel revenues against actual fuel expenses.
See “Fuel Reconciliation Case” above. As a result of the unscheduled outages of the Palo Verde Units
in 1989, the Company incurred and is incurring replacement power costs in excess of the amount of
fuel revenues provided by the Company’s fuel factors. Although the Company believes it is entitled to
and will recover its actual Texas fuel costs, the Company is unable, at this time, to predict the ultimate
financial or regulatory impact of the unscheduled outages. See Note D. v

New Mexico

In March 1987, the New Mexico Commission adopted a rate moderation plan which provndes for
the regulatory treatment of the New Mexico jurisdictional portion of the Company’s investment in all
three Units at Palo Verde. The New Mexico Commission’s order was based upon a stipulated
settlement among the Company, the staff of the New Mexico Commission and certain intervenors. The
New Mexico plan, among other things, provides for the full inclusion in rate base of the Company’s
investment in Unit 1 and one-third of common plant and recovery as cost of service of the Company’s
lease payments on the Unit 2 sales and leasebacks to the extent of the book value of plant sold and
leased back. The Company agreed, as part of the plan, that it would not request inclusion in New
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Mexico rates of the New Mexico jurisdictional portion of the Company’s investment in Unit 3, one-
third of common plant and certain related transmission facilities (aggregating $54.2 million) or any
Unit 3 operating expenses. The plan also provided for increases in rates of 3% on a total cents per
kilowatt hour basis in 1987, and two additional 3% increases in base rates in 1988 and 1989. The plan
settled as far as the New Mexico jurisdiction is concerned all construction and decisional prudence
issues relating to the Company’s investment in Palo Verde and settled excess capacity issues through
1993. :

Similar to the Texas plan for Units 1 and 2 (Docket 7460 described above), the New Mexico plan
provides that, to the extent the Company’s base revenue requirements determined by the New Mexico
Commission exceed the base rate increase provided for the period, the unrecovered revenue
requirements are deferred for collection in later years of the plan. However, the New Mexico plan
presently provides that all deferred revenues not recovered prior to December 31, 1994 are not to be
recovered through New Mexico rates. SFAS No. 92, which governs accounting for rate phase-in plans,
was not in existence at the time of the adoption of the New Mexico plan. As a result of the New Mexico
plan provision that deferrals not.recovered prior to December 31, 1994 will not be recovered in New
Mexico rates, the New Mexico plan does not comply with SFAS No. 92, The Company has filed an
application with the New Mexico Commission to amend the plan to bring it into compliance with SFAS
No. 92 and believes that such amendment will be approved by the New Mexico Commission. A hearing
on the application is scheduled in mid-June 1990. If the New Mexico plan is not amended to comply
with SFAS No. 92, the Company would be required to write-off approximately $5.5 million of recorded
phase-in deferrals and discontinue reporting for financial statement purposes the unrecovered revenue
requirements deferred for collection under the plan.

Effective November 1987, the New Mexico Commission ordered the first scheduled rate increase
under the New Mexico plan. The order provided for an increase in base revenues of approximately
$5.0 million, consisting of approximately $1.8 million cash increase in base rates and approximately
$3.2 million deferred revenues.

In November 1987, the Company filed for the second scheduled base rate increase under the New
Mexico plan. The Company requested an increase in base revenues of approximately $5.5 million. The
New Mexico plan limited the base rate increase to approximately $1.7 million, with the balance of the
Company’s requested increase in base revenues to be deferred. The New Mexico Commission’s final
order in the case, which was issued based upon a stipulated settlement on revenue requirements,
allowed the Company an increase in base rates of approximately $1.5 million and provided for the
capitalization of approximately $1.2 million of fuel expense as a cost of service deferral. No additional
deferred revenues were provided under the stipulation or order. Rates based upon the order were
effective November 1988,

In July 1989, the Company filed with the New Mexico Commission for the third and final
scheduled base rate increase under the plan. The Company requested an increase in base revenues of
approximately $8.5 million, consisting of an increase in base rates of approximately $1.8 million and
deferral of approximately $6.7 million. A stipulated settlement of the case was reached in February
1990 which provides for an increase in base revenue of approximately $2.5 million, consisting of an
increase in base rates of approximately $1.8 million and deferral of approximately $0.7 million. The
Company expects the New Mexico Commission to issue its final order approving the stipulated
settlement in April 1990, with new rates to be effective in May 1990.

The Company will be required to recover the New. Mexico jurisdictional portion of the Company’s
investment in Unit 3, which is deregulated under the New Mexico rate moderation plan, through off-
system sales in the economy energy market. Market prices for economy energy sales have not been in
recent years and are not presently at levels needed by the Company to recover the New Mexico
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portion of the Company’s current operatmg expenses related to Unit 3, including lease payments.
However, the Company believes that over.the useful life of Unit 3, based upon its current forecast of
plant operating costs and performance, power needs of other utilities and alternative fuel prices, the
Company will be able to recover the New Mexico portion of its Unit 3 costs through such sales of
power ) ‘ ‘ : Ce

The Company is subject to performance standards in its New Mexico Jurlsdxctnon for the operation
of the Palo Verde Units. The standards measure performance on the basis of the three Units being
viewed as a single generating station and involve the use of designated levels of capacity factors (the
ratio of actual generation to maximum possible generation). If the annual capacity factor of the station
exceeds the maximum standard (which is 75% capacity), the Company is entitled to a monetary reward
based upon the additional fuel costs avoided, calculated with reference to the Company’s weighted
average fuel and purchased power costs (other than Four Corners, Palo Verde and purchases from
Southwestern Public Service Company). If the annual capacity factor falls below the minimum
standard (60% capacity), the Company is penalized based upon the additional fuel costs incurred using
the same formula. If annual performance falls between the minimum and maximum standards, no
consequences result.

Due to the unscheduled outages at Palo Verde during 1989, the Company recorded at Decem-
ber 31, 1989 an estimated performance penalty of approximately $3.0 million based ‘upon the
requirements of the New Mexico performance standards. Under those standards, the New Mexico
Commission has the right to re-evaluate whether Palo Verde Units 1 and 2 should continue to be
included in New Mexico rates. Although the Company is unable at this time to predict the ultimate
financial or regulatory impact of the unscheduled outages at Palo Verde during 1989, the Company
believes that, because Units 2 and 3 have been restarted and a request to the NRC to restart Unit 1 is
expected in April of 1990, the New Mexico Commission will not exclude any of the- Companys
investment in Palo Verde Units 1 and 2 from New Mexico rates. ,

"

In its"New Mexico jurisdiction, the Company recovers its fuel expenses and purchased power costs
through a fuel factor set by the New Mexico Commission. The New Mexico rate moderation plan
requires that the fuel factor be fixed each year during the term of the plan. On January 31, 1990, the
Company filed a request for a new fuel factor in its New Mexico jurisdiction. The requested fuel factor
reflected the estimated penalty of $3.0 million recorded by the Company under the New Mexico
performance standards as well as a request by the Company to recover during 1990 approximately
$2.0 million of under-recovered fuel expenses in New Mexico. Hearings will commence this summer,
and the Company expects the New Mexico Commission to issue an order by the* fall of 1990.

FERC !

. The Company’s rates for wholesale power sales and transmission services are subject to regulation
by the FERC. The Company’s sales for wholesale power make up a significant portion of the
Company’s operating revenues. During both 1989 ‘and 1988, approximately 18% of the Company’s
electric operating revenues resulted from such sales, respectively. Rate tariffs currently applicable to
certain FERC jurisdictional customers contain appropriate fuel and purchased power cost adjustment
provisions designed to recover the Company’s fuel and purchased power costs. Two FERC customers
have fixed fuel factors approved under FERC tariffs for which no fuel reconciliation is made. Although
rates to wholesale customers require FERC approval, the Company and its wholesale customers
usually establish such rates.through negotiations'subject to such FERC approval REK

The Company has a rate settlement agreement thh IID which is based upon a long-term firm
power sales agreement providing for the sale of 100 megawatts of firm capacity to IID beginning in
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1987 and continuing through April 2002. In addition, the agreement calls for contingent capacity of

50 megawatts to be made available to IID beginning in 1992 and continuing through April 2002. The

terms of the settlement agreement generally provide for sales prices designed to fully recover the
scheduled costs over the life of the agreement. The sales prices are generally level throughout the term
of the agreement and to the extent that they do not fully recover scheduled costs in the contract,
revenues and a return are accrued for subsequent collection. Amounts accrued under the terms of the
agreement were $7,340,000, $7,632,000 and $1,510,000 in 1989, 1988 and 1987, respectively. The
agreement with IID settles any possible issue of the prudence of the construction costs of Palo Verde
and of excess generating capacity.

The Company has a rate settlement agreement with TNP which is based upon a revised firm
power sales agreement with TNP. As part of the settlement of the rate increase request, the Company
and TNP settled an arbitration with respect to the contractual level of reserve demand under the
Company’s prior sales agreement with TNP. The revised firm power sales agreement with TNP
provides for firm power sales to TNP ranging from 43 megawatts to 79 megawatts, beginning in 1987
and continuing through 2002, with negotiated demand charge rates for such power.

C. Liquidity

. The Company expects to externally finance its cash requirements not met through cash generated
from operations. Those requirements include construction expenditures and, until the Company’s base
rates provide for current recovery of the Company’s cost of service and return on investment,
operating and capital costs deferred pursuant to rate moderation plans, operating and capital costs
related to the Texas jurisdictional portion of Palo Verde Unit 3, payments of long-term debt and
preferred stock maturities and redemptions. See Note B.

The Company’s estimated external financing requirements for 1990 are $242 million, of which
$153 million .was completed on January 26, 1990. Proceeds were used to reduce borrowings then
outstanding under the RCF (see discussion below). Proceeds from the balance of the required
financings, $89 million, combined with cash on hand and internal cash generation (together estimated
at $46.5 million), will be used to meet the Company’s 1990 estimated construction expenditures of
$53.4 million, payments of long-term debt and preferred stock maturities and redemptions of
$48.5 million and estimated regulatory deferrals and Palo Verde Unit 3 capitalized costs of
$33.6 million.

During 1991 and 1992, the Company expects to incur construction expenditures of $51.4 million
and $49.9 million, respectively. Payments of long-term debt and preferred stock maturities and
redemptions aggregate approximately $95.6 million and $59.1 million, respectively. Cash requirements
in 1991 and 1992 for regulatory deferrals will be dependent upon future levels of rate relief obtained.

In October 1989, the Company obtained a revolving credit facility (herein, the “RCF”) from a
syndicate of money center banks which provides for borrowings by the Company from time to time
through May 31, 1991, the initial termination date of the RCF, of up to $150 million outstanding at any
one time. The May 31, 1991 termination date of the RCF, which is set with reference to the expected
timing of the Texas Commission’s order on the Company’s Unit 3 rate case, may be extended, subject
to the consent of the lending banks, for successive one-year periods. :

The RCF requires the Company to issue, for purposes of repaying borrowings thereunder,
$270 million of long-term debt through the period expiring March 31, 1991, including at least
$100 million of long-term debt by January 31, 1990. On January 26, 1990, the Company- issued and sold,
in a private placement to institutional investors, $153 million of First Mortgage Bonds, 11.10% Series
Due 2001, the proceeds of which were applied, as required, to reduction of borrowings outstanding
under the RCF. $47 million of the balance of the $270 million of long-term debt issuances required
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under the RCF is required to be issued no later than December 31, 1990, leavmg $70 million of
requnred long-term debt issuance by. March 31, 1991. ‘ |

‘The RCF is secured by first and second mortgage bonds of the Company in an aggregate principal
amount equal to the committed amount of the RCF. The RCF requires that the Company meet certain
fixed charge and maintenance of equity ratios, maintain specified long-term debt issuance capacity and
meet certain maintenance of collateral value tests. The terms of the RCF prohibit the Company from
declaring or paying any dividend with respect to its common stock.

_ $104 million was available for borrowing under the RCF at March 30, 1990.
‘The Company intends to use borrowings under the RCF and the requlred long—term debt

" issuances to meet its external financing requirements through May 31, 1991. The Company believes

that it will be able to issue and sell the long-term debt required to be 1ssued and sold under the terms
of the RCF. The Company will require an extension of the RCF or its replacement with a similar
facility to meet financing requirements beyond May 31, 1991. The RCF includes as an event of default
an adverse regulatory decision by the Texas Commission with regard to the Company’s investment in
Unit 3 which, in the judgment of the lending banks, causes the Company’s revenues to be insufficient
to assure (1) the Company’s ongoing viability, (2) its access to capital markets or (3) its ability to
refinance or repay its obligations when due. Although the Company believes that it.is entitled to
recover its Unit 3 investment and a fair return thereon, the ultimate outcome of the case cannot be
predicted. Failure to receive sufficient inclusion in Texas rates of the Unit 3 investment, on a timely
basis, would increase the Company’s external financing requxrements and could adversely affect access
to the capital markets at reasonable cost. See Note B:

. In addition to the borrowings avaxlable under the RCF, the Company* has limited short-term
borrowing availability under the credit facnlxty supporting the independent trust established to meet
the Company’s nuclear fuel requirements at Palo Verde. At March 30, 1990, the Company had $22.1
million of borrowmgs available to it under such credlt facnlxty

Fmancmg Restncnons

. Short-term borrowmgs by the Company are llmlted to levels approved by the FERC The FERC
has approved short-term borrowings by the Company, including borrowings under the RCF and the:
nuclear fuel trust credit facility; of up to $200 million-through December 31, 1991.

The RCF restricts the Company’s incurrence of indebtedness, other than under the RCF to
(1) borrowings up to a specified level under the nuclear fuel trust credit facility and commercial paper
backed by the RCF (in which case the amount available to the Company undér the RCF is reduced by
the amount of commercial paper outstanding) (2). mdebtedness which is unsecured, or junior in rlght
of security to the RCF, and which does not require principal amortization prior to the then
termination date of the RCF, (3) scheduled long-term financing by the Company, including the long-
term financings required under the RCF, and (4) refundmgs, renewals, extensions and replacements of
maturing indebtedness.

The letter of credit agreements providing for the letters of.credit which the Company caused to
be issued to the equity participants in the Company’s sale and leaseback transactions involving Palo
Verde Units 2 and 3, and one other bank credit agreement, were renegotiated contemporaneously with
the closing of the RCF. These letter of credit agreements and the bank credit agreement, as amended,
require the Company to meet the same maintenance of equity and fixed charge ratios required to be
met under the RCF. The transaction documents for the Palo Verde Unit 2 sales and leasebacks were
also renegotiated and amended contemporaneously with the closing of the RCF. The incurrence of
debt restrictions in those transaction documents have been suspended for so long as complying letters
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of credit remain in effect. With respect to all but one of the eight equity participants in the Unit 2 sales
and leasebacks, complying letters of credit must be maintained through at least December 31, 1999.
One equity participant in the Unit 2 sales and leasebacks is entitled to letter of credit support for its
equity investment throughout the lease term. The Company expects to be able to maintain complymg
letters of credit in effect as required under the amended documents, and, therefore, does not expect
the Unit 2 incurrence of debt restrictions to impact its external financing capability.

Other Restrictions — Restated Articles of Incorporation; Mortgage Indentures. The Company’s
Restated Articles of Incorporation provide that, unless consented to by the holders of preferred stock,
additional shares of preferred stock may not be issued unless certain tests are met with respect to
(i) net earnings of the Company available for preferred dividends, (ii) after-tax earnings available for
interest, amortization and preferred dividends and (iii) the sum of junior stock capital and, if the
Company so elects, surplus. The most restrictive of said tests, (i) above, would not have permitted the
issuance of any new shares of preferred stock at December 31, 1989. It is not expected that the
Company will be able to satisfy the preferred stock issuance tests in 1990.

In addition, the Company’s Restated Articles of Incorporation provides that, unless consented to
by the holders of preferred stock, the aggregate of unsecured long-term debt shall not exceed 10% of
the total of the Company’s outstanding secured debt, capital and surplus. At December 31, 1989, the
Company would have been permitted to issue approximately $62.3 million in additional unsecured
long-term debt.

The Company’s First Mortgage Indenture permits the issuance of additional first mortgage bonds
to the extent of 60% of the value of unfunded net additions to the Company’s utility property, provided
net earnings available for interest during a recent twelve-month period were at least twice the annual
interest requirements on all bonds to be outstanding and on all prior lien debt. At December 31, 1989,
unfunded net additions totaled $453.5 million, which was sufficient, with the inclusion 0f$0.5 million in
bond credits (after giving effect to the $153 million 11.10% Series due 2001), to permit the issuance of
approximately $272.6 million principal amount of new bonds. Presently, the Company cannot issue first
mortgage bonds on the basis of property additions because earnings are insufficient to meet the net
earnings test of the Indenture. However, the Indenture also permits the issuance of first mortgage
bonds based upon currently unfunded first mortgage bonds, without, under certain circumstances,
being required to meet the net earnings test. The RCF is presently secured by $50 million of first
mortgage bonds and $100 million of second mortgage bonds. The RCF provides that, as the Company
issues and sells first mortgage bonds to meet the long-term financing requirements of the RCF, the
RCF banks are to release an amount of first mortgage bonds then held as collateral in the amount
needed by the Company for the proposed long-term financing, which bonds, under the Indenture,
constitute additional unfunded first mortgage bonds. The Company would use such additional
unfunded first mortgage bonds as the basis for the issuance of any first mortgage bonds issued to meet
the long-term financing requirements of the RCF. As the RCF banks release first mortgage bonds from
their collateral, the amount of second mortgage bonds held by the banks as collateral increases
correspondingly, so that at all times the RCF is secured by a combination of first and second mortgage
bonds or second mortgage bonds only. .

The Company’s Second Mortgage Indenture permits the issuance of additional second mortgage
bonds on the basis of 40% of the value of unfunded net additions to the Company’s utility property.
The indenture also permits, the issuance of second mortgage bonds based on currently unfunded
second mortgage bonds. At December 31, 1989, unfunded net additions totaled $161.4 million, which
was sufficient, with the inclusion of $20 million in bond credits, to permit the issuance of approxlmately
$84.5 million principal amount of new bonds.
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'D. Palo Verde Nuclear Generating Station

The Company has expended $1.49 billion (including $431 million of AFUDC net of deferred taxes)
through December 31, 1989 for its 15.8% interest in the three 1,270 MW nuclear generating units which
comprise the Palo Verde Station, which is located near Phoenix, Arizona. At December 31, 1989, Units
1, 2 and 3 were complete and in commercial operation. See Note B for information on the Company’s
treatment of the Texas Junsdxctlonal portion of Palo Verde Unit 3.

A summary of the Company’s investment in Palo Verde Station and of other jointly owned utility
plant, excluding fuel is as follows:

Electric Piant ’Accun;ﬁl;ltéd Construction Work
in Service Depreciation in Progress

December 31, 1989: “ |

Palo Verde Station ......ccovnueens $656,416,000 $(40,290,000) . . $228,228,000 -

Other. . iveeiiiiiirieeaniirnnenenn 125,090,000 (29,750,000) 5,660,000
December 31, 1988: . ’

Palo Verde Station ............... $632,808,000 $(25,371,000) $185,865,000

Other.....ivviiiniiiiiiiinnens 125,423,000 ( 24,805,000) 2,510,000

The Company’s investment, at cost, in the Palo Verde Station in the amount of $884,644,000 at
December 31, 1989 excludes amounts which represent the book value of the Company’s investment in
Palo Verde Station which was sold and leased back during 1986 and 1987 and 'for which the related
leases are accounted for as operating leases. See Note E for information regarding such transactions
and the Company’s lease obligations relating thereto. Additionally, the Company’s investment, at cost,
in the Palo Verde Station is net of a regulatory disallowance in the amount of $38,323,000. (See Note
B).

All three Palo Verde Units were out of service for substantial penods durmg 1989. Unit 3 and
Unit 1 experienced unscheduled outages on March 3, 1989 and March 5, 1989, respectively, and Unit 2
was removed from service for testing by APS on March 15, 1989. In March 1989, the NRC issued
confirmatory action letters requiring APS to take certain corrective actions and to receive. NRC
approval before restarting any of the Palo Verde units. APS placed Units 3 and 1 in their scheduled
refueling outages on March 8, 1989 and April 8, 1989, respectively.

With NRC approval, APS restarted Unit 2 on June 29, 1989 (although the unit experienced
subsequent outages during the year) and Unit 3 on January 21, 1990. On February 24, 1990, APS placed
Unit 2 in its second refueling outage, which is scheduled to continue approximately 100 days. APS is
undertaking corrective actions relating to Unit 1 and it is currently estimated that APS will request
NRC approval to restart the Unit during April of 1990. Because of the present uncertainties regarding
the timing of NRC approval, the restart date for Unit 1 cannot currently be predlcted

As a result.of the unscheduled outages of the Palo Verde Units, the Company is incurring
replacement power costs in excess of the amount of fuel revenues provided by the Company’s fuel
factors. (See Note B). The Company’s total undercollection of fuel revenues at December 31, 1989 was
approximately $10 million. The Company has deferred, and will continue to defer, any undercollec-
tions resulting from the Palo Verde outages in accordance with procedures governing recovery of fuel
expenses in its regulatory jurisdictions. Although the Company believes it is entitled to and will
recover its actual fuel costs, net of the New Mexico performance standard penalty discussed in Note B,
the Company is unable, at this hme, to predict the ultimate financial or regulatory impact of the
unscheduled outages.
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! £

Decommissioning and 'Spent Nuclear Fuel

The Company is required to plan and fund its share'of the estimated costs to decommission Palo
Verde, including the portion‘sold and leased back. The Company has assessed the requirements for the
funding of such decommissioning and has determined, based upon an independent study, that the
Company will have to fund approximately $120 million (stated in 1989 dollars) for decommissioning of
Palo Verde. The Company will fund decommissioning over the estimated service life (approximately
40 years) for the portion of its owned interest in Palo Verde and over the term of the related leases (27
to 29 years) for the sold and leased back portions of Palo Verde. The Company has established funds
which, as approved, provide for current deductibility up to 40 years for Federal income tax purposes of
some or all of the amounts funded. The Company believes that all costs associated with nuclear plant
decommissioning will be recoverable through rates.

The Company is currently funding its share of the obligation for spent: nuclear fuel costs
associated with Palo Verde through payments'to the operating agent of Palo Verde of one dollar per
gross MWH generated as prescribed by the Department of Energy. ‘

»

E. Sale and Leaseback Transactions

In August and December 1986 and December 1987, the Company consummated ten separate sale
and leaseback transactions involving-all of its 15.8% undivided interest in'Palo Verde Unit 2, one-third
of its undivided interest in certain Common Plant at Palo Verde and approximately 40% of its
undivided interest in Unit 3. The Company remains responsible, under the terms of the leases, for all
operating and maintenance costs, decommissioning costs, nuclear fuel costs, and other related
operating costs of the leased-back facilities.

#

The aggregate consideration received by the Company in the sale and leaseback transactions was.
$934.4 million ($684.4 million in 1986 and $250.0 million in 1987). The proceeds from the transactions,
which were based upon'appraised fair market value, exceeded the cost of the assets sold by $194.0
million, which amount has been deferred and is being amortized into incomé over the primary terms of
the leases.'Nine of the ten transactions are accounted for as operating leases; one transaction (sales
price of $87.4 million), with an affiliate of a federal savings and loan association is accounted for as a
financing transaction. During 1987, the Company acquired $60 million of newly issued, floating rate
exchangeable preferred stock of the savings and loan association, which was subsequently disposed of
at a total loss during December 1989. (See Note P.) Addmonally, an affiliate of the savings and loan
association received placement fees aggregating approximately $3.7 million in connection with the ten
sale and leaseback transactions and the preferred stock transaction. ‘ .

Leases related to Unit 2 and Common Plant expxre in October 2013, while leases related to Unit 3
expire in January 2017. All of the leases contain certain renewal options and provide for repurchase
options, at fair market value, at the termination of the lease. Addntxonally, all of the leases provide that
upon the occurrence of specified events of loss or deemed loss events, as defined, the Company is
obligated to pay the related equity investor an amount in cash which, primarily bec'luse of certain tax
consequences, may exceed the equity investor’s unrecovered equity investment. Upon payment of
such amount and assumption of the debt portion of the purchase price of the undivided interest, the
undivided interest will be transferred to the Company. Approximately 20% of the aggregate purchase
price of the undivided interests sold in the sale and leaseback transactions was provided by the equity
investors,. with the balance being provided through the issuance of non-recourse debt by the
lessor/purchasers. Additionally, the Company has agreed to indemnify the lessors in certain circum-
stances against certain losses, including the loss of certain tax benefits, resulting from specified events.

58




EL PASO ELECTRIC COMPANY AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

The lease payments attributable to Unit 2, to the extent of the book value of the plant sold and
leased back, plus all related taxes (“book breakeven™) are being recovered through rates. On August 2,
1989, the Texas Commission found the Unit 3 sale and leaseback transactions to be in the public
interest. The action has no current ratemaking ramifications, but does ensure that the transaction will
be considered when the Texas Commission addresses the inclusion of Palo Verde Unit 3 in rates. (See
Note B). Lease payments attributable to the portion of Unit 3 sold and leased back which has been
deregulated by the New Mexico jurisdiction will have to be recovered through economy off-systems
sales of electricity. (See Note B). The balance of the lease payments (approximately $19.3 million per
year) are not subject to recovery from ratepayers. During 1989, 1988 and 1987, lease expense under the
leases accounted for as operating leases amounted’ to $85,670,000, $83,891,000 and $40,919,000,
respectively, of which $16,041,000, $26,315,000 and $26,164,000, respectively, was deferred and
capitalized. Future minimum annual rental payments required under such leases are as follows (in
thousands):

Year ending
December 31,

n . 1090 ... 5t it eie e nrensaransannrssanrrsorassnannnas S 82,627
1 ) e saaersrissanens i 82,627
DL e 82,627
1 1 82,627
L T 82.627
Thereafter «vvveueiniiiineieererensanessnennsncsanaes 1,616,775

F. Other Short-Term Investments

As of December 31, 1989 the Company had sold all of its short-term investments. Other short-term
investments for 1988 are generally stated at their lower of cost or market and consisted primarily of
dividend capture funds and mortgage-backed securities and are reported net of current market
valuation allowance of $2,061,000. Included in other short-term investments was an investment in a
partnership, which was carried at market value of $53,848,000 in 1988.

’ Gross unrealized gains were $6,082,000 and gross unrealized losses were §$1,257,000 in 1988,

Net realized losses on investments included in the determination of net income were $1,389,000,
$4,014,000 and $12,039,000 for 1989, 1988 and 1987, respectively. The cost of the securities sold was
based on the actual cost of each such security at the time of sale.

G. Deferred Charges and Other Assets

Other deferred charges and other assets consisted of the following at December 31:

1989 1988
Rate Case COStS vvverreeneeeavnererasosensacsnsssssansanns $16,716 ' $15,723
Corporate restructuring costs .....vvvevcniiniiiiiiinnan, 21,294 415
Financing and transaction costs .........cccuvvuss P 16,122 15,156
Annuities ......ciiiiiiiina et ttaaereener i e 12,342 19,342
Palo Verde outage Costs ..ovvevurverenrnrnrncsensen e 4,574 -
073 1V 14,958 13,928

§86,006  $64,564
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H. Common Stock

Changes in common stock are as follows:

Common Stock

Shares * Amount
‘ g (In thousands)
Balance December 31,1986 .......vvvvnennnnnnnns 35,510,138 $338,800
Issuances of Common Stock: h v
e 88,042 1,482
< PR ‘ 103,129 1,468
1989 ittt ittt ieirin et st st e 125,958 1,409
Purchase of Common Stock: ' )
1087 cciiienennnnes i eeirieneees cieeesees. _(626,000) (5,983)
Balance December 31,1989 .......vvvvvinnnnnnnnn 35,201,267 $337,176

The Company has various employee stock benefit plans. Shares of common’ stock reserved for
issuance under these stock plans were 1,676,951 at December 31, 1989.

I. Preferred Stock X
Preferred Stock, Redemption Required

Following is a summary of issued and outstanding preferred stock, redemption required:

Optional

Redemption
December 31, lg‘ii;‘i_’e}-’&r

1989 1988 December 31,

Shares Amount . Shares Amount "' 1989
" ‘ (In thousand;) (In thousands)

$10.75 Dividend.......cciiiniiinnnn 60,000 $ 6,000 64,000 $ 6,400 $105.250
$844 Dividend........covvvrviinn.. 103,600 10,360 109,600 10,960 104.220
$895 Dividend..........c0vvvvennn, 97,500 9,750 105,000 10,500 104.480
$950 Dividend..........covvvivnnnn 46,000 4,600 56,000 5,600 100.000
$10.125 Dividend.......! P 200,000 20,000 250,000 25,000 103.375
$11.375 Dividend........... . v 500,000 50,000 500,000 - 50,000 105.220

1,007,100 $100,710 1,084,600 $108,460

Each series of preferred stock, redemption required, is entitled to the benefits of its respective
annual sinking fund which requires redemptions of a specified number of shares or a percentage of

outstanding shares. The sinking fund redemption price on all series is $100 per share plus accrued
dividends. ' ‘

Each series, other than the $10.75 series, is redeemable at the option of the Company at various
stated redemption prices. Optional redemptions are also generally restricted as to the.timing of
redemption when such redemptions are part of or in anticipation of any refunding involving the issue
of indebtedness or preferred stock having an effective interest cost or effective dividend cost of less
than the stated dividend rate of each preferred stock series.

Sinking fund requirements for each of the above series are cumulative and, in the event they are
not satisfied at any redemption date, the Company is restricted from paying any dividends on its
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common stock (other than dividends on common stock or other class of stock ranking junior to the
preferred stock as to dividends or assets).

The aggregate amounts of the above preferred stock required to be retired for each of the next
five years are as follows (in thousands):

1 $21,350
1 16,750
B 13 16,750
1 X A 16,750
L 11,750
Redemptions of preferred stock, redemption required were as follows:
Shares Amount
. - (In thousands)
Balance at December 31, 1986 ......ccciciinnnvnrrenenann 1,157,100 $115,710
Redemption of Preferred Stock, $10.75 Dividend ...... s (4,000) (400)
Redemption of Preferred Stock, $8.44 Dividend .......... (12,000) (1,200)
Redemption of Preferred Stock, $8.95 Dividend .......... (15,000) (1,500)
Redemption of Preferred Stock, $9.50 Dividend .......... _(20,000) (2,000)
Balance at December 31, 1987 .. cvvvririinnnceiiinnnnnnnen 1,106,100 110,610
Redemption of Preferred Stock, $10.75 Dividend ......... (4,000) (400)
Redemption of Preferred Stock, $8.44 Dividend .......... (6,000) (600)
Redemption of Preferred Stock, $8.95 Dividend .......... (7,500) (750)
Redemption of Preferred Stock, $9.50 Dividend .......... (4,000) (400)
Balance at December 31, 1988 .....cvviiiiiiiiiniinienenn 1,084,600 108,460
Redemption of Preferred Stock, $10.75 Dividend ......... (4,000) (400)
Redemption of Preferred Stock, $8.44 Dividend .......... (6,000) (600)
Redemption of Preferred Stock, $8.95 Dividend .......... (7,500) (750)
‘Redemption of Preferred Stock, $9.50 Dividend .......... (10,000) (1,000)
Redemption of Preferred Stock, $10.125 Dividend ........ (50,000) - __(5,000)
Balance at December 81, 1989 ..v.vvueenernenrneenrnnnnes 1,007,100 $100,710

Preferred Stock, Redemption not Required

Following is a summary of preferred stock issued and outstanding at December 31, 1989 which is
not redeemable except-at the option of the Company:

Optional
Redemption *
Price Per
Shares Amount Share
(In thousands)

$4.50 Dividend .......cevriiiiiiiennnnannas 15,000 $ 1,534 $109.00
84,12 Dividend ....iivviitiiiii ittt 15,000 1,506 103.98
84,72 Dividend .......coviinnnnnnn eeiieneas 20,000 2,001 104.00

* 8456 Dividend ......coiiiiiiiiiiieiraea. 40,000 4,000 100.00
8824 Dividend .....oviiiiiiiiiii i i, 52,450 5,157 103.40

142,450  $14,198

All preferred stock issues (redemption required and redemption not required) are entitled in
preference to common stock, to $100 per share plus accrued dividends, upon involuntary liquidation.
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All issues are entitled to an amount per share equal to the applicable optional redemption price plus
accrued dividends, upon voluntary liquidation. .

J. Long-Term and Financing and Capital Lease Obligations
Outstanding long-term and financing and capital lease obligations are as follows

Redemption
Dy, Deconberal
1989(1) 1989 1988
(In thousands)
Long-Term Obligations:
First Mortgage Bonds(2):
4%% Series, issued 1962, due 1992.......cevviivnrnnnn 100.41% $ 10,385 $ 10,385
6%% Series, issued 1968, due 1998.......covvvivinnnen 101.87 24,800 24,800
7%% Series, issued 1971, due 2001........ccovvvvvvan.. 103.39 15,838 15,838
9% Series, issued 1974, due 2004...........oiinnnn. 104.11 20,000 20,000
10%% Series, issued 1975, due 2005......ccvivvivnrnen. 105.91 15,000 15,000
8%% Series, issued 1977, due 2007......ccoviiiviinnnnn 105.13 25,000 25,000
9.95% Series, issued 1979, due 2004...........cvvernnn. 105.81 19,685 29,748
14%% Series, issued 1984, due 1989(10)................ — - 25,000
14% Series, issued 1984, due 1989(10)................ — . —_ 50,000
13%% Series, issued 1984, due 1994.......c.cvvvvnnnn. —_ 29,500 29,500
12%% Series, issued 1984, due 1989(10)..........c.vu —_ —_ 22,000
Borrowings outstanding pursuant to RCF (see Note C) .
refinanced on January 26, 1990 with 11.10% Series, due
b2/ 3 — 153,000 —_
Pollution Control Bonds(3) (4):
Secured by Second Mortgage Bonds(2):
Variable rate bonds, due 2014, net of $1,499,000 and $7,936,000, |
respectively, on deposit with 14 11 - 62,001 55,564
Variable rate refunding bonds, due 2014, net of $25,000 and y
$2,109,000, respectively, on deposit with trustee...........cvvunnn. 37,075 34,991
Variable rate refunding bonds, due 2015 ...l 59,235 59,235
Unsecured:
Variable rate, refunding bonds, due 2013, net of $3,482,000 and
$4,574,000, respectively, on deposit with trustee................... 32,323 31,231
Floating rate notes secured by Second Mortgage Bonds(2) (5): . ‘ h
T R 5 70,000 70,000
Balance forward ... ., e erer e, e ieatisereaasese e sianeanns $573,842  $509,202
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December 31,

. 1989 1988
. . (In thousands)
Balance forward ... ..ottt i ittt et e $573,842  $509,292
Promissory notes:
Unsecured (6): 4
Due 1990 to 1992 ($20,000,000 due in 1990) ........ovuivennns e eieean 45,000 45,000
Total long-term obligations ........cccvetiiiiiiiiiiiiiniiiannnns 618,842 554,292
Financing and Capital Lease Obligations: ‘
Financing obligation, Palo Verde Unit 2 ($1,055,000 due in 1990)(7) ...... 81,394 81,888
Turbine lease ($1,438,000 due in 1990) (8) ...t vvivuinrrrrriinersannnnnes 11,675 11,306
Nuclear fuel ($19,644,000 due in 1990)(9) ... vvinenrtiiivennnrinenansnns 48,460 - 67,090
Total financing and capital lease obligations ...................0 141,529 160,284
Total long-term and financing and capital lease obligations......... 760,371 714,576
Amounts due within one year:
Current MatUrities v vevevnnsserrseterrsiiniiistetioceerasissscnsnses (49,100)  (134,126)
Unamortized discount and premium ... cveiiiiieriiiirineiisnnccnns (1,193) (1,321)

$710,078  $579,129

(1) The premiums reflected in the redemption prices continue at reduced amounts in future years,
finally resulting in each case in redemption at par in the final year prior to maturity.

(2) Substantially all of the Company’s utility plant is subject to a lien under the Indenture of
Mortgage securing the Company’s First Mortgage Bonds and a hen under the Indenture of
Mortgage securing the Company’s Second Mortgage Bonds.

The First Mortgage Indenture securing its First Mortgage Bonds provides for sinking and
improvement funds. Except as otherwise noted, the Company is required to make annual
.payments to the trustee equivalent to 1%, $1,115,000 at December 31, 1989, of the greatest
aggregate principal amount of such series outstanding prior to a specified date. The Company has
generally satisfied the 1% requirements for such series by relinquishing the right to use a net
amount of additional property for the issuance of bonds or by purchasing bonds in the open
market and expects to continue these practices. With respect to the 9.95% series, commencing in
April 1985 the Company is required to make annual cash payments to the trustee equivalent to
 4.25%, of the greatest aggregate principal amount of such series outstanding at any one time prior
" to a specified date, $1,063,000 in 1989 and 1988; the cash payments must be applied to redeem
bonds of the 9.95% series at 100% of the principal amount thereof. With respect to the 13.25%
series, commencing in April 1990, the Company is required to make annual cash payments to the
trustee equivalent to 20%, of the greatest aggregate principal amount of such series outstanding
at any one time prior to a specified date; the cash payments must be applied to redeem bonds of
the 13.25% series at 100% of the principal amount thereof.

In accordance with certain provisions of the First Mortgage Indenture, payments of cash
dividends on common stock are restricted to an amount equal to retained earnings accumulated
after December 31, 1966, plus $4,100,000. Retained earnings in the amount of approximately
$54,940,000 are unrestricted as to the payment of cash dividends at December 31, 1989. However,
under the RCF, the Company is restricted from declaring or paying any common stock dividends.

The Second Mortgage Bonds have been issued to secure the three variable rate pollution control
bond issues due 2014 and 2015, as well as the floating rate note issue due in 1991.
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(3) The funds on deposit with a trustee at December 31, 1989 represent a portion of the proceeds
from pollution control revenue bonds and accumulated related interest income, which are to be
disbursed as needed to pay the cost of acquiring, constructing, reconstructing, improving,
maintaining or furnishing the pollution control facilities financed.

(4) These bonds are supported by long-term irrevocable letters of credit issued by banks. (See

Note L). The bonds bear interest at various rates (5.5% to 6.4% during 1989) which will cause the
bonds to have a market value which approximates, as nearly as possible, their par value. The 1

! bonds may be required to be repurchased at the holder’s option and are subject to mandatory
redemption upon the occurrence of certain events and are redeemable at the option of the |
Company under certain circumstances. '
|
1
1

(5) The interest rate on the note due 1991 is to be determined using the bank’s prime rate, a CD or
Eurodollar rate. Pursuant to an interest swap agreement, the interest rate is 10.08%.

(6) One unsecured note due 1990 is fixed (approximately 10.49%) pursuant to the terms of an
interest-rate exchange agreement with the lending bank. One unsecured note due 1992 is floating
rate, 9.25% at December 31, 1989.

(7) In December 1986, the Company entered into a financing obligation related to one sale and
leaseback transaction involving Palo Verde Unit 2. (See Note E). Semiannual payments,
including interest (using an assumed interest rate of 9.01%), which began in July 1987, are
$4,181,000, with the last payment of $2,091,000 due in July 2013,

(8) In 1980 the Company leased a turbine and certain other related equipment from the trust-lessor
for a twenty-year period, with renewal options for up to seven more years. Semiannual lease
payments, including interest, which began in January 1982, are $719,000 through January 1991,
and $861,000 thereafter to July 2000. The effective annual interest rate implicit in this lease is .
calculated to be 9.6%. A gain to the Company related to the sale of the turbine to the trust in the
amount of $2,343,000 is being amortized to income over the term of the lease.

(9) The Company enters into lease arrangements with an independent trust with respect to nuclear
fuel loadings into Units 1, 2 and 3 at Palo Verde Station. The Company accounts for the leases as
capital leases and, accordingly, has recorded obligations which have balances of $12,594,000 for
Unit 1, $15,658,000 for Unit 2 and $20,208,000 for Unit 3 at December 31, 1989 (interest rate of
9.4% at December 31, 1989). Quarterly lease payments made are based on units of heat
production.

(10) During 1989, the 12.75% series bonds, in the amount of $22,000,000, the 14.5% series bonds, in the
amount of $25,000,000 and the 14% series bonds, in the amount of $50,000,000 were redeemed in
May, August and November, respectively.

Scheduled maturities of long-term and financing and capital lease obligations and sinking fund
requirements at December 31, 1989 are as follows (in thousands):

1990 + et eeeneeeeneeeeann S $ 50,215
) R 102,805
1092 ettt ettt e e e e aeaeaann 51,160
L T 12,519

............................................. 35,345

Nuclear fuel is reloaded in the units approximately every three years at which time the related
capital lease obligation is recorded. The table above includes scheduled maturities, within that three-
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year cycle, of obligations existing at December 31, 1989 and does not reflect future fuel loadings and
related obligations and maturities.

K. Federal Income Taxes

The provisions (credits) for deferred Federal income taxes, which arise from the timing differ-
ences between financial and tax reporting are as follows:
’ Years Ended December 31,
1989 1988 1987
(In thousands)

Tax effect of:
Operating income:

Depreciation differences ...........cccevueten $17,554 $ 11,834 $ 8,507
Deferred fuel revenues ......oooveveeinennnn. 3,819 1,318 3,901
Provisions for rate refunds ................... 1,306 4,733 (777)
Allowance for borrowed funds................ 5,537 2,624 8,983
Taxes capitalized .......cooiivviniivviiannnes 480 1,126 3,953
Nuclear fuel expense differences.............. (4) (5,324) (6,477)
Deferred and capitalized Palo Verde operation
and maintenance €xpenses .........ceaene.. 8,763 14,532 25,528
Sale and leaseback transactions ............... 2,760 2,310 (54,027)
Deferred revenues .....coevviviniieiniranenns 3,058 6,322 . 212
Alternative minimum tax deferred ....~....... 1,066 (3,168) -
Prudency audit costs .....vviiiiiiiiiniainnn 2,845 —_ —
Offset of deferred tax credits due to tax net
operating 10sses ....ovviiiiiiiiiiiiiiiiaens (9,911) (27,681) —
OhEE v e e e et e e e e e eneeeeens 3,120 (1,622) (7,772)
Other income:
Regulatory disallowance ... ..covviveninennn, (6,051) — (18,937)
Return on deferred costs.........ovvveinnnns. 1,772 3,955 —_
Other.ovvviiiiiiiiiiieiiiieeenes ferecraraas 2,938 3,262 2,231
Investment income ............. Cererreriaans (3,978) 959 (7)
Change in accounting method .................. — — 2,827
Total deferred taxes .......cvvveevvnnnnnn $35,074 $ 15,180 $(26,855)
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The detail of Federal income taxes by component are as follows:

Years Ended December 31,
1989 1988 1987
(In thousands)

Current income taxes: ‘ :
OPeErating . .o.ovveneiinesnrrnneinrerasciencacnnsanns L. $(20,206) $ 2,736  $28,882

Other INCOME . e vt vtiieenreneneneneseresossonssssranss 1,350 1,137 (5,125)
b ] 1 A (18,856) 3,873 23,757
Deferred income taxes:
Operating ....ccveeiiiiiiiiiiiiiieniiearaansaninsnans 40,393 7,004  (17,969)

Other income:
Regulatory disallowance:

Plant costS. ... oviiiiiiieeniariinrcanssonsranenses (584)  —  (13,937)
Deferred costs ...vvvviiiiiiiiisietieerinesenncnnns (5,467) — —_—
Other....iiviiiiiiiiiriennerrccnerecannncananennns 732 8,176 2,224
Change in accounting method ............covvvnuiin — — 2,827
]2 PR 35,074 15,180  (26,855)
Charge (benefit) equivalent to investment tax credit:
OPerating . .vvuereerarieiiniensennsnnernnsnsraninnens (15,389) 1,351 8,336
Other INCOME ., vvviererinneeereeneteccannorssnncens 1,972 C— 4,834
B X+ | P (13,417) 1,351 13,170
Amortization of investment tax credit:
Operating . .o.viieiieiriiiinissisnrsianiirenanennnen (8,267) (2,774)  (3,474)
Otherincome.....cvveveeiinnnnenins. Ceerereereneaas — — —
7 (3.267) (2,774)  (8,474)
Total Federal income tax expense (benefit) ......... $ '(466). $17,630 $ 6,598

Federal income tax provisions differ from amounts computed by applying the statutory rate of 34%
in 1989 and 1988, and 40% in 1987 to book income from continuing operations before Federal income
taxes. Detail is as follows:

Years Ended December 31,

1989 1988 1987
(In thousagds)
Tax computed at statutory rate .........c.cviviviniannnnn- $ 506 $27,712  $20,481
(Decreases) increases due to:
Allowance for equity funds used during construction ..... (4,276)  (4,442) (12,776)
Amortization of equity funds used during construction.... 3,126 1,258 552
Dividends received not subject to Federal income tax .... (716) (2,333)  (3,187)
ITC Amortization ..vevieiiverininreererrereencennonns (3,267) (2,859) (1,877)
Amortization of excess deferred taxes ....... Creeaeaeana. (1,297) (722) (698)
Investment valuation adjustment........................ 2,380 & — —_—
Provision for other taxes .....vveveereerrerrreerennnnns 3,881 — —
Other cviiiiiiiieiii it iinenenennanenesasrraanensonnns (803) (984) 4,103
Total Federal income tax expense (benefit) ................ $ (466) 817,630 $ 6,598

Effective Federal income taxrate ........covviiinnnaaant. (31.33)% _ 21.63% _ 12.89%
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The Company has a tax net operating loss carryforward of $57,409,000 from 1988. This loss
carryforward expires in the year 2003. For financial statement purposes, net deferred tax credits
aggregating approximately $18,827,000 have been eliminated as of December 31, 1989 based upon their
expected amortization during the carryforward period. Upon realization of the tax benefits of the net
operating loss carryforward in subsequent periods, the amounts eliminated from deferred tax credits
will be reinstated. Additionally, as a result of the carryback of tax operating and capital losses
generated in 1989, the Company has investment tax credit carryforwards of $16,055,000 which expire in
2001.

At December 31, 1989, the cumulative net amount of income tax timing differences on which
deferred income taxes have not been provided approximated $12,200,000.

\

The consolidated Federal income tax returns of the Company for the years 1983 through 1987 are
currently under examination by the IRS. The Company believes that adequate provisions have been
made through December 31, 1989 for additional tax that'may be due, if any.

L. Commitments and Contingencies

Construction commitments for the Company subsequent to December 31, 1989, total approxi-
mately $103,400,000, which includes AFUDC (net of related deferred tax) in the amount of
$11,000,000. .

The Company has a nuclear fuel purchase commitment with an independent trust (Rio Grande
Resources Trust) which is not reflected in the Company’s balance sheets. The amount of such
commitment at December 31, 1989 was $39,300,000. The Company has elected and intends to continue
to elect to purchase the heat produced from the fuel in the trust as the basis for payment for fuel
loadings. The trust has a line of credit of $125,000,000, of which $124,500,000 was drawn at
December 31, 1989. The trust’s financing is based upon a letter of credit with a three-year term which
is annually extended by one year if notice to the contrary is not given to the trust by the issuing bank.
The issuing bank has given notice of non-extension and, as a result, the letter of credit is currently
scheduled to expire on January 8, 1993.

The,Compahy had letters of credit outstanding of approximately $513 million at December 31,
1989 in support of certain debt agreements and lease arrangements.

First Service Life Litigation

Pending Actions Involving the Company’s Collateral. On September 26, 1988, the Company filed a
declaratory judgment action in the 345th Judicial District Court, Travis County, Texas, against First
Service Life Insurance Company, a life insurance company organized under the laws of the Cayman
Islands (“First Service”), and R. B. Ashworth, as Conservator for the affairs of First Service under the
Texas Insurance Code (the “Conservator”), for a determination that (i) the Company has legal, valid,
duly perfected and enforcéable security interests in certain collateral granted to the Company by First
Service to secure annuities purchased by the Company from First Service, the present balance of
which is approximately $20 million (the Company’s original annuity investment purchased from First
Service being $70 million); and (ii) that events of default have occurred under the collateral security
documents pertaining to such annuities which entitle the Company to enforce such security interests.
In late May 1988, the Company notified First Service that First Service was in default under the
annuities and the collateral agreements and that the Company intended to enforce its security
interests. The Conservator, who was appointed by the Texas Commissioner of Insurance in early June
1988, notified the Company that First Service might not be in default, expressed doubt as to the
validity and enforceability of the security interests held by the Company and demanded that the
Company return to the Conservator all of the collateral and desist and refrain from proceeding with
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enforcement of the security interests and other mterference with the conservatorship and the
conservatorship proceedmgs : :

On September 29, 1988, the Conservator, in conjunction thh his answer and denial of ‘the
Company’s declaratory judgment action, countersued the Company on behalf of First Service and two
affiliated corporations, First Service Life, a Turks and Caicos corporation (“FSL”), and Knickerbocker
Life Insurance Company (“Knickerbocker”), for actual damages of at least $50 million, plus punitive
damages of at least $300 million. The Conservator’s counterclaim seeks (i) a temporary and permanent
injunction against the Company’s enforcement of its security interests in the collateral, (ii) an
accounting from the Company as to all payments and transfers of property to the Company from First
Service with respect to the Company’s annuities, (iii) a declaratory judgment that the Company’s
security interests are illegal and unenforceable under the Texas Insurance Code and that the sale and
purchase of the annuities was an illegal transaction under the Texas Insurance Code by a company
doing insurance business in Texas without authorization, and (iv) disgorgement by the Company of all
payments received on its annuities and all collateral therefor. The counterclaim alleges several causes
of action against the Company including principally fraud, conversion and breach of duty of good faith
and fair dealing (based upon an alleged affiliate or “insider” relationship between the Company and
First Service). ‘ ' ‘ '

On December 1, 1988, a receiver (the “Receiver”) was appointed for First Service by the 53rd
Judicial District Court of Travis County, Texas, and on December 13, 1988, the Receiver in his capacity
for First Service was substituted as a party for the Conservator in the above-described litigation. On
January 18, 1989, the Receiver was appointed as receiver for FSL as well. The Conservator remains a
party to the above-described litigation in its capacnty as conservator for chkerbocker

Although only preliminary discovery has been conducted the Company s legal counsel, Small,
Craig & Werkenthin, P.C., Austin, Texas, has reviewed the basnc facts of the case with management
and other parties familiar with various aspects of the transactions involved in the litigation, examined
documents and records of the Company and other parties which relate to such transactions, and
evaluated the allegations against the Company made in the counterclaim. Based upon its preliminary
evaluation and investigation of the case to date, and subject to the results of discovery, counsel
believes that it is more likely than not that the outcome of the litigation will be favorable to the
Company. i

The Company believes that the Company’s security interests in the collateral are valid and
enforceable, and the Company intends to recover amounts owed to it on the annuities through
enforcement of its rights to the collateral. The Company strongly denies the allegations of the
counterclaim, believes the counterclaim is without merit and intends to vngorously defend agamst it
Upon reevaluation of the collateral, the Company recorded at June 30, 1989 a provision for loss on the
investment of $7 million. The Company has made no provision for loss for the effects, if any, of the
ultimate outcome of the litigation. Effective April, 1988 the Company discontinued the accrual of
interest income on the annuities.

Claims by Annuitants. On October 16, 1989, the case of Pedro Meneses, et al. v. Maury Page Kemp, et
al., Civil Action No. EP-89-CA-37H, was-filed in the Western District of Texas, El Paso Division (the
“Lawsuit”). The plaintiffs in the Lawsuit include most of the holders of annuities from First Service
(the “Annuitants”). The defendants include the beneficial principal sharcholders and. officers and
directors of First Service and Knickerbocker; certain affiliated companies of the principal beneficial
shareholders of First Service and Knickerbocker, the Company. and its former subsidiaries, PasoTex
and Franklin Land; the accounting firm of Coopers & Lybrand; the law firm of Kemp, Smith, Duncan &
Hammond, which serves as general counsel to the Company; and two individual attorneys who are
shareholders in such firm, one of whom is a former director of the Company. The Lawsuit, as amended,
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alleges that the defendants violated the Racketeer Influenced and Corrupt Organization Act
(“RICO"™), conspired to violate RICO, violated the Federal and Texas securities laws, committed
common law fraud, civil conspiracy to defraud, violations of the Texas Deceptive Trade Practices Act
and violations of the Texas Insurance Code and violated certain provisions of the Texas Penal Code
relating to theft, false statements to obtain property or credit, fraud in insolvency, receiving deposit,
premium or investment in a failing financial institution, commercial bribery and misapplication of
fiduciary property or property of a financial institution. The claims made against the Company and its
former subsidiaries are based upon allegations that the Company controlled and/or conspired with
First Service. .

. The plaintiffs are seeking damages in the amount of their lost annuities, plus interest, multiplica-
tion of actual damages, punitive and exemplary damages, and attorneys fees and costs. The complaint
in the Lawsuit alleges sales of annuities to the plaintiffs in excess of $9 million, and the total claim for
damages exceeds $59 million.

The Company vigorously denies any liability in respect of the Lawsuit and believes that all related
claims are without merit. Based upon the limited evaluations and investigation of Small, Craig &
Werkenthin, P.C., Austin, Texas, the Company’s legal counsel in connection with the pending
litigation, such counsel believes that it is more likely than not that the ultimate outcome of the Lawsuit
will be favorable to the Company. . .

The Lawsuit names as a defendant Blllye E. Bostic, formerly an executive officer of the Company,
who is entitled to indemnity under the Company’s charter, bylaws and other applicable agreements to
the same extent as indemnification is afforded by the Company to all of its officers and directors with
respect to service on boards of directors of other companies. Mr. Bostic has advised the Company that
he denies any liability in respect of the Lawsuit and believes that the claims asserted against him
therein are without merit. Mr. Bostic is represented by counsel separate from the Company’s counsel.

There are numerous parties who purchased annuities from Knickerbocker, not included within
the group of the Annuitants, who may assert additional claims similar in nature to the claims asserted
by the Annuitants, against the Company. These claims, if asserted, could result in additional suits
against the Company. .

Suit Against Directors of First Service. 0;1 February 3, 1989, the Receiver filed suit in the 345th
Judicial District Court, Travis County, Texas, against certain individuals who were alleged to be
directors of First Service and/or FSL, including Mr. Bostic.

¢

The Receiver alleges that First'Service engaged in the sale of annuities in Texas without
authorization to do so and that such actions constituted illegal insurance transactions under the Texas
Insurance Code. The Receiver further alleges that the alleged illegal sale of annuities by First Service
constitutes a breach by the directors of First Service of their fiduciary duty to exercise due care in the
management of the affairs of First Service and/or FSL and resulted in unspecified losses to First
Service. The suit seeks actual damages of at least $33 million and, in addition, exemplary damages of at
least double the actual damages. No significant discovery has been conducted at this time.

Mr. Bostic has advised the Company that he denies that he served as a director of First Service or
FSL during the period of the alleged activities complained of, denies any liability in respect of the
Receiver’s suit and intends to vigorously defend against it. Mr. Bostic is represented by counsel
separate from the Company’s counsel in the First Service litigation. Mr. Bostic is entitled to indemnity
with respect to the Receiver’s suit to the extent indemnification is afforded by the Company to all of its
officers and directors with respect to service on certain outside boards.
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Because no significant discovery has been conducted, counsel for Mr. Bostic is unable to express
an opinion as to the ultimate outcome of the suit. No provision for an indemnity payment, if any, is
.included in the 1989 consolidated financial statements.

Palo Verde Liability and Insurance Matters

The Palo Verde participants have insurance for public liability payments resulting from nuclear
energy hazards to the full limit of liability under Federal law. This potential liability is covered by
primary liability insurance provided by commercial insurance carriers in the amount of $200 million
and the balance by an industry-wide retrospective assessment program. The maximum assessment per
reactor under the retrospective assessment program for each nuclear incident is approximately $66
million, subject to an annual limit of $10 million per incident. Based upon the Company’s 15.8%
interest in the three Palo Verde units, the Company’s maximum potential assessment per incident is
approximately $31.3 million, with an annual payment limitation of $4.74 million. The insureds under
this liability insurance include the Palo Verde participants and “any other person or organization with
respect to his legal responsibility for damage caused by the nuclear energy hazard.”

The Palo Verde participants maintain “all risk” (including nuclear hazards) insurance for nuclear
property damage to, and decontamination of, property at Palo Verde in the aggregate amount of $2.035
billion, a substantial portion of which must first be applied to decontamination, The Company has also
secured insurance against portions of any increased cost of generation or purchase of power resulting
from the accidental outage of any of the three Palo Verde Units if such outage exceeds 21 weeks. The
Palo Verde outages during 1989 and the current outage of Palo Verde Unit 1 are not covered by this
insurance.

Arizona Tax Matters

By Notice of Proposed Correction of Income Tax dated February 9, 1990, the Arizona Department
of Revenue (the “ADR”), in connection with an audit examination of the taxable years 1984 through
1987, informed the Company that the ADR has determined that the gains from the sales of the
Company’s interest in Palo Verde Units 2 and 3 are allocable to Arizona for state income tax purposes
on the grounds that the Units constitute non-business assets with a situs in Arizona, resulting,
according to the ADR, in a proposed deficiency assessment, including related interest and penalties, of
approximately $39.5 million. The Company believes Palo Verde Units 2 and 3 constituted business
assets at the time of the respective sales, and, in accordance with Arizona law, it apportioned, rather
than allocated, the corresponding gains in paying the Arizona income tax on the transactions.

The proposed deficiency by the ADR is not a final administrative determination, and additional
informal discussions on the issue will be conducted prior to a formal hearing. The Company believes
that the ADR will not prevail in its proposed determination and does not expect to incur any material
liability in respect thereof. The Company will litigate any issues not satisfactorily resolved through the
administrative process.

Preferred Stock Tax Indemnity

In July 1989, the two corporations which are the beneficial owners of the Company’s 11.375%
preferred stock, aggregate par value $50 million, notified the Company that the IRS had proposed to
disallow those holders the dividends received deduction taken by them on their 1985 income tax
returns with respect to the dividends they received on that stock. At the same time the IRS also made
the same proposed disallowance to the beneficial owners of a number of preferred stock issues of other
utilities. Under an agreement the Company entered into on issuance of the shares in 1984, the
Company has agreed to indemnify the beneficial owners for loss of the dividends received deduction
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by reason of IRS action. The beneficial owners are contesting the proposed disallowance as required
by the agreement. :

In January 1990, the beneficial owners provided the Company a schedule of indemnity payments
that would be due if the IRS were to prevail. By the owners’ calculation, an indemnity payment of
$28,637,989.29 for additional taxes, penalties and interest to September 30, 1989 ($31,362,852 if interest
is extended to December 31, 1990) would be due for all dividends paid from January 1, 1985, through
October 1, 1989, and additional indemnity payments with respect to dividends due thereafter, paid as
the quarterly dividends are paid, would total $6,848,697. Under the indemnity agreement, the owners
can require the Company to escrow, during the pendency of the IRS contest, the indemnity payments
that would be owing if the IRS prevails, because the Company’s First Mortgage Bonds are not rated at
specified levels. To date the owners have not required an escrow. The escrow, if established, would be
invested for the account of the Company.

Under the Company’s interpretation of the indemnity agreement, it requires the Company to
make indemnity payments, assuming the IRS prevails, only for dividends paid after the Company
received, in July 1989, notice of the proposed IRS action, and therefore, if any escrow is required, the
Company would be obligated to escrow indemnity payments only for the October 1, 1989, dividend
and each quarterly dividend thereafter as it is paid. If the Company’s interpretation is sustained, then,
depending on how a dispute is resolved on the tax rate to be used in determining the indemnity
payments, the indemnity payment or earlier escrow deposit would be $795,985, by the Company's
calculation, or $1,304,826, by the owners’ calculation, for the additional tax, penalty and interest to
December 31, 1990, with respect to the October 1989, dividend, and for the dividends paid thereafter,
the indemnity payment or escrow deposit for each dividend would decrease as the preferred stock is
redeemed according to its terms ($10 million a year from July 1990, to final redemption in July 1994),
and would total, over the 42-month period, $6,422,136 by the Company’s calculation, or $6,848,698 by
the owners’ calculation. Counsel to the Company believes that the beneficial owners are more likely to
prevail than the IRS on the proposed disallowance of the dividends received deduction, and also
believes that, if the IRS does prevail, there is substantial support for the Company’s position that it is
not obhgated to indemnify for past dividends. If the IRS were to prevail, the Company believes its
dividend and indemnity payments would be deductlble as interest paid for federal income tax
purposes.

Since these indemnity payments, even under the Company’s interpretation, would increase the
Company’s pre-tax cost by more than 50 basis points, the indemnity agreement gives the Company the
right to redeem all of the shares for par plus any indemnity payments due, at any time through the
third dividend payment after conclusion of the IRS contest. The Company’s present intention, which
may change, is not to seek repurchase of the shares before conclusion of the tax contest.

Even if the IRS does not prevail, the Company still must make indemnity payments to the owners
for additional taxes they must pay by reason of the reduction in the dividends received deduction by
the Tax Reform Act of 1986 and the Revenue Act of 1987. The owners and the Company, however, do
not agree on how these payments are to be calculated. By the owners’ calculation, an indemnity
payment of $1,695,718 is due for past dividends through October 1, 1989, and the indemnity payments
for each dividend thereafter would be from $109,872, decreasing to $21,974 and totalling $1,208,593. By
the Company’s calculation, an indemnity of $487,048 would be due for past dividends, and the
continuing indemnity would be from $52,251 down to $10,450 as each dividend is paid, totalling
$574,767. These indemnity payments would reduce any payments due on account of the IRS prevailing
on its proposed total disallowance of the dividends received deduction.
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M. Pension Plans

The Company’s Retirement Income Plan for Employees of El Paso Electric Company (the plan)
covers employees who have completed one year of service with the Company. The plan is a
noncontributory defined benefit plan. Upon retirement or death of a vested plan participant, assets of
the plan are used to purchase an annuity contract with an insurance company. Contributions from the
Company are based on the amounts required to be funded under provisions of the plan as actuarially
calculated. The assets of the plan consist primarily of fixed income instruments.

The Company’s Supplemental Retirement and Survivor Income Plan for Key Employees (SERP) is
a non-qualified, non-funded pension plan which covers certain key employees of the Company. The
pension cost for the SERP is based on substantially the same actuarial methods and economic
assumptions as those used for the defined benefit plan. .

Net periodic pension cost under SFAS No. 87 — Employers Accounting for Pensions is made up of
the components listed below as determined using the projected unit credit actuarial cost method. For
prior years, the Company’s net periodic cost was determined using the aggregate actuarial cost
method.

Net periodic pension cost for these plans for 1989, 1988 and 1987 (in thousands)

Deccember' 31,
( 19589 1988 1987
Service cost for benefits earned during the period ........... $ 1,361 $ 1249 $ 1,386
Interest cost on projected benefit obligation ................ © 3811 3,138 2,898
Actual return on plan assets ... ..cociiiiiiiei i, (3,422) (1,597) (208)
Net amortization and deferral ...........ciiiiiiiiiiinnnnn. 1,550 (205) (1,635)
Net periodic pension cost ........oviiierrriiiienrennns $ 3300 $ 258 $ 2441

The assumed annual discount rates used in determining the net perio‘dic pension cost were 8.25%,
8.75% and 8% for 1989, 1988 and 1987, respectively.

The pension cost includes amortization of unreco"mzed transition obllgatlons over a fifteen-year
period beginning in 1987.
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The funded status of the plans and amount recognized in the Company’s balance sheets at
December 31, 1989 and 1988 are presented below (in thousands):

. December 31,
1989 1988
Retirement Retirement
Income Income
Plan SERP " Plan SERP

Actuarial present value of benefit obligations:

Vested benefit obligation................... .S__3_2L79) $(5,938) $(25437) $(2,528)
Accumulated benefit obligation ............. $(33,305) $(6,041) $(27,184)  $(3.075)
Projected benefit obligation ................ $(44,523) $(7,354)  $(37,653)  $(4,547)
Plan assets at fairvalue ...............ooo.en, 32,129 — 32,145 —
. Projected benefit obligation in excess of .
plan assets......coovvinneinnn.s ferreeneenns . (12,394) (7,354) (5,508) (4,547)
Unrecognized net loss from past expenence 1,947 3,356 51 3,023
Unrecognized prior service cost .............. - (258) — (310)
Unrecognized transition obligation ............ 4,899 603 5415 724
Adjustment required to recognize '
| minimum liability ....."... TP TT —_— (2,388) — —
Accrued pension liability................... $ (5548) $(6,041) $ (42) $(L110)

During 1989, in connection with the Company’s general workforce reduction a retirement window
plan was established for participants in the Retirement Income Plan and SERP. The window plan
resulted in net losses of approximately $5,512,000 and $1,992,000 for the Retirement Income Plan and
SERP, respectively. The net losses have been deferred for recovery in rates.

Actuarial assumptions used in determining the actuarial present value of projected benefit
obligation are as follows:

. 1989 1988
Dxécount Tate ...oenvenn. e ieaaaas e ettt rereee e rerararaaaaas 7.75%  8.25%

Rate of i mcrease in compensation levels....... e eerrrie e ©7.00% @ 7.00%
Expected long-term rate of return on plan ASSEES . vveerenrrennnnarenns 8.00%  8.00%

N. Franchises and Significant Customer .
Franchises

" The Company’s major franchises are with the cities of El Paso, Texas and Las Cruces, New Mexico,
such franchises expiring in 2001 and' 1993, respectively. The franchises contain no express renewal
provisions. Although the City of Las Cruces is currently reviewing alternative sources, and the City' of
El Paso has approved the formation of a-task force to study the City’s options with respect to possible
municipal ownership of the Company s properties, the Company believes, but has no assurance,, that
both franchises will be renewed.

: Sigm’ﬁc;ant Customer

In 1989 and 1988, Imperial Irrigation District, a wholesale customer, accounted for approximately
$49,584,000 and $43,395,000, or 11.6% and 11.4%, respectively, of utility operating revenue.
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0. Selected Quarterly Financial Data (Unaudited)

1989 Quarters 1988 Quarters
Ist 2nd 3rd 4th 1st 2nd 3rd 4th
(In thousands of dollars except for per share data)
Operating
revenues(l) ... $95,286 $109,331 $118,711 $102,920 $89,539 $92,862 $107,913 $ 91,793
Operating income 13,593 13,257 22,191 7,510 21,221 19,697 24,276 16,339
Net income (loss)  (5,720) (30,038)(8)  (21,875)(3)  (48,200)(3) 16,997 18,473 21,191 (32,292) (2)

Net income (loss)

applicable to

common stock (8,759) (33,063) (24,776) (51,047) 13,923 15,398 18,117 (35,328)
Net income (loss) :

per share of

common stock (0.25) (0.94) (0.70) (1.46) 0.40 0.44 0.52 (1.01)

(1) The selected quarterly financial data for operating revenues differs from that presented in the
Company’s quarterly reports on Form 10-Q due to the exclusion of non-utility revenues as a result
of the discontinuance of the non-utility operations. .

(2) The decline in net income during the fourth quarter of 1988 as compared to the third quarter of
1988 was primarily due to the Company’s decision to discontinue all of its real estate investment
operations. The Company made provisions for the expected losses on the sale of the real estate
investments, including provisions for expected operating losses durmg the phase- out penod of
those investments,

(3) The decline in net income during the last three quarters of 1989 was primarily due to the
Company’s decision to discontinue its remaining non-utility operations. The Company made
provisions for the expected losses on the sale, including provisions for expected operating losses
during the phase-out period. In December 1989 and January 1990, the Company sold all of lts non-
utility operations. (See Note P).

P. Discontinued Operations

During 1989, the Company decided to discontinue all of the non-utility operations conducted
through the Company’s principal subsidiaries, FL&R and PasoTex. FL&R had primarily been engaged
in real estate operations in downtown El Paso and other investment activities. PasoTex had engaged
through subsidiaries in a variety of non-utility activities, including specialty steel manufacturing, oil
country tubular goods end-finishing and marketing, and furniture and accessory manufacturing.

The decision to discontinue these operations reflects the Company’s plan to return its operations
exclusively to its core utility business. That plan and the timing and nature of the dispositions of the
non-utility operations and investments were impacted by a number of factors, including the cash
requirements of such operations, regulatory, contractual and financing restrictions applicable to the
Company, the value and future prospects for the discontinued operations, the timing and amount of
federal income tax benefits associated with the disposition of the operations and the impact of the
discontinued operations on the consolidated financial results of the Company.

In late December 1989, PasoTex sold its $60 million preferred stock investment in Commercial
Federal Savings and Loan Association, Omaha, Nebraska. The Commercial Federal investment, which
was written off by the Company in its entirety under provisions recorded in the 1989 third and fourth
quarters due to Commercial Federal’s failure to meet regulatory capital requirements and continue’
paying dividends, was sold by PasoTex to an independent third party corporation, whose principals are
experienced in the thrift industry, for a nominal amount of cash plus a $2 million non-recourse
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purchase money note. All principal and interest on the purchase money note is due on November 30,
1994, but mandatory prepayments are required based' upon a percentage of the purchasers net cash
flow. The preferred.stock was pledged to secure the payment of the purchase money note and is held
by an independent escrow agent. As additional consideration in the transaction, PasoTex received a
warrant to purchase 49.5% of the then outstanding shares of common stock of the third party purchaser
. (although shares purchased would be non-voting)’ for an aggregate consideration of approximately
$500,000. The warrant may be exercised from time to time, in whole or in.part, until December 30,
1996. The warrant may be assigned, subject to applicable securities laws. The transaction was
supported by a fairness opinion from an investment banking firm retained by PasoTex. The note and
warrant received by PasoTex in the sale were transferred to the Company prior to the-sale of PasoTex
and Franklin in January 1990.

Also in late December 1989, PasoTex surrendered its 50% common equity interest in Westwood
Lighting Group, Inc., a lamp manufacturer, back to Westwood without consideration.

. The disposition of the Commercial Federal preferred stock and the surrender of the Westwood
common stock resulted in current Federal income tax benefits of approximately $18.6 million and
$2.3 million, respectively.

On January 17, 1990, the Company sold all of the capital stock of FL&R and its 35% stock
ownership of PasoTex (which was owned 65% by FL&R) to an unrelated third party special purpose
corporation, whose managers have substantial experience in the ownership and operations of diverse
business enterprises. The Company received as consideration in the transaction the note and warrant
received by PasoTex in the disposition of the Commercial Federal investment. The Company
transferred at closing of the transaction approximately $3 million to PasoTex for working capital
purposes and agreed to transfer approximately $5 million to FL&R no later than July 15, 1990, to be
applied against the obligations of FL&R under its mortgage debt relating to a hotel owned in El Paso.
As a result of the sale of FL&R, the Company’s indirect liability for FL&R’s $9,756,000 borrowings
under the Rio Grande Resources Trust will become a direct liability of the Company. The stock
purchase agreement relating to the transaction provides for an indemnity payment, estimated at
approximately $1,800,000, from the Company to the purchaser to compensate for certain Federal
income tax investment tax credit recapture liability which may be incurred upon FL&R’s eventual sale
of the hotel. The indemnity payment is contingent upon certain tax elections which the purchaser is
entitled to make with respect to the sale of FL&R and PasoTex. The consideration for the transaction
was based upon the combined values of FL&R and PasoTex. The transaction was supported by a
fairness opinion from the Company’s financial advisor, a nationally recognized investment banking
firm.

The loss on the sale of Franklin and PasoTex will generate Federal income tax benefits of
approximately $18 million.

The results for the twelve months ended December 31, 1989 and 1988 include provisions for loss of
approximately $58,165,000 and $35,954,000, respectively, which includes income tax credits of approxi-
mately $9,650,000 and $18,522,000, respectively. The provision for loss includes a provision of
approximately $7,669,000 and $11,520,000, respectively, for expected operating losses during the phase-
out period of the discontinued operations. Included in provision for loss for the twelve months ended
December 31, 1989 was a provision for loss of approximately $7,169,000 related to the operations
discontinued in 1988 including additional expected operating losses during the phase-out period of
$2,169,000. In addition, the Company recorded a loss of approximately $41,440,000, net of tax benefits
of approximately $18,560,000, for the year ended December 31, 1989 in connection with the sale of its
preferred stock investment in Commercial Federal Savings and Loan Association in December 1989.
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EL PASO'ELECTRIC COMPANY AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Operating results of discbntinued operations have been reclassified from amounts previously
reported and have been reported separately in the consolidated income statements. Revenues of -
discontinued operations were $250,602,000, $268,635,000 and $113,667,000 in 1989, 1988 and 1987,

respectively.

Interest paid on borrowed money related to discontinued operations was approximately
$16,162,000, $14,240,000 and $10,653,000, for the twelve months ended December 31, 1989, 1988 and

1987, respectively.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

Not applicable.

PART III and PART IV

The information set forth in Part III and Part IV has been omitted from this Annual Report to
Shareholders. . . .
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Southern California public power utilities have a proud tradition of
providing quality electric service to their customers. As part of this
continuing tradition, the Imperial Irrigation District and the municipalities
of Anaheim, Azusa, Banning, Burbank, Colton, Glendale, Los Angeles,
Pasadena, Riverside, and Vernon have joined together to comprise the
Southern California Public Power Authority (SCPPA) as a vehicle for
financing generation and transmission projects. Formed in 1980, SCPPA

“has gained a high level of acceptance in the financial community and has
issued approximately $5.5 billion in bonds and notes, including refunding
issues.

The public power members of SCPPA together serve more than 1.7
million customers and have a combined non-coincidental peak requirement
of 7,183 megawatts. While there is much diversity among member
utilities in terms of size, load growth patterns, and customer mix, SCPPA
has proven to be effective in financing projects which economically meet
power requirements of all members.
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MESSAGE FROM THE PRESIDENT AND EXECUTIVE DIRECTOR

The Southern California Public Power Authority continued to play an
instrumental role in the efforts of Southern California public power utilities
to provide high quality service to utility customers in 1988-1989.

In addition to substantial progress on the Mead-Phoenix Project during
the year, planning was accomplished on the Mead-Adelanto, the Palo
Verde-Devers Transmission Line and the Utah-Nevada Transmission
Projects.

Membership in SCPPA is one of several ways in which participating
public power utilities are looking to the future to maintain a standard of
excellence in serving their customers. Our member utilities have taken the
lead to serve customers in more ways than only supplying power. This
report describes the characteristics of individual member cities and many
of the service achievements of SCPPA members.

Public power utilities are non-profit and customer owned. Therefore,
the benefits derived from SCPPA and other service achievements cannot be
divided into utility benefits and utility customer benefits. These benefits
are one and the same since our customers are the utility.

We want to thank the staff and the Board of Directors for their hard
work, dedication and professionalism in making SCPPA one of the premier
financing organizations in the United States.

A i st

Gale A. Drews, Arthur T. Devine,

President Executive Director




Gordon W, Hoyt
General Monager
Anchein Public Utlities
Deportment

Ancheim, Cobfomia

Ve, Hoyt s a native (clifor.
niea,, ociginolly from Sonta
Menica, He erned his B.S. of
the University of Texcs and s
aregistered professionol
engineer in the stote of Coli-
foenia, M. Hoyt sterted bis
coreer in public utiities in
1947, speading 13 years
wich Pucific Gos & Blecric,

*before gaing to work for
Ancheimin 1964, He hos
held bis corrent position foe

. 25 years.

MEMBER CITIES

From the power base of the Pacific
Rim, Los Angeles, to the industrial town
of Vernon, with only 30 residential cus-
tomers, SCPPA member cities provide
power to an end-user population of more
than 3.5 million.

SCPPA member cities use a wide
variety of power sources to provide their
customers with reliable service and the
lowest cost energy possible. Through
their association with the SCPPA and
through their own efforts, the member
cities are able to include as sources for
their power: the Intermountain
Generating Station, entitlements in the
Hoover Power Plant, Palo Verde Nuclear
Generating Station, purchases from the
Bonneville Power Administration, the
San Onofre Nuclear Generating Station
Units 2 and 3, Western Systems Power
Pool, oil- and gas-fired generation in the
Los Angeles Basin, and purchases from
other western utilities.

Together, SCPPA member cities had
total 1989 energy sales of over 30 million
megawatt-hours.

Anaheim — As one of the fastest
growing population centers in the United
States, the community of Anaheim
continues to look forward in helping meet
the energy needs of this unique com-
munity. Known the world over as the
home of Disneyland and other popular
tourist attractions, Anaheim is also home
to over 96,000 other customers— from
the California Angels baseball team to
the average homeowner.

One way the Public Utilities De-
partment better serves all its customers,
large and small, is by sending a copy of
its newsletter called "Currents” as a
billing insert. This publication informs
customers of the energy conservation
programs available in their city and how
to take advantage of them. One of the

most successful of these efforts is the
"off-peak™ program which encourages
customers to use their air conditioners,
pool and spa motors, and other appliances
during off-peak times, Customers are
rewarded for participating in such energy
conservation programs by a rebate, which
appears as a credit on their bills.
Anaheim also provides discounted
"lifeline” rates for senior citizens, the
handicapped, and those on life-support
systems.

Partly through Anaheim's association
with SCPPA, its energy rates are 23%
lower than rates in nearby communities,
and the Public Utilities Department is
continuing to seck the lowest cost
energy supplies for the future. To this
end, the Anaheim Public Utilities
Department has been working on many
projects with SCPPA member cities,
including a joint transmission line that
would bring in more power from the
states of Nevada and Utah, Anaheim is
also financing and constructing a new
combustion-turbine generator that is
scheduled to start operating in 1991.

Anaheim is dedicated to providing
the perfect mix of low-cost power and
community services.

Azusa — "Everything from A to Z in the
USA" is Azusa's city slogan, and the
Utilities Department is taking that slogan
to heart -- both in long-term power goals
and in the services offered to its resi-
dential and industrial customers.

By participating in joint transmission
line projects with fellow SCPPA members
and by looking for other long-term power
purchase contracts, Azusa is determined
to have as many options possible to
supply energy and power to its citizens.

New sources of power are just one
way to improve service to customers,

Joseph F. Hsv
Utility Divector
Gty of Azusa
Aruso, Colifornia

Anctive of Chino, Mz Hsy
received bis BS. in
electricol engineering from
the Unéversity of Nebrosko
end is a registered
professiondl engineer in
the stotes of Nebeaska end
Colifornia. He moved to
(clifoenia in 1983 ond bes
been the Director of
Utilities in Azusa ever
sie.
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conservation is another. The Azusa
Utilities Department has instituted a
strectlight conservation plan— changing
all the old mercury vapor streetlights in-
to power-saving sodium vapor models.
In this dry inland area, the deep-water
well pumps also work hard; and Azusa is
making sure these are all reconditioned
to work at maximum efficiency.

For those customers interested in
learning more on conservation, the
Utilities Department provides free ed-
ucation materials including brochures
and slide shows. Special discounted

rates are offered to "total electric” homes.

As with other SCPPA member cities,
Azusa's main long-term energy goal is to
negotiate contracts for new energy
projects and continue to acquire the best
options to provide energy service

to its citizens.

Banning— As the gateway to
California's Colorado Desert, Banning is
a fast-growing community with fast-
growing energy needs. To meet the
power requirements, Banning’s Public
Utilities Department has instituted a
number of building and conservation
programs to serve its customers.

These programs include a new
pumped-storage project, joint projects
with fellow SCPPA member cities, and a
transition to generating during off-peak
hours to displace the high cost of peak-
time gencration.

Conservation is important in desert
towns, and Banning is no exception. To
meet its energy conservation objectives,
the City of Banning has converted the
city streetlights from the old mercury
vapor models to power-saving sodium
vapor models. They have also been
upgrading the voltage level of their
distribution system, which will conserve
energy.

Banning's location in the high desert
means a huge variance in temperatures,

not only from summer to winter but day to
night. Banning's temperature can slide
from a high of 120 to a low near freczing
in one 24-hour period. To help customers
cope with these extremes, the utility
provides special lifeline rates, at a base of
250 kilowatts in winter to 500 in summer
for the entire community.

Another large community undertaking
is Banning's new hydro project which was
completed in August 1989. This project
utilizes water from natural flows to
provide power to the city.

A new development in the commu-
nity will provide 4,500 new homes in
Banning— new homes and customers that
will require the full services of an efficient
power company. Luckily for Banning
residents, their public utility has its eyes
toward the future and plans to continue the
tradition of providing low-cost energy and
high-quality community services.

Burbank — When customers of the
Burbank Public Service Department call
the power company to ask that a
representative visit their home, it is not
because something has gone wrong. They
are just using one of the new "energy
audit" services provided free of charge. A
utility representative will survey the resi-
dence or place of business and provide tips
on how to use energy more efficiently —
aiding in conservation and saving the
customer money.

Burbank is a city of 91,000 residents
and is home to many a major movie and
television studios and aerospace firms. All
of these customers keep Burbank's power
demands high, and the Public Service
Department is moving its programs into
the future to make sure the energy needs of
the community are met.

A new system to monitor system
conditions and do remote switching,
startup, and shutdown is in place, provid-
ing improved reliability and the ability to
address outages more promptly.

Roncld V. Stassi
Generol Menoger
Burbank Public Service
Depertment

Burbonk, Cobfornia

A rative Celifornion, Me. Stossi
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Univessity of Southern
Celifornia, earning both on
IS, in electricdl engineering
ond on MBA. Mo, Stassi
worked o5 o prindipol
electrical engineet for the ity
of Burbenk before assuming
his current positionin 1988.
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Gale A, Drews
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In addition to providing "lifeline”
rates for low-income seniors and the
handicapped, the Burbank Public Service
Department co-sponsors fund raisers in
association with the International
Brotherhood of Electrical Workers that
benefit the burn ward in a local hospital.

In response to the growing concern
over air pollution in the Los Angeles
Basin, Burbank uses several transmis-
sion lines to bring in off-system energy
from outside sources. By reducing the
total generation in the Los Angeles
Basin, the residents benefit both
economically and in terms of improved
air quality.

Colton — Located 55 miles east of Los

Angeles, Colton is a rapidly growing
community of over 37,000 residents.
Colton has been known as the "Hub City"
for more than a century, as it was
located on the main line of three major
railroads. It is also the meeting point for
three major interstate highways.

Colton has experienced a recent
population boom as has much of San
Bernardino County. Its energy require-
ments have matched this growth which
has made resource procurement and
energy efficiency major factors in the
Utility's planning efforts.

The Utility reached a new peak
power requirement of 47.2 megawatts
during the year, while sales totaled over
179,000 megawatt-hours for the same
period. New power contracts from the
California Department of Water
Resources, City of Pasadena and Pacific
Gas and Electric further reduces depen-
dence on purchases from Southern
California Edison. Other resources in-
clude Palo Verde Nuclear Generation
Station, Hoover Power Plant and
cconomy energy purchases.

The Utility initiated several new
energy programs for customers during the
year, including load management,

weatherization, residential energy audit
and a community-wide information
program as well as a California Energy
Commission efficiency program to reduce
energy costs in municipal operations. By
focusing on energy efficiency in new
municipal construction projects as well as
for existing customers, Colton is com-
mitted to using energy resources in a
prudent and efficient manner.

Glendale — With Glendale's central bus-
iness district undergoing a comprehensive
redevelopment effort, the Glendale Public
Service Department is standing ready to
serve the existing and new customers'
energy needs.

The large growth in apartment house,
condominiums, and commercial building
market has added over 10,000 new
customers in the last five years. To meet
the added energy needs, Glendale is also
working jointly with SCPPA members in a
comprehensive study of transmission line
projects to bring in low-cost power from
Utah, Arizona and Nevada.

Glendale is replacing its older over-
head distribution facility with a more mod-
em underground system, improving the
community's appearance in the process.

Many of the employees of the
Glendale Public Service Department are
active in civic projects, bringing the Public
Service Department 's pledge to provide
the most reliable service at a "reasonable
cost" to the heart of the community.

Los Angeles — A leader in both conser-
vation and consumer-oriented projects, the
Los Angeles Department of Water and
Power (DWP) is a model for many
utilities across the country.

The community involvement of the
DWP is wide-ranging and touches all lay-
ers of the customer base. Los Angeles was
first to institute a Senior Citizen Lifeline
Program, which provides low-cost energy
to seniors and the handicapped. It has an

W.E. Comeron
Director of Public Service
Glendole Public Service
Depertment

Glendole, Cobfornio

M. Comeson is celebreting
his 40th yeor of government
service. He received his B.S.
from Woshington Stote
University befoce continuing
1o University of Southern
Celifornia for bis MAL in
public edministrotion. Me,
Comeron hos been with the
Glendcle Public Service
Deportment since 1971,
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innovative program that educates schools
on energy conservation; if the school is
able to save 10% off its regular bill, the
school district rebates 5% of the money
saved to the school. A $5,000 scholar-
ship with the stated goal of encouraging
women and minorities to pursue engi-
neering is given to 13 area universities
cach year. DWP's community out-
reach program provides a liaison to
between 50 and 100 community groups
such as the NAACP and Southern
California Businessman's Association to
help these groups solve their water and
power issues.

Because of the importance of the
area's air quality, DWP consumer con-
servation programs receive great em-
phasis. DWP issued over $4 million in
energy-incentive programs this year
alone. These incentives were offered in
its thermal storage program, high-effi-
ciency heat pump program, and lighting-
efficiency improvement program. In
addition to the incentive programs, DWP
provides energy audits free of charge to
customers, surveying their homes and
businesses, and suggesting ways for them
to reduce energy use.

DWP is working with many of the
SCPPA member cities on transmission
line projects -- bringing in power from
outside sources without increasing the
pollutants in the basin. It is planning on
repowering existing Harbor Generating
units with combined cycle units to
increase efficiency and reduce air pol-
lution. Within the next three years,
DWP plans to begin its COSO Geo-
thermal Project, using steam from the
carth to generate electricity -- another
pollution free energy source.

Pasadena — The Pasadena Water and
Power Department has gone "lite" —
introducing its "Lite-Bill Program" to
customers. Having received permission
from the Miller Brewing Company to use

their trademarked phrase, the Depart-
ment will start its door-to-door energy- and
water-use surveys in November 1989,
Utility service personnel will visit area
homes and conduct comprehensive energy-
and water-use surveys. Later the customer
is provided with a computer. printout with
suggested modifications and improve-
ments that can result in a "Lite Bill",

The Pasadena Water and Power
Department also gives an annual scholar-
ship to a local high school student, up to
$4,000 per year for four years. Financially
disadvantaged students have been able to
pursue engineering studies at UCLA,
California Polytechnic Institute, and
Howard University in Washington, D.C.,
thanks to this scholarship.

Pasadena had been a growing com-
munity for over a century, as evidenced by
the city's celebration of the 100th anniver-
sary of the Tournament of Roses in January
1989. However, a commercial growth-
control initiative was recently passed,
which may impact the growth of energy
use as well. Even with the rate of future
growth limited, the Pasadena Water and
Power Department has been concen-
trating on the upgrading of systems and
plans for increased energy efficiency to
better its available resources.

This year Pasadena Water and Power
Department conducted a feasibility study
for the life extension of the Broadway
Power Plant, a threc-unit facility that
supplies about 40% of Pasadena's power.
Repowering these units will help Pasadena
keep pace with the growing demand of its
customers.

Riverside — Riverside recently implemen-
ted an innovative assistance program, the
"SHARE Program”. When customers re-
ceive their bill, they can check off a box
and round it up by a dollar or two. This
program provides money to elderly and
low-income customers who cannot afford
to pay the utility deposit. The utility pays
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the administrative costs of the program,
and the rest is a customer-helping-
customer program.

In the hot climate of Riverside, a
Thermal Energy Storage Program
encourages customers to install air-
conditioning systems that are more ef-
ficient and shifts energy use to off-peak
hours. This program also educates
commercial customers about the benefits
of running large equipment during the
off-peak hours.

The Riverside Public Utilities
Department is meeting its goal of reliable
service at a low cost. Inarecent survey,
customers rated the Department high in
all service categories. This was accom-
plished without raising electric rates since
1984; in fact, beginning July 1, 1989,
customers received a 7% reduction in
their bills.

Vernon — The city of Vernon was
founded in 1905, a 5.06- square mile area
planned from its inception as an industrial
city. In fact, the Vernon Light and Power
Department has over 2,000 commercial
customers but only 30 residential
customers!

Since the Department's biggest effort
is keeping rates as low as possible, it is
participating with fellow SCPPA member
cities on transmission projects that will
bring low-cost power to the participating
cities. Vernon recently hired an energy
conservation specialist who works with
customers, inspects their plants, and
makes energy-saving recommendations
— free of charge.

The Department recently installed a
Supervisory Control and Data Acquisition
System, which enables more efficient
system monitoring from one central
location.

Imperial Irrigation District— The
Coachella Power Division of the Imperial
Irrigation District is on a rapid march
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toward the future, not only in its major
building projects, but also in its plans for
customer service as well.

With several building projects, the
Imperial Irrigation District is busy indeed.
Among the projects are a new S5 million
substation, an 11-1/4-mile extension of
existing transmission lines, upgrading an
existing substation, upgrading the El
Centro Switching Station, and upgrading
the distribution system to provide power
for a new fashion mall in Indio. With all
this activity, it is easy to see why Imperial
is also building a new operations center
headquarters for the utility in the Coachella
area.

There is also plenty of activity when it
comes to its customer services. Free-of-
charge energy surveys are done for cus-
tomers upon request. After an in-home
survey, the utility provides a computer
printout showing ways to cut costs in that
particular home, including weather-
stripping, use of different appliances,
water heater blankets, ctc. Another service
provides customers who install energy-
saving air conditioners with rebates on
their bill.

One particularly far-reaching program
is the utility's energy use survey — every
two years, 5% of all customers are sur-
veyed for information on home construc-
tion, appliances, and energy use so that the
utility can enhance the precision of service
needs in the future. By really pinpointing
potential problem arecas now, the utility is
effectively planning how to reduce the
area’s load in cost-effective ways.

The Coachella Power Division's
commitment to its community shows up in
its nationally-recognized clectrical safety
program, currently being demonstrated to
police and fire departments, service clubs,
schools, and churches.

Kenneth S, Noller
Assistont Power Manager
Coochella Power Division
Imperiol lerigation District
Imperiol, Colfornia

A notive of Findoy, Ohio, Mr.
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eheatrical engineering from
Ohio Nocthern University. He
is alicensed electricdl
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1985.




e,

> ﬂ;gg':\ffi-.- Jit;ﬁ

Free energy audits for
residential customers
as well as those in the
commercial and indus-
trial sectors are pro-
vided by several
SCPPA members.




AUTHORITY OPERATIONS

Palo Verde Nuclear Generating

Station — SCPPA has a 5.91-percent
interest in the Palo Verde Nuclear
Generating Station and receives up to 216
megawatts (based on the licensed reactor
thermal power level per unit of 1,221
megawatts).

With three units on line, this station,
which is located about 50 miles west of
Phoenix, Arizona, has a current capacity
of approximately 3,810 megawatts. A net
annual output of more than 23 million
megawatt-hours is projected from Palo
Verde by the early 1990's.

Ten member agencies have contracted
with SCPPA for entitlement in Palo Verde.
The station's output will be used to meet
increases in demand, to replace purchased
power, and to displace oil- and gas-fired
generation in the Los Angeles Basin.

Additional savings for participating
members were created when SCPPA took
advantage of lower interest rates by
issuing approximately $1.5 billion in
refunding bonds. Over the life of the
project, this will result in a gross debt
savings of about $286 million.

The Palo Verde Nuclear Generating
Station is managed by Arizona Public
Service Company, with the switchyard
portion operated by the Salt River Project.

Southern Transmission System — Six
SCPPA members receive power via the
Southem Transmission System. While
the distribution to members is local, the
source of the power is 488 miles away at
the Intermountain Generating Station
(IGS) in Utah. It is comprised of two coal-
fueled generating units with a combined
capacity of 1,600 megawatts of alternat-
ing current. An adjacent converter station
changes the electricity to direct current.
The £500-kilovolt Southern Transmission

System carries the direct current over the'

desert and mountains to the Adelanto

Converter Station where the direct current
is changed back to alternating current.

Members receiving power over the
system will use it to meet load growth,
reduce purchases from Edison, and to
displace Los Angeles based oil- and gas-
fired generation.

SCPPA'’s four refunding sales total-
ing approximately $1.3 billion will
produce a gross debt savings over the life
of the project of approximately $745
million.

Los Angeles manages and operates
the project which is owned by the
Intermountain Power Agency, a political
subdivision of the State of Utah. A total
of 36 utilities in Utah, California, and
Nevada have power entitlements in the
IGS.

Hoover Uprating Project — The Hoover
Power Plant is now over 50 years old.
The U.S. Bureau of Reclamation took
over operation of the plant in 1986 and is
in the process of uprating Hoover's 17
original generators.

Six SCPPA members have contracted
with the Authority to furnish their share
of the uprating costs and to help with the
uprating. SCPPA has issued approxi-
mately $34.4 million in bonds to finance
these costs,

The project is scheduled for com-
pletion in 1992 and will increase
Hoover's capacity from 1,450 megawatts
to 1,903 megawatts. Uprated units are
returned to service immediately and
participating members have begun
receiving energy and capacity entitle-
ments. As more units are completed, a
full entitlement of 94 megawatts is
expected in 1992 for those members
participating through SCPPA.

The increase is made possible by
installation of modern stator windings
and turbine impellers and the upgrading




of various auxiliary equipment. Replace-
ment of existing transformer banks will
increase plant efficiency. Additional plant
improvements include consolidation of
control rooms and modemization to
provide for automatic and remote control.

Mead-Phoenix Transmission Project —
The feasibility of constructing, owning,
and operating a 500-kilovolt alternating-
current transmission line between Boulder
City, Nevada, and the Phoenix, Arizona
area is being studied by SCPPA and other

agencies.

In addition to SCPPA, Salt River
Project, M-S-R Public Power Agency, and T Y
Western Area Power Administration are .
participating in the study project. The 240-
mile transmission line could be converted
to a direct-current system at a future date.
It is estimated that this facility, if built,
would be in service in the mid-1990s.

= .

Ten SCPPA members bene-
fit from power produced
at the Palo Verde Nudear
Generating Station,

Uprating of the units

at Hoover Power Plant
will result in additionol
capadity entitlements to
six SCPPA members.

Adelanto Converter Station
is the western terminus of
the Southern Transmission
System.
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REPORT OF INDEPENDENT ACCOUNTANTS

August 25, 1989

To the Board of Directors of
Southern California Public
Power Authority

In our opinion, the accompanying combined balance sheet and the related combined statements of
operations and of cash flows present fairly, in all material respects, the financial position of the Southern
California Public Power Authority (Authority) at June 30, 1989 and 1988, and the results of its operations
and its cash flows for the years then ended, in conformity with generally accepted accounting principles.
These financial statements are the responsibility of the Authority’s management; our responsibility is to
express an opinion on these financial statements based on our audits. We conducted our audits of these
statements in accordance with generally accepted auditing standards which require that we plan and per-
form the audits 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 disclo-
sures in the financial statements, assessing the accounting principles used and significant estimates made
by management, and evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for the opinion expressed above.

In our opinion, the accompanying separate balance sheets and the related separate statements of cash
flows of the Authority’s Palo Verde Project, Southern Transmission System Project, Hoover Uprating
Project and Mead-Phoenix Project, and the separate statements of operations of the Palo Verde Project,
Southern Transmission System Project and Hoover Uprating Project present fairly, in all material
respects, the financial position of each of the Projects at June 30, 1989, and their cash flows and the
results of operations of the Palo Verde Project, Southern Transmission System Project and Hoover Uprat-
ing Project for the year, in conformity with generally accepted accounting principles. These financial
statements are the responsibility of the Authority’s management; our responsibility is to express an
opinion on these financial statements based on our audits. We conducted our audits of these statements
in accordance with generally accepted auditing standards which require that we plan and perform
the audits to obtain reasonable assurance about whether the financial statements are free of material
misstatement. We believe that our audits provide a reasonable basis for the opinion expressed above.

Our audits were made for the purpose of forming an opinion on the basic financial statements taken
as a whole. The supplemental financial information, as listed in the accompanying index, is presented
for purposes of additional analysis and is not a required part of the basic financial statements. Such
information has been subjected to the auditing procedures applied in the audits of the basic financial
statements and, in our opinion, is fairly stated in all material respects in relation to the basic financial
statements taken as a whole.

L lebibpon




SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED BALANCE SHEET

(In thousands)
June 30, 1989
Palo Southern Hoover Mead-
Verde Transmission Uprating Phoenix June 30, 1988
Project System Project Project Project Total Total
ASSETS
Utility plant
Production.........coiiineenneenss $ 600,778 $ 600,778 $ 600,458
Transmission . ....oveveererananraas 6,008 $ 661,255 667,263 662,761
General ...cocvvnrerineietiicnnnas 186 18,857 19,043 18,805
606,972 680,112 1,287,084 1,282,024
Less— Accumulated depreciation. .. ... 56,180 57,272 113,452 72,288
550,792 622,840 1,173,632 1,209,736
Construction work in progress .......... 3,569 4,287 $12,999 20,855 15,540
Nuclear fuel, at amortized cost . ....... 26,428 26,428 31,330
Netutilityplant .........coovetn. 580,789 627,127 12,999 1,220,915 1,256,606
Special funds
INVEeStMENtS . v oo evinrarercnessnsnas 110,678 95,927  $18,747 1,089 226,441 260,146
Advance to Intermountain Power
AZENCY. .t vviinnrineraninanranns 20,161 20,161 20,161
Advances for capacity and energy, net .. 10,218 10,218 6,009
Interestreceivable .. ......cvveeennn 1,630 1,174 292 3,096 3,323
Cash and cash equivalents............ 107,672 63,295 5,640 65 176,672 141,737
219,980 180,557 34,897 1,154 436,588 431,376
Accountsreceivable ....... ...l 3,635 547 4,182 836
Materials and supplies ................ 6,859 6,859 6,528
Costs recoverable from future billings
toparticipants ........iiiieennaann 58,587 80,807 (1,004) 138,390 114,648
Deferred costs ’
Unamortized debt expenses, less
accumulated amortization of $46,363
and $36,164 in 1989 and 1988........ 228,150 174,258 1,107 403,515 373,600
Otherdeferredcosts .......covveensn 864 864 1,309
229,014 174,258 1,107 404,379 374,909
$1,098,864  $1,063,296  $35,000 $14,153  $2,211,313  $2,184,903
LIABILITIES
Long-termdebt.............coiiintt $1,043,540  $1,014,443  $34,296 $ 100  $2,092,379  $2,061,937
Current liabilities
Long-term debt due withinone year . . .. 14,370 5,825 20,195 29,403
Accruedinterest. . ......viieenananns 36,219 37,259 689 1 74,168 77,224
Accounts payable and accrued expenses . 4,735 5,769 15 4 10,523 16,339
55,324 48,853 704 5 104,886 122,966
Advances from participants ............ 14,048 14,048
Commitments and contingencies ........
$1,098,864  $1,063,296  $35,000 $14,153  $2,211,313  $2,184,903

The accompanying notes are an integral part of these financial statements.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED STATEMENT OF OPERATIONS
(In thousands)

Operating revenues

Salesof electricenergy . .oovvvveiiieniniiinnnnnn..
Sales of transmisSION SErvicesS . v vevne e eeeecnenrnns

Total operating revenues .....vvvvivvrnennnnnnnnnn

Operating expenses

Nuclear fuel expenses . .ovvvvviiiiiieeiennnnnnnnn.
Otheroperation ...........iiiiiiiiritaasnnnennnnn.
Maintenance ......vviiit i
Depreciation ......vviiiiiii it ettt i,
Decommissioning ..o vvviiiiiieneneeereannnnnennns
Expense charged to project during construction .........

Total operating expenses ........cccvvecivnenenenns

Operating income . ...ouiiiirieeeinrrernnneenennas
Investment inComMe .. ..cuvnrerenenrareecnrneenennses

Income before debtexpenses..........ccovvviien...

Debt cxpenses

Interestondebt ...t i
Allowance for borrowed funds used during construction . .

Totaldebtexpenses .....coiiiiiiiiiiienniennnnn,
Costs recoverable from future billings to participants. ......

The accompanying notes ar¢ an integral part of these financial statements,

Year ended June 30, 1989
Southern
Palo Transmission Hoover Year ended
Verde System Uprating June 30,
Project Project Project Total 1988
$110,164 $2,760 $112,924 $ 88,358
$94,769 94,769 82,332
110,164 94,769 2,760 207,693 170,690
10,628 10,628 9,042
19,635 8,137 1,127 28,899 23,194
5,518 3,205 8,723 9,547
17,427 19,207 36,634 33,564
5,699 5,699 4,652
(520)
58,907 30,549 1,127 90,583 79,479
51,257 64,220 1,633 117,110 91,211
18,239 10,784 2,033 31,056 35,060
69,496 75,004 3,666 148,166 126,271
85,116 84,035 2,757 171,908 173,308
(16,699)
85,116 84,035 2,757 171,908 156,609
$(15,620) $(9,03D) $ 909 $(23,742) $(30,338)
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY

COMBINED STATEMENT OF CASH FLOWS
(In thousands)

Cash flows from operating activities:
Costs recoverable from future billings
toparticipants .. ..viiiiiiieeniienas
Adjustments to arrive at net cash
provided by operating activitics:
Depreciation .......cocoviiviniannn
Decommissioning ............cun..
Amortization of debtcosts...........

Changes in current assets and liabilities:

Interest receivable ...............
Accounts receivable .. ........ ...,
Materials and supplies ............
Otherassets . .vvveeenneernnneses
Accruedinterest. ........cuiunan
Accounts payable and accrued
CXPENSES s v vt veneenonnrnennns

Net cash provided by operating activities . . .

Cash flows from investing activities:
Payments for construction of facility ......
Advances for capacity of energy, net ......
Payments for feasibility study............
Purchases of investments . ..............
Proceeds from sale of investments ........
Refund from Intermountain Power Agency .

Net cash provided by (used for) investing
F1Te (307 1411

Cash flows from financing activities:
Proceeds from sale of refunding bonds ....
Payment for bond issue costs .........n..
Payment for defeasance of revenue bonds . .
Payment for principal of long-term debt. . ..
Proceeds from advances from participants. .

Net cash used for financing activities. .....

Net increase (decrease) in cash and cash
equivalents. .. ........cii i enns
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year . . ...
Supplemental disclosure of cash flow
information:

Cash paid during the year for interest
(net of amount capitalized)..............

The accompanying notes are an integral part of these financial statements,

Year ended June 30, 1989
Palo Southern Hoover Mead- Year ended
Verde Transmission Uprating Phoenix June 30, 1988
Project System Project  Project Project Total Total
$ (156200 $ (9,031) $ 909 $ (23,742) $ (30,338)
26,955 19,207 46,162 41,119
5,699 5,699 4,652
12,017 9,125 54 21,196 17,692
574 (319) (28) 227 1,900
(2,799) (547) (3,346) 4,751
(331 (331) (6,528)
15 15 (198)
(1,359) (1,352) (2,706) 119
(7,582) 1,767 7 (5,808) (1,994)
17,574 18,850 942 37,366 31,175
(7,781) (7,990) (15,771) (39,197)
(4,209) 4,209) (2,945)
$ (703) (703) (1,061)
(101,134) 61,515) (10,248) (4,818) (177,715) (285,881)
130,015 63,748 12,085 5,572 211,420 311,526
820
21,100 (5,757) 2,372) 51 13,022 (16,738)
185,200 156,050 341,250
4,325) 2,457) (6,782)
(180,827) (153,739) (334,566)
(13,095) (2,260) (14,048) (29,403)
14,048 14,048
(13,047) (2,4006) —_ (15,453)
25,627 10,687 (1,430) Sl 34,935 14,437
82,045 52,608 7,070 14 141,737 127,300
$ 107,672 $ 63,295 $ 5,640 S 65 $ 176,672 $ 141,737
$ 73,871 $ 72,906 $ 2,757 § — $ 149,534  $ 138,306
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
NOTES TO FINANCIAL STATEMENTS

NOTE A —Organization and purpose:
Southern California Public Power Authority (Authority), a
public entity organized under the laws of the State of Cali-
fornia, was formed by a Joint Powers Agreement dated as of
November 1, 1980 pursuant to the Joint Exercise of Powers Act
of the State of California. The Authority’s participant member-
ship consists of ten Southern California cities and one public
district of the State of California. The Authority was formed
for the purpose of planning, financing, developing, acquiring,
constructing, operating and maintaining projects for the gener-
ation and transmission of electric energy for sale to its partici-
pants. The Joint Powers Agreement has a term of fifty years.
The members have the following participation percentages
in the Authority’s interest in the four projects:

Southern

Palo Transmission  Hoover Mead-
Participant Verde System Uprating Phoenix
City of Los Angeles  67.0% 59.5% 61.2%
City of Anaheim 17.6 42.6% 15.0
City of Riverside 5.4 10.2 31.9 6.0
Imperial Irrigation

District 6.5

City of Vernon 4.9 3.0
City of Azusa 1.0 4.2 .6
City of Banning 1.0 2.1 .6
City of Colton 1.0 32 .6
City of Burbank 4.4 4.5 16.0 5.0
City of Glendale 4.4 2.3 5.0
City of Pasadena 4.4 5.9 3.0

100.0% 100.0% 100.0% 100.0%

Palo Verde Project— The Authority, pursuant to an assignment
agrecment dated as of August 14, 1981 with the Salt River Pro-
ject Agricultural Improvement and Power District, purchased
a 5.91% interest in the Palo Verde Nuclear Generating Station
(PVNGS), a 3,810 megawatt nuclear-fucled generating station
near Phoenix, Arizona, and a 6.55% share of the right to use
certain portions of the Arizona Nuclear Power Project Valley
Transmission System (collectively, the Palo Verde Project). As
of July 1, 1981, ten participants had entered into power sales
contracts with the Authority to purchase the Authority’s share
of PVNGS capacity and encrgy. Units 1, 2 and 3 of the Palo
Verde Project began commercial operation in January and
September 1986, and January 1988, respectively.

Southern Transmission System Project— The Authority,
pursuant to an agreement dated as of May 1, 1983 with the
Intermountain Power Agency (IPA), has agreed to make
payments-in-aid of construction to IPA to defray all the costs
of acquisition and construction of the Southern Transmission
System Project (STS), a transmission line which will provide
for the transmission of energy from the Intermountain Power
Project (IPP) in Utah to Southern California. The Authority
entered into an agreement also dated as of May 1, 1983 with six
of its participants pursuant to which each member assigned its
entitlement to capacity of STS to the Authority in return for the
Authority’s agreement to make payments-in-aid of construc-
tion to IPA, STS commenced commercial operations in July
1986. The Department of Water and Power of the City of Los
Angeles, a member of the Authority, has served as project
manager and operating agent of IPP.
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Hoover Uprating Project—The Authority and six participants
entered into an agreement dated as of March 1, 1986, pursuant
to which each participant assigned its entitlement to capacity
and associated firm energy to the Authority in return for the
Authority’s agreement to make advance payments to the United
States Bureau of Reclamation (USBRY) on behalf of such partici-
pants. Construction is scheduled for completion by September
1992. The Authority will have an 18.68 % interest in the con-
tingent capacity of the Hoover Uprating Project. Several
“uprated” generators of the Hoover Uprating Project com-
menced commercial operations during June 1987

Mead-Phoenix Project— The Authority has also studied the
feasibility of constructing the proposed Mead-Phoenix Project,
a transmission line from Arizona to Nevada. The Authority’s
present interest in the Mead-Phoenix Project is 9375%. The
feasibility study is substantially complete and present plans call
for the Authority to decide whether to continue with the project
in fiscal year 1990.

NOTE B—Summary of significant accounting policies:
The financial statements of the Authority are presented in con-
formity with generally accepted accounting principles, and
substantially in conformity with accounting principles pre-
scribed by the Federal Energy Regulatory Commission and the
California Public Utilitics Commission. The Authority is not
subject to regulations of such commissions.

Utility plant— All expenditures, including general administra-
tive and other overhead expenses, payments-in-aid of construc-
tion, interest net of related investment income, deferred cost
amortization and the fair value of test power generated and
delivered to the participants are capitalized as utility plant con-
struction work in progress until a facility begins commercial
operation,

The Authority’s share of costs associated with PVNGS is
included as utility plant. Depreciation expense is computed
using the straight-line method based on the estimated service
life of thirty-five years. Nuclear fuel is amortized and charged
to expense on the basis of actual thermal energy produced rela-
tive to total thermal energy expected to be produced over the
life of the fuel. Under the provisions of the Nuclear Waste
Policy Act of 1982, the Authority is charged one mill per
kilowatt-hour on its share of electricity produced by PVNGS.
The Authority records this charge as a current ycar expense.

The costs associated with STS are included as utility plant.
Depreciation expense is computed using the straight-line |
method based on the estimated service lives, principally |
thirty-five years. |

\

Advances for capacity and energy— Advance payments to
USBR for the uprating of the 17 generators at the Hoover
Power Plant are included in advances for capacity and energy.
These advances are being reduced by USBR billings to partici-
pants for encrgy and capacity.

Nuclear decommissioning— Decommissioning of PVNGS is
projected to start sometime after 2027. The Authority is provid-
ing for its share of the estimated future decommissioning costs




over the life of the nuclear power plant through annual charges
to expense.

A Nuclear Decommissioning Fund has been established.
The deposits to the fund plus the interest carnings on the fund
balances are expected to be sufficient to pay the Authority’s
share of the decommissioning costs.

Deferred costs— Deferred costs are shown net of accumulated
amortization. Unamortized debt issue costs, including the cost
of refunding, are amortized over the terms of the respective
issues. Other deferred costs are amortized generally over

five years.

Investments — Investments include United States Government
and governmental agency securities and repurchase agree-
ments which are collateralized by such sccurities. These
investments are stated at amortized cost, which in general is
not in excess of market. As discussed in Note C, all of the
investments are restricted as to their use.

Cash and cash equivalents — Cash and cash equivalents
include cash and all investments with maturitics less than
ninety days.

Revenues— Revenues consist of billings to participants for the
sales of electric energy and of transmission service in accord-
ance with the participation agreements. Generally, revenues
are fixed at a level to recover all operating and debt service
costs over the commercial life of the plant. (Sce Note F).

Debt expenses—Debt expenses include interest on debt, and
the amortization of bond discounts, debt issuc and refunding
costs.

NOTE C—Special funds:

The Bond Indentures for three of the four projects require the
following special funds to be established to account for the
Authority’s receipts and disbursements. The moneys and
investments held in these funds are restricted in use to the
purposes stipulated in the bond indentures. A summary of
these funds follows:

Fund Heldby Purpose

Construction Trustee To disburse funds for the acquisition and
construction of the Project

Debt Trustee To pay interest and principal related to the

Service Revenue Bonds

Revenue Trustee To initially receive all revenues and disburse
them to other funds

Operating  Trustee To pay operating expenses

Reserveand Trustee To pay capital improvements and make up

Contingency deficiencies in other funds and, in the case
of the Palo Verde Project, accumulate funds
for decommissioning

General Trustee To make up any deficicencies in other funds

Reserve

Advance Trustee To disburse funds for the cost of acquisition

Payments of capacity

Special funds, in thousands, were as follows:

June 30,
1989 1988
Carrying Carrying

Project Value Market Value Market
Palo Verde $219,980 $225,200 $223,808 $231,600
Southern

Transmission

System 180,557 180,400 171,784 171,100
Hoover Uprating 34,897 34,800 33,927 33,600
Mead-Phoenix 1,154 1,200 1,857 1,900

$436,588 $441,600 $431,376 $438,200

Palo Verde Project— The special funds required by the Bond
Indenture contain balances, in thousands, as follows:

June 30,
1989 1988
Construction Fund —
Initial Facilitics Account $ 49,415 $ 48,666
Debt Service Fund—
Debt Service Account 63,733 63,780
Debt Service Reserve Account 90,217 90,050
Bond Anticipation Note Fund 30 30
Revenue Fund 353 421
Operating Fund 5,644 11,155
Reserve and Contingency Fund 10,588 9,706
Total Special Funds $219,980 $223,808

Southern Transmission System Project— The special funds
required by the Bond Indenture contain balances, in thousands,
as follows:
June 30,
1989 1988

Construction Fund—

Initial Facilities Account $ 5,309 $ 10,310

Debt Service Fund—
Debt Service Account 43,548 41,086
Debt Service Reserve Account 88,948 89,079
Revenue Fund 1
Operating Fund 6,814 7,239
General Reserve Fund 15,777 3,908
Total Special Funds $160,396 S151,623

At June 30, 1989 and 1988, the Authority had non-interest
bearing advances outstanding to IPA of $20,161,000.

Hoover Uprating Project— The special funds required by the
Bond Indenture contain balances, in thousands, as follows:

June 30,

1989 1988
Advance Payments Fund $19,947  $23,244

Revenue Fund 7
Operating Working Capital Fund 400 340

Debt Service Fund —

Debt Service Account 710 714
Debt Service Reserve Account 3,615 3,620
Total Special Funds $24,679  §27,918

AtJune 30, 1989 and 1988, the Authority had non-interest
bearing advances to USBR of $10,218,000 and $6,009,000,
respectively.

Mead-Phoenix Project— At Junc 30, 1989 and 1988, the bal-
ance in the Development Fund was $1,154,000 and $1,857,000,
respectively, of which substantially all were invested in sccuri-
ties of the United States Government.




NOTE D—Long-term debt:

Palo Verde Project— To finance the purchase and construc-
tion of the Authority’s share of the Palo Verde Project, the
Authority issucd Power Project Revenue Bonds pursuant to the
Authority’s Indenture of Trust dated as of July 1, 1981 (Bond
Indenture), as amended and supplemented. Reference is made
to the Combined Schedule of Long-Term Debt at June 30, 1989
for details related to outstanding bonds.

The Bond Indenture provides that the Revenue Bonds shall
be special, limited obligations of the Authority payable solely
from and secured solely by (1) proceeds from the sale of
bonds; (2) all revenues, incomes, rents and receipts attribu-
table to the Palo Verde Project (see Note E) and interest on all
moneys or securities (other than in the Construction Fund)
held pursuant to the Bond Indenture; and (3) all funds estab-
lished by the Bond Indenture (excluding the Decommissioning
Account in the Reserve and Contingency Fund); subject to the
provisions of the Palo Verde Project Bond Indenture providing
for the application thereof.

All outstanding Power Project Revenue Term Bonds, at
the option of the Authority, are subject to redemption prior
to maturity.

The Bond Indenture requires mandatory sinking fund instal-
ments to be made beginning in fiscal year 1998 for the 1982
Series A Bonds, 1999 for the 1982 Serics B Bonds and the 1983
Series A Bonds, 2001 for the 1984 Series A Bonds and the 1985
Series A Bonds, 2003 for the 1986 Series A Bonds, the 1986
Scries B Bonds and the 1987 Series A Bonds and 2005 for the
1985 Series B Bonds and 1989 Serics A Bonds. Scheduled
principal maturities for the Palo Verde Project during the five
fiscal years following June 30, 1989 are $14,370,000 in 1990,
$15,255,000 in 1991, $16,325,000 in 1992, $17,530,000 in 1993
and $18,860,000 in 1994, The average interest rate on outstand-
ing debt during fiscal years 1989 and 1988 was 7.0% and 7.2 %,
respectively.

Southern Transmission System Project—To finance payments-
in-aid of construction to IPA for construction of STS, the
Authority issued Transmission Project Revenue Bonds pur-
suant to the Authority’s Indenture of Trust dated as of May 1,
1983 (Bond Indenture), as amended and supplemented. Refer-
ence is made to the Combined Schedule of Long-Term Debt
at June 30, 1989 for details related to the outstanding bonds.
The Bond Indenture provides that the Revenue Bonds shall
» be special, limited obligations of the Authority payable solely
from and secured solely by (1) proceeds from the sale of
bonds; (2) all revenues, incomes, rents and receipts attributable
to STS (see Note E) and interest on all moneys or securities
(other than in the Construction Fund) held pursuant to the
Bond Indenture; and (3) all funds established by the Bond
Indenture; subject to the provisions of the Bond Indenture
providing for the application thercof.

NOTE D—Long-term debt: (continued)

All outstanding Transmission Project Revenue Term Bonds,
at the option of the Authority, are subject to redemption prior
to maturity.

The Bond Indenture requires mandatory sinking fund instal-
ments to be made beginning in fiscal year 2000 for the 1984
Series A Bonds, 2001 for the 1984 Series B Bonds and the 1985
Series A Bonds, 2003 for the 1986 Series A Bonds, 2002 for
the 1986 Series B Bonds, and 2007 for the 1988 Serics A
Bonds. Scheduled principal maturities for STS during the five
fiscal years following June 30, 1989 are $5,825,000 in 1990,
$9,890,000 in 1991, $10,545,000 in 1992, $11,295,000 in 1993

and $12,100,000 in 1994. The average interest rate on outstand-
ing debt during fiscal years 1989 and 1988 was 74 % and 77 %,
respectively.

Hoover Uprating Project— To finance advance payments to
USBR for application to the costs of the Hoover Uprating Pro-
ject, the Authority issued Hydroelectric Power Project Reve-
nue Bonds pursuant to the Authority’s Indenture of Trust dated
as of March 1, 1986 (Bond Indenture). Reference is made to the
Combined Schedule of Long-Term Debt at June 30, 1989 for
details related to the outstanding bonds.

The Bond Indenture provides that the Revenue Bonds shall
be special, limited obligations of the Authority payable solely
from and secured solely by (I) the proceeds from the sale of the
bonds; (2) all revenues from sales of energy to participants (sce
Note E); (3) interest or other receipts derived from any moneys
or securities held pursuant to the Bond Indenture; and (4) all
funds established by the Indenture of Trust (except for the
Interim Advance Payments Account in the Advance Payment
Fund); subject to the provisions of the Bond Indenture provid-
ing for the application thereof,

All outstanding Hydroelectric Power Project Revenue Term
Bonds, at the option of the Authority, are subject to redemption
prior to maturity.

The Bond Indenture requires mandatory sinking fund instal-
ments to be made beginning in fiscal year 2002 for the 1986
Series A Bonds. The next scheduled principal maturity for the
Hoover Uprating Project is $490,000 in 1994. The average
interest rate on outstanding debt during fiscal years 1989 and
1988 was 80%.

The Authority estimates that the total financing requirements
for its interest in the Hoover Uprating Project will approximate
$34 million, substantially all of which will be expended for
payments for capacity and associated firm energy and the
acquisition of entitlements to capacity.

Mead-Phoenix Project— The Authority borrowed $14,148,000
to finance the feasibility study and development costs of the
Mead-Phoenix Project. During April 1988, the Authority
adopted a note retirement plan. The plan involved voluntary
payments by each participant of its proportionate share of
the liability with respect to the loan. During the year ended
June 30, 1989, the Authority received from the participants
$14,048,000 retiring all the notes but $100,000. These receipts
are shown as Advances from Participants. Authority man-
agement anticipates repaying these advances during fiscal
1991 or later.

Refunding bonds— During fiscal year 1989, the proceeds from
the sale of $295,005,000 of Power Project Refunding Bonds
were used to advance refund $187,635,000 of previously issued
bonds and the proceeds from the sale of $239,320,000 of
Transmission Project Revenue Bonds were issued to refund
$147,995,000 of previously issued bonds. In connection there-
with, the net proceeds of the refunding bonds have been
invested in securities of the United States Government, the
principal and interest from which will be sufficient to fund the
remaining principal, interest and call premium payments on
the refunded bonds until the stated first call dates of the respec-
tive issues. Accordingly, all amounts related to the refunded
bonds have been removed from the balance sheets and the

cost of refunding the debt is included in unamortized debt
expenses. At June 30, 1989 the aggregate amount of debt
considered to be extinguished was $2,210,680,000.
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NOTE E —Power sales and transmission service contracts:
The Authority has sold its entitlement to the output of the Palo
Verde Project pursuant to power sales contracts with ten parti-
cipants (see Note A). Under the terms of the contracts, the
participants are entitled to power output from the Palo Verde
Nuclear Generating Station and are obligated to make pay-
ments on a “take or pay” basis for their proportionate share of
operating and maintenance expenses and debt service on Power
Project Revenue Bonds and other debt, whether or not the Palo
Verde Project or any part thercof has been completed, is oper-
ating or operable, or its output is suspended, interfered with,
reduced or curtailed or terminated. The contracts expire in
2030 and, as long as any Power Project Revenue Bonds are
outstanding, cannot be terminated or amended in any manner
which will impair or adversely affect the rights of the
bondholders.

The Authority has entered into transmission service con-
tracts with six participants of STS (sce Note A). Under the
terms of the contracts, the participants are entitled to transmis-
sion service utilizing STS and arc obligated to make payments
on a “take or pay” basis for their proportionate share of opera-
ting and maintenance expenses and debt service on Transmis-
sion Project Revenue Bonds and other debt, whether or not
STS or any part thereof has been completed, is operating or
operable, or its service is suspended, interfered with, reduced
or curtailed or terminated. The contracts expire in 2027 and, as
A long as any Transmission Project Revenue Bonds are outstand-

ing, cannot be terminated or amended in any manner which
will impair or adversely affect the rights of the bondholders.
In March 1986, the Authority entered into power sales con-
tracts with six participants of the Hoover Uprating Project (see
Note A). Under the terms of the contracts, the participants are
entitled to capacity and associated firm energy of the Hoover
Uprating Project and are obligated to make payments on a
“take or pay” basis for their proportionate share of operating
and maintenance expenses and debt service whether or not the
Hoover Uprating Project or any part thereof has been com-
pleted, is operating or is operable, or its service is suspended,
i interfered with, reduced or curtailed or terminated in whole or
| in part. The contracts expire in 2018 and, as long as the Hydro-
| electric Power Project Revenue Bonds are outstanding, cannot
be terminated or amended in any manner which will impair or
adversely affect the rights of the bondholders.

NOTE F —Costs recoverable from future billings
to participants:
Billings to participants are designed to recover “costs” as
defined by the power sales and transmission service agree-
ments. The billings are structured to systematically provide for
debt service requirements, operating funds and reserves in
accordance with these agreements. Those expenses, according
to generally accepted accounting principles (GAAP), which
are not included as “costs” are deferred to such periods as they
are intended to be recovered through billings.

Costs recoverable from future billings to participants are
comprised of the following:

June30, Fiscal 1989 June 30,
1988 Activity 1989
GAAP items not included in
billings to participants:
Depreciation of plant $ 63,521 $36,634 $100,155
Amortization of bond dis-
count, debt issuc costs,
and cost of refunding 20,845 53,796

32,951

Nuclear fuel amortization

and decommissioning 11,327 6,810 18,137

Interest expense 6,214 3) 6,211
Bond requirements included in
billings to participants:

Investment income,

opcerations and

maintenance, net (23,533) 6,731)  (30,267)
Cost of acquisition of

capacity—STS (11,750)  (11,750)
Reduction in debt

service duc to

excess construction 40,999 40,999
Principal repayments (15,355) (20,195)  (35,550)
Other (1,476) (1,868) (3,341)

$114,648 $23,742 $138,390

NOTE G — Commitments and contingencies:

As a participant in the PVNGS, the Authority could be subject
to assessment of retroactive insurance premium adjustments in
the event of a nuclear incident at the PVNGS or at any other
licensed reactor in the United States.

The Authority is involved in various legal actions. In the
opinion of management, the outcome of such litigation or
claims will not have a material cffect on the financial position
of the Authority or the respective separate projects.

SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
INDEX TO SUPPLEMENTAL FINANCIAL INFORMATION

Combined Schedule of Long-Term Debt at June 30, 1989

Palo Verde Project

Supplemental Balance Sheet at June 30, 1989 and 1988.

Supplemental Statement of Operations for the Years Ended
June 30, 1989 and 1988,

Supplemental Statement of Cash Flows for the Years Ended
June 30, 1989 and 1988.

Supplemental Schedule of Receipts and Disbursements in
Funds Required by the Bond Indenture for the Year Ended
June 30, 1989.

Southern Transmission System Project

Supplemental Balance Sheet at June 30, 1989 and 1988.

Supplemental Statement of Operations for the Years Ended
June 30, 1989 and 1988.

Supplemental Statement of Cash Flows for the Years Ended
June 30, 1989 and 1988.

Supplemental Schedule of Receipts and Disbursements in
Funds Required by the Bond Indenture for the Year Ended
June 30, 1989.

Hoover Uprating Project

Supplemental Balance Sheet at June 30, 1989 and 1988.

Supplemental Statement of Operations for the Years Ended
June 30, 1989 and 1988.

Supplemental Statement of Cash Flows for the Years Ended
June 30, 1989 and 1988.

Supplemental Schedule of Receipts and Disbursements in
Funds Required by the Bond Indenture for the Year Ended
June 30, 1989.

Mead-Phoenix Project

Supplemental Balance Sheet at June 30, 1989 and 1988.

Supplemental Statement of Cash Flows for the Years Ended
June 30, 1989 and 1988.

»
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED SCHEDULE OF LONG-TERM DEBT
AT JUNE 30, 1989

(In thousands) Effective
Date of Interest Mauurity on
Series Sale Rate July 1 Total
Palo Verde Project Revenue and Refunding Bonds . ... 1982A 8/13/82 10.9% 1989 t0 2017 $ 13,795
1982B 11/12/82 7.7% 1989 to 2017 37,115
1983A 4/ 8/83 8.8% 1989 10 2017 15,610
1984A 7/18/84 10.3% 1990 t0 2004 12,315
1985A 5/22/85 8.7% 1989 t0 2014 10,415
1985B 7/ 2185 9.1% 1989 t0 2017 38,465
1986A 3/13/86 8.2% 1989 to0 2015 79,050
1986B 12/16/86 7.2% 1989 t0 2017 353,675
1987A 2/11/87 6.9% 1989 t0 2017 348,955
1989A 2/15/89 7.2% 1989 t0 2015 295,005
1,204,400
Southern Transmission System
Project Revenue and Refunding Bonds ............. 1984A 2/ 9/84 9.3% 1990 to 2004 29,790
1984B 10/17/84 10.2% 1990 to 2000 11,610
1985A 8/15/85 8.9% 1989 to 2021 16,940
1986A 3/18/86 8.0% 1989 t0 2021 371,365
1986B 4/29/86 7.5% 1989 t0 2023 478,105
1988A 11/22/88 1.2% 1989 10 2015 239,320
1,147,130
Hoover Uprating Project Revenue Bonds ............. 1986A 8/13/86 8.1% 1993 t0 2017 34,435
Mead-Phoenix Bank Loan. ... v e ettt iiiteeennsnreeaaasrssranaanseetrrrereerrnnsesseseernnsss 100
Total Principal AMOUNt. . v v vt ettt ittt it eeertietssnnannnnenenssssseensesnsnonennnnnn 2,386,065
Less: Unamortized Bond Discount— .
Palo Verde Project Revenue and Refunding Bonds . ..o iiiinii ittt i it it ieenn e 146,490
Southern Transmission System
Project Revenuc and Refunding Bonds. . ... cccuiiiiiitiiintnerernerraaereneasansstseessnsessanns 126,862
Hoover Uprating Power Project
] T & 10 T¢It 139
Total Unamortized Bond Discount ... ... o ittt iiiiiiiiieeennnannnsraaassnnaaaasnannnnns 273,491
Total Long-Term Debt
Less Unamortized Bond DiscoUnt. . .. ..ot ittt ii ittt iiieiineetronetronrsoenssnnasssnnes 2,112,574
Long-Term Debt Due Within One Year . ... .o ottt ittt ittt ettt et tertteensseaannnsenenes 20,195
Bonds which have been refunded are excluded from this schedule, w
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY

PALO VERDE PROJECT
SUPPLEMENTAL BALANCE SHEET
(In thousands)
June 30,
1989 1988
ASSETS
Utility plant
PrOdUCH ON . o v vttt et tss st eersaonsasacsssoensatasanessasnansnsansssnrassassonns $ 600,778 $ 600,458
TrANSIMISSION « ¢ v v v v v ee e eaeeeanensusassossssnssronassssasssanensssnsessnansns 6,008 5,988
€711 1 PP 186 81
606,972 606,527
Less— Accumulated depreciation. . v oo vveviiseneniiriaiiraenssintaireasrsseanaannns 56,180 34,224
‘ 550,792 572,303
Construction WOrK in Progress «...vvu v e iniieeereearnantaaarsesrsensassessassannns 3,569 2,028
Nuclear fuel, at amortized COSt . . v v v vvereenreentinassrnasssoasesssesssonaersanss 26,428 31,330
Netutility plant ... ..ovvttterii ittt iett st ieetssennensasinesssansstranssens 580,789 605,661
Special funds
£ 1] 111111 - S 110,678 139,559
Interest reCeivable . v v vttt ienr s tanaessentannsensnssansassesansnsranssasonanns 1,630 2,204
Cashandcashequivalents. .. ..covviiiiiiieniieenrstanserarerssesissaranssanannaas 107,672 82,045
219,980 223,808
ACCOUNtS TECCIVADIC .. i i vvt ittt ittt ieatsas it tennsentaan st attan i et aannnn 3,635 836
Materials and SUPPIES ... .viinniiinniiiniieessasasastreasttessetinsiionsanannnns 6,859 6,528
Costs recoverable from future billings to participants ........ccvvieiiiiiiiieiinererranans 58,587 42,967
Deferred costs
Unamortized debt expenses, less accumulated amortization of
$24,106 and $18,643in1989and 1988 ... i vi vt iiii it ittt 228,150 210,841
Otherdeferred COSIS .. vvvvtuneuassreonnnsestorsranasssessesersssesssarsensaraans 864 1,309
229,014 212,150
$1,098,864 $1,091,950
LIABILITIES
0T 1T Tty 1+ s () o $1,043,540 $1,028,965
Current liabilities
Long-termdebtduc withinone year . . ... ovviiiiiiiiiiineiinsnannsnssestoersrrennsas 14,370 13,095
e 4 1 I 1303 ¢ S 36,219 37,573
Accounts payable and accrued €Xpenses . .o v vttt ittt i et i e e e a e 4,735 12,317
55,324 62,985’
Commitments and CONtINGCNCIES . ... vvvransrraesreassatsssestsessoasserasarsssasnss
$1,098,864 $1,091,950
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
PALO VERDE PROJECT

SUPPLEMENTAL STATEMENT OF OPERATIONS

(In thousands)

Operating revenues
R T 1Ty T T
Operating expenses
L LT T
LT o T T
BT 1

Pl MCOMIC . . ot ittt ittt ettt rae ettt aaeeneeenesnnesnesnnrencsnneenes
L d T T T

Income before debt eXpenses. .o vv vt ettt iiie ittt ittt ittt

Debt expenses
Interestondebt. . ..o i i i e

SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
PALO VERDE PROJECT

SUPPLEMENTAL STATEMENT OF CASH FLOWS

(In thousands)

Cash flows from operating activities:
Costs recoverable from future billings to participants. . . ... ovviie i i i iiennennnann.
Adjustments to arrive at net cash provided by operating activities:
T o £ 10 £
DeCOMMISSIONING & v v vttt ittt teittnnnaeensnnnnnnaneeeessnunnnssesossnnnesss
AmOrtization 0f debt COSS. . o v v v ittt ietiaeeianierirriaeerineeranaeennnses
Changes in current assets and liabilities:
(e o L )

Materials and SUPPIIES . o .o ov ettt i e e it e i e eas
LT

Net cash provided by operating activitics ... .ovveeineeiinaiirinnireanrnnnseennnssnnes
Cash flows from investing activities:

Payments for construction of facility. . .. cvvviiiriiiii ittt it it e,

Purchases Of NSNS, . oo v ittt ii ittt i iie e ieinerennseneneersnnnranneennns

Net cash provided by investing activities. . ..ottt iieiii it iiieerrrrennnereens

Cash flows from financing activities:
Proceeds from sale of refunding bonds . .. ......vv ittt ittt ittt ittt
Payment for bond iSsUe COSES. . o vt tttttitnrt it iteeienereeerrannnnsrrsesnnnnerenns
Payment for defeasance of revenue bonds. .. ... vt i et e e i e e
Payment for principal of long-termdebt. .......viiii it i i i i i e,

Net cash used for financing actiVItIES .. v.viet et innen et i i tsieinrseerannnnnsss

Netincreascin cashand cashequivalents . . ....coiiiii ittt i iieinnsrsnnnnnns
Cash and cash equivalents at beginning of year .. .. ..ottt ittt iiiivreerrrennnns

Cash and cashequivalents atend Of year .. .....ivii ittt ittt ieeanneeernseenennes

Supplemental disclosure of cash flow information: . ...........c ittt i,
Cash paid during the year for interest (net of amount capitalized) . .. ......ovvvviinienenrennnn.

Year ended June 30,
1989 1988
$110,164 $ 85,828
10,628 9,042
19,635 13,313
5,518 6,388
17,427 13,589
5,699 4,652
(520)
58,907 46,464
51,257 39,364
18,239 11,072
69,496 50,436
85,116 84,033
(16,699)
85,116 67,334
$(15,620) $(16,898)
Year ended June 30,
1989 1988
$ (15,620) $ (16,898)
26,955 21,144
5,699 4,652
12,017 10,818
574 451
(2,799) 2,023
(331) (6,528)
15 (198)
(1,354) 119
(7,582) (1,952)
17,574 12,729
7,781) (13,890)
(101,139 (141,956)

130,015 160,638
21,100 4,792

185,200
4,325)

(180,827)

(13,095)

(13,047) —
25,627 17,521
82,045 64,524

$ 107,672 S 82,045
$ 73,871 S 58,328




SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY

PALO VERDE PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS REQUIRED BY THE BOND INDENTURE

Year Ended June 30, 1989

(In thousands)
Construction
Fund Initial  Debt Bond Reserve &
Facilities Service Anticipation Revenue Operating Contingency
Account Fund Note Fund  Fund Fund Fund Total
Balance atJunc 30,1988 ............. $47,767  $154,374  $29 $ 418 $11,057 §$ 9,683  $223,328
Additions
Bond and note proceeds ...... .o 2,250 92) 2,158
Investment arnings ... cvvvveenrsns 4,384 13,069 2 164 854 846 19,319
Transfer of investment earnings. .. ... 6 (13,554) ) 15,241 8549 839) )
Revenue from powersales ......o0.s 101,670 101,670
Distribution of revenues. ........... 84,835 (113,902) 25,106 3,961
Otherincome .......ocvvviinennns 10 76 86
Transfer for interest payment........ 102,906 102,906
Transfer of investments ............ 672 3,259 (2,844) (1,087)
Miscellaneous transfers ............ (1,090) 661 _ (398) 605 221 )
Total o vveeeii it i 6,232 191,084 _— 69) 24,700 4,189 226,136
Deductions
Construction expenditures . ......... 2,621 2,506 5,127
Operating expenditures ............ 22,333 776 23,109
Fuelcost.....oovvrernninennannne 5,678 5,678
Payment of principal .............. 13,095 13,095
Interestpaid ....oovnvveeennnnnnn 177,667 177,667
Property taX «.oovvvvennnrvivennna 76 1,995 2,071
Financing costs.....ovveveriinennn 2,208 2,208
Interest paid on investment purchases . 263 273 115 10 661
Premium paid on investment
purchases .....ovieveiaiinanens 3 3
Loss on salc of investment . ......... _ 7 7
g 0] ) 5,171 191,035 _— — 30,121 3,299 229,626
Balance at June 30,1989 ............. $48,828  $154,423  $29 $ 349 $5,636 $10,573  $219,838

This schedule summarizes the receipts and disbursements in funds required under the bond indenture and has been prepared
from the trust statements. The balances in the funds consist of cash and investments at original cost. These balances do not include
accrued interest receivable of $1,630 and $2,204 at June 30, 1989 and 1988, nor do they include total amortized net investment

premiums of $1,488 and $1,724 at June 30, 1989 and 1988.

26




SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
SOUTHERN TRANSMISSION SYSTEM PROJECT
SUPPLEMENTAL BALANCE SHEET
(In thousands)
June 30,
1989 1988

Utility plant :
Transmission 661,255 656,773
General 18,857 18,724

680,112 675,497

Less— Accumulated depreciation 57,272 38,064
622,840 637,433

Construction work in progress 4,287 912
Net utility plant 627,127 638,345

Special funds
Investments 95,927 98,160
Advance to Intermountain Power Agency 20,161 20,161

Interest receivable 1,174 855
63,295 52,608

180,557 171,784
Accounts receivable 547
Costs recoverable from future billings to participants 80,807 71,776

Deferred costs
Unamortized debt expenses, less accumulated amortization of
$21,539 and $16,910 in 1989 and 1988 174,258 161,546

$1,063,296 $1,043,451

Long-term debt $1,014,443 S 998,578

Current liabilities
Long-term debt due within one year 5,825 2,260
Accrued interest 37,259 38,611
5,769 4,002

48,853 44,873

$1,063,296 $1,043,451

SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
SOUTHERN TRANSMISSION SYSTEM PROJECT
SUPPLEMENTAL STATEMENT OF OPERATIONS
(Inthousands)
Year ended June 30,
1989 1988

Operating revenues
Sales of transmission services $ 82,332

Operating expenses
Other operation 8,750
Maintenance 3,159
Depreciation 19,975

Total operating expenses 31,884

Operating income 50,448
Investment income 19,996

Income before debt expenses , 70,444

Debt expense
Interest on debt 83,979

Costs recoverable from future billings to participants $(13,535)




SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
SOUTHERN TRANSMISSION SYSTEM PROJECT
SUPPLEMENTAL STATEMENT OF CASH FLOWS

(In thousands)

Cash flows from operating activities:
Costs recoverable from future billings to participants. . .....covvi i iiiaiiiniciei i
Adjustments to arrive at net cash provided by operating activities:
DT 13 (e T 114 1
Amortization of debt COStS. . .. v v ettt i i e e e e
Changes in current assets and liabilities:
: INterestreceivable & ouvviuiiiein e erennes v eatanannsrtreetaannnsanrerasstsnas
}; Accounts receivable . . .. v ittt i i e et e s e
| ACCrUEd INtEIESt . oo v v s ieeiise e niransreetraentaasttttatatassrerartrennans
‘ Accounts payable and accrued eXpenses ... v vttt it e et

Net cash provided by operating activities . . ..o v ie i i

Cash flows from investing activities:
Payments for construction of facility. . ... oo v eie it i e
. Purchases Of INVESIMENLS. ¢« e vv et teeteesenenasrnssansoansassasssassssrsanssarsaanons
Proceeds from sale of inVeStMeENts ... vvuviiiriiiiiiniienrenriasenteransraesasetanssnns
Refund from Intermountain POWer AGenCY. .« v vuve v rrrieisieenrreansonsnssaarseresnsans

Net cash used for investingactivities . . ....oooii ittt it iiiiieiianieninnnnss

| Cash flows from financing activities:

‘ Proceeds from sale of refunding bonds. . ... ovvviiin i ittt i e e
Payment for bond iSSUE COSES. . o v v vvviiiniiiiieniaenauiaannsstensitaseeinesraasansasnns
i Payment for defeasance of revenue bonds. ..o v viiiiiiiiianniiiiiiiiie i
| Payment for principal of long-termdebt. ... ... ... iiiiii i i s i e

Net cash used for financing activities. .. ..o vvvieniienteiiatiiiineereaneannanans

Net increase (decrease) in cash and cashequivalents . ......cooieriiiiiiiniiiieniinan,
Cash and cash equivalents at beginning of year ... o.iiiiii ittt ittt i

Cash and cash equivalentsatend of year ... ....ovrerniiiniiiiiiieiiiererreercanncnseanans

Supplemental disclosure of cash flow information: ........ccoiiiiiiiiiiii i
Cash paid during the year for interest (net of amount capitalized) . ........covvein i anaia,

Year ended June 30,
1989 1988
$ (9,031) $ (13,535)
19,207 19,975

9,125 6,820

(319) 2,113 °

(547) 2,662
(1,352)

1,767 774
18,850 18,809
(7,990) (25,307)
61,515) (133,287)
63,748 133,657

820

(5,757) (24,117)

156,050
2,457)
(153,739)

(2,260)

(2,406) —
10,687 (5,308)
52,608 57,916

$ 63,295 $ 52,608
$ 72,906 $ 77,221




SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
SOUTHERN TRANSMISSION SYSTEM PROJECT
SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS REQUIRED BY THE BOND INDENTURE

Year Ended June 30, 1989

(In thousands)
Construction
Fund-Initial ~ Debt General
Facilities Service Revenue Operating Reserve
Account Fund Fund Fund Fund Total
. BalanccatJune30,1988.................... $10,096  $129,132 § — $ 7,230  $ 3,834  $150,292
Additions
Bond and note interest received. .. ... v v 518 518
Investmentearnings. . ..oveveviiiannnnann 910 8,835 241 570 587 11,143
Revenue from transmissionsales. . .......... 94,534 94,534
Transferof investments . .. ....covvenvenn.. 1,788 “12) (876)
Transfer of investment earnings ............ (8,684) 9,740 (522) (534)
Transferoffunds ...............ccennns, (1,863) (3,893) (5,756)
Distributionofrevenue .. ...........ove... 79,102 (103,603) 11,816 12,685
Transfer for interest payment. .............. 91,578 91,578
Otherreceipts «..vvveeiriirnnnnnnnnnnns. 2,393 2,393
L 1Y 1,440 169,244 — 11,864 11,862 194,410
Deductions
Payments-in-aid of construction ............ 6,192 6,192
Operating expenditures .. ......ooonaa... 12,306 12,306
Principalpayment . ........c.cccieiennn... 2,260 2,260
Interestpaid............cccoiiiiinn., 164,484 164,484
Interest paid on investment purchases........ 31 153 48 62 294
Premium paid on investment purchases ...... 11 2 3 16
L 6,234 166,899 — 12,354 65 185,552
BalanceatJune30,1989.........cccvivinnn. $ 5,302 $131,477 $ - $ 6,740 $15,631 $159,150

This schedule summarizes the receipts and disbursements in funds required under the bond indenture and has been prepared
from the trust statements. The balances in the funds consist of cash and investments at original cost. These balances do not include
accrued interest receivable of $1,174 and $855 at June 30, 1989 and 1988, nor do they include total amortized net investment
discounts of $72 and $477 at June 30, 1989 and 1988.

SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
HOOVER UPRATING PROJECT
SUPPLEMENTAL BALANCE SHEET

(In thousands)
June 30,
1989 1988
ASSETS
Special funds
IV S MICIES o vt s vt e e e eeeaee s tutee s e ennnssnneennnsennesnsonessnernnneecaneennnes $18,747 $20,584
Advances for capacity and energy, NCt. . ..o ottt ittt i 10,218 6,009
Interestreceivable ..o et i i e et i it 292 264
Cashand cash equivalents . ....vvviiiiii ittt iiitenaaaeeeeennnnetrsesennnnnsonannnnnns 5,640 7,070
34,897 33,927
Billings to participants in excess of costs recoverable . . ...ttt it ittt i i it e (1,004) (95)
Deferred costs
Unamortized debt expenses, less accumulated amortization of $155 and $102 in 1989 and 1988........ 1,107 1,159
$35,000 $34,991
LIABILITIES
Long-termdebt . . ... e s e ettt e et eeea e aeeeraaeaee et e $34,296 $34,294

Current liabilities

ACCTUCH IOt . o i vttt e e eoesoosansaneeeenusassansessansassnnensssnsenssnssnssnss 689 689




SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
HOOVER UPRATING PROJECT

SUPPLEMENTAL STATEMENT OF OPERATIONS

(In thousands)

Operating revenues

Sales Of €leCtIIC ENeIZY v vt iiini it iiieieniseerasonncassosssrsasannsnsssosasansasnanns

Operating expenscs

Capacity Charges .. ineeiiinnseennasonasnsesenesronssassstansssssansannansssnnes
ENergY Charges. . .ot vn i iieiaennnnenaaaneanaaaaeanaasssssasssassanssnssannananssnes
OthCT OPEIALION . . ..t eiusennnsssesasssasonmnesssesaetssssstassssssetsancanannnes

Total OPerating CXPENSES . « « v vt vvvvetsensrensanssosnnsasnannnontesserresisessennanns

OperaliNg iNMCOME. « ¢ v vt vttt iiinaaaerssaasnessannasssissssassessastessessoseronanns
INVEStMENE INCOMIE. « « o ittt teestieeansenroseennreaseannsaesnassnonsestsssassonasnssonnnas

Income before debt eXPenses .. vuvee e r o ciiiierreiareanisesrartatnecsessnsissaranne

Debt expense

T L] Ao 1 o] T
Billings to participants in excess of costs recoverable . . ..o cciiii i i e

SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
HOOVER UPRATING PROJECT

SUPPLEMENTAL STATEMENT OF CASH FLOWS

(In thousands)

Cash flows from operating activities:
Billings to participants in excess of costsrecoverable. ... coeieii ittt iii i
Adjustments to arrive at net cash provided by (used for) operating activities:
Amortization of debt COStS. .o . i vt ii it e et it e it it a e e e
Changes in current assets and liabilities:
Interest receivable . ... .o ittt i it it e s ee e
ACCOUNtS TECEIVAbIE . . .. ittt i i i s e sttt s e
Accounts payable and accrued €XPENSES .. ...vvrtiiaiseare s itiitotetsen et

Net cash provided by (used for) operating activities. . ..o vvvvveenienn ittty

Cash flows from investing activities:
Advances for capacity and €nergy, NCt .. ..o trrnrainnerressttatassasssserencasnoas
Purchases Of INVESIMENLS. o v v ve st iee s icesennrnasesansonsasssasoanranasasannssnsens
Proceeds from sale of investments . ......ciitieiieinreintoeraertostassnossassonsransss

Net (decrease) increase in cash and cashequivalents . ... .. o et e,
Cash and cash equivalents at beginning of year ... ciiieein ottt

Cash and cash equivalentsatend of Year . ....o.uiiiiiieiieaniiiiienerr s iissranssiiiennan

Supplemental disclosure of cash flow information: ..........cciiiiiiiiiiii i
Cash paid during the year for interest (net of amount capitalized) . .. ... oov i iiiiinn e,

30

Year ended June 30,
1989 1988
.. $2,760 $2,530
- 391 235
.- 596 652
.o 140 244
‘e 1,127 1,131
.. 1,633 1,399
. 2,033 3,992
.. 3,666 5,391
e 2,757 5,296
.. $ 909 S 95
Year ended June 30,
1989 1988

$ 909 $ 95

54 54
(28) 238
66
7 (816)
942 (363)
(4,209) (2,945)
(10,248) (6,159)
12,085 11,685

(2,372) 2,581

(1,430) 2,218 -

7,070 4,852
$ 5,640 $ 7,070

$ 2,757 $ 2,757




SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
HOOVER UPRATING PROJECT
SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS REQUIRED BY THE BOND INDENTURE

Year Ended June 30, 1989

(In thousands)
Interim Operating Debt
Advance Advance Working ~ Debt Service
Payments Payments Revenue Capital  Service Reserve
Fund Fund Fund Fund Account Account Total
BalanccatJune30,1988. .....c.0viviinennnnnn $19,754 $4,081 S — $340 $ 714 83,624  $28,513
Additions
Investmentearnings ......c.ovvvviernieninans 1,758 204 3 37 46 295 2,343
Transfer of investment earnings .............. 518 204) 3) 30 46) (295)
R 2,760 2,760
Transfer of salesreceipts. .. ....oovvieanan, (2,753) 2,753
Transferof investments. . .......ovvivvenenn. 4,699) 4,699
Miscellancous transfers. . .. ... .oveeennnnn.t, 3,258 (3,258)
Total. ..o it i i e e 835 1,441 7 67 2,753 — 5,103
Deductions
Advances for capacity and energy. . .........u 5,195 5,195
Administrative expenditures. .. ... .ooieu i 135 135
Interestpaid. ....covvviiniiiniinieniinen. 2,757 2,757
Interest paid on investment purchases.......... 20 7 27
Premium paid on investment purchases ........ 425 425
L 1 580 5,195 — 7 2,757 — 8,539
Balance atJune 30, 1989.........cccovenin.t, $20,009 $ 327 § 7 $400 $ 710 83,624  $25,077

This schedule summarizes the receipts and disbursements in funds required under the bond indenture and has been prepared
from the trust statements. The balances in the funds consist of cash and investments at original cost. These balances do not include
accrucd interest rececivable of $292 and $264 at June 30, 1989 and 1988, nor do they include total amortized net investment
premiums of $690 and $858 at June 30, 1989 and 1988.

SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY

MEAD-PHOENIX PROJECT
SUPPLEMENTAL BALANCE SHEET
(In thousands)
June 30,
1989 1988
ASSETS
Utility plant
ConStruCtion WOTK i1 PrOGICSS . v vttt ittt ettt etss ittt as sttt testnnasnnrensnsnrenannns $12,999 $12,600
Special funds
B { (8T €01 1 1,089 1,843
Cashandcashequivalents ... .vvviii it iiininriiiaaaasrisesosssttoosassssnnsenrannaenens 65 14
1,154 1,857
* Deferred charges
Unamortized debt expenses, less accumulated amortization of $563 and $509 in 1989 and 1988....... 54
$14,153 $14,511
LIABILITIES
00 1 ¢ 11 T 1 o $ 100 $ 100
Current liabilitics
Long-termdebt due withinone year .......iciiiiiiiiiiiiiinetoentinnsrsnsesrsecssnsssaas 14,048
ACCIUCA MICICSE - - - ittt sttt iittsseenaananessssessssreennsssennssanensensssssnenes 1 351
Accounts payable and acCrUCA EXPCNSES + v v vviur v enssnesrerennsaserrannsnsnreesnnsassenns 4 12
5 14,411
Advances from PartiCiPants. « . v i iiii it e i e et et e e, 14,048
Commitments and CONtINZENCICS . v v v vvetrnveriner st tesnrraasrrssrsassssrssressnrssaens

$14,153 $14,511




SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
MEAD-PHOENIX PROJECT

SUPPLEMENTAL STATEMENT OF CASH FLOWS

(In thousands)

Cash flows from investing activities:
Payments for feasibility study . . ... . oot s e
Purchases Of INVESIMENS. v« vvvn s ieenstassanaosesnssansaassasrnassnsassastsasanasserns
Proceeds from sale of INVESIMENLS ... vvvitiirneniiiit it ianasesanssaassestsesnnsnensas

Net cash provided by investing activities. . oo v viiiiiiniiiieinnieeiieiainenicnnnensnnns

Cash flows from financing activities:
Paymentoflong-termdebt ... o ivn i i ittt e et
Proceeds from advances from participants .. ......ciciii ittt e e N

Net cash provided by financing activities .........vvuiiiiiiiiiiiiiiiiieenenreriianaanses

Netincrease incashand cashequivalents . ... ..o v vt it e cnianes
Cash and cash equivalents at beginningof year ... i it iiiiiiiiiieisrenraiiianaaass

Cash and cash equivalentsatend of year .......coeiiieiiirereniteererrennrencannnnnaananses

Supplemental disclosure of cash flow information: .........c.cociiiiiiiniiiii i
Cash paid during the year for interest (net of amount capitalized) . .........covveiii il

32
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Year ended June 30,
1989 1988
— s —
(703) (1,061)
(4,818) “4,479) °
5,572 5,546
51 6
(14,048)
14,048
51 6
14 8
65 $ 14
— $ -
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PUBLIC SERVICE

X

Technical assistance from the Los Angeles Depart-

i
E ment of Water and Power played a meaningful role in
I rebuilding two communities struck by natural disaster
It ] in the autumn of 1989.
I .
z . .
i A team of 18 distribution workers and two superin-
n tendents flew to Puerto Rico on September 27 to help
i x
|1 . . . .
‘! with repairs on that island’s power system in the wake
W
‘ . of devastation from Hurricane Hugo. The crews worked
! . for two weeks under the direction of the Puerto Rico
‘ . Electric Power Authority.
! ‘ Three weeks later, the DWP dispatched two giant cir-
|
‘ ‘ cuit breakers via truck to Santa Cruz, near the epicen-
1 ! ter of the 7.1 magnitude earthquake that shook much
r of the San Francisco Bay area on Oct. 17, helping to
N 4 ping
a
| .
i restore power o beleaguered residents.
i
} E‘ At the same time, a crew of water utility workers and
X
T an engineer-adviser were sent to a rural system outside
\‘ ‘!;
o of Santa Cruz to assist in getting that community’s
[
I water system back into operation.
] ] Both the Puerto Rico and Santa Cruz assistance efforts
-
I 1"
‘ i \ were carried out under cooperative agreements with
I utility industry councils.
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FROM THE BOARD OF WATER AND POWER COMMISSIONERS

[

We are pleased to present this 88th annual report of the Department of Water
and Power for the fiscal year 1988-89, reviewing 12 months of challenge and
achievement. The decade of the 1990s promises new challenges for the
public utility industry, which has undergone significant changes over the last
10 years. This report details the many ways the DWP is preparing to meet

those challenges.

As a financial and cultural capital on the Pacific Rim, Los Angeles depends
more than ever on ample supplies of quality water and reliable electrical power
to survive and prosper. Providing those resources, as well as encouraging water

conservation and energy efficiency, is a responsibility the DWP gladly accepts.

The job of providing water and clectric power to this large and diverse commu-
nity requires the dedication and commitment of thousands of people who make

up the DWP family. As always, we are in their debt.

Once again, we owe a large measure of our success to the support and leader-
ship of the Mayor and City Council, as well as the other elected City officials

and City departments.

Rick J. Caruso
President




COMPARATIVE HIGHLIGHTS

]

; Water ’ Power

; % Increase % Increase
Year ended June 30 1989 1988 (Decreasc) 1989 1988 (Decrease)
Service Gallons in hillions Kilowatt hours in billions

|

| Sales 208.1 203.6 2.2% 21.9 21.1 3.8%

|

‘ Customers — average number (thousands) 640.6 637.8 0.4% 1,325.3 1,304.6 1.6%

|

|
Financial In millions In millions

‘ Revenue™ 8§ 3067 & 259.7 18.1% $1,734.6  $1,588.1 9.2%
Operating costs™® 206.0 1724 19.5% 1,301.2 1L,191.7  9.2%

‘ Net income 42.3 34.4  23.0% 193.4 175.6  10.1%
Payments to City of Los Angeles 12.9 124 4.0% 78.5 702 11.8%
Capital expenditures 118.1 97.8° 20.8% 336.2 317.3°  6.0%
Net utility plant 1,202.0 1,114.7 7.8% 3,523.9 3,324.9 6.0%
Capitalization — equity and long-term debt 1,250.3 1,172.5  6.6% 3,626.1 3,444.7  5.3%

“Inecludes other income ~net

*Excluding depreciation expense

““Restated due to change in accounting method




WATER AND POWER DOLLAR

WATER REVENUE DOLLAR IN CENTS

1 Other
2 Fire Hydrant rentals

5 Governmental
37 Residential
55 Commercial and industrial

WATER EXPENDITURE DOLLAR IN CENTS
Y4
8

19

4 Paymentsto the City
8 Retirement Plan costs related to operations
12 Capital improvements
16 Debtservice costs
19 Purchased water and encergy
19 Other operating expenses
22 Operating salaries and wages

POWER REVENUE DOLLAR IN CENTS
2 3

/7 14

53

2 Street lighting
3 Other
14 Industrial
28 Residential
53 Commercial

POWER EXPENDITURE DOLLAR IN CENTS

s

4 Retirement Plan costs related to operations
5 Payments to the City
9 Debt service costs
11 Capital improvements
12 Operating salarics and wages —— —

13 Other operating expenses
. 15 Fuel p
31 Purchasedenergy
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INTRODUCTION t

“Accommodating our customers, large and small, will be the measure.of our. - ..

s

success in the 1990s,” says Norman E. Nichols, General Manager and Chief
Engineer of the Department of Water and Power. “We view the next decade

as a dress rehearsal for the 21st Century.”

These words capture the essence of

the utility sector’s New Age, an era in

which deregulation and competition will

forge profound changes in an industry™

long known for its predictability. 'I‘hréc .

strategic concepts underpin the DWP’s

response lo the new era:

® Increased efficiency and cost
containment.

® Realistic rate structures.

= Commitment to excellent service.

On the next several pages, this Annual

Report reviews some of the ways the

Department of Water and Power is pre-

paring for the challenges ahead. These

cxamples symbolize the new spirit of

- service shared by the DWP’s more than -

TN

T et

11,000 employees.

(

gy,






THE DEPARTMENT IN BRIEF

The Los Angeles Department of Water and Power supplies water and electricity
to the approximately 3.4 million residents of the nation’s seccond largest city. As
the largest municipally owned utility in the nation, DWP has more than 11,000
employecs serving a 465-square-mile arca ranging from the San Gabriel Moun-
tains to the Pacific Ocean. It began municipal distribution of water in 1902 and

electricity in 1916.

As a proprietary agency of the Los Angeles City government, the DWP receives
no tax support. Its operations are financed entirely by the sale of water and

clectricity. Revenue bonds are its main source of external financing.

The DWP is administered by the Board of Water and Power Commissioners,
whose five members are appointed by the Mayor and confirmed by the City
Council for terms of five years. The Board establishes water and electric rates,

subject to approval by the City Council.

DEPARTMENT OF WATER AND POWER

Norman E. Nichols
General Manager and Chief Engincer

Eldon A. Cotton
Assistant General Manager— Power

Duane L. Georgeson
Assistant General Manager— Water

Daniel W. Waters
Assistant General Manager— External and Organizational Services

Norman J. Powers
Chief Financial Officer
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DWP CUSTOMERS

Tomorrow’s most successful utilities will be those that provide the
highest quality service. To remain a leader in its industry, the DWP

 is putting new emphasis on this element of its business.

On the next several pages are four exam-

ples. As these case studies show, innova-

tion and flexibility lie at the heart of a

good service-oriented operation — finding

new ways to do the job better...

® In Northridge, a DWP account execu-
tive smooths the way for a major cus-
tomer’s future expansion.

® In Eastern Los Angeles, another DWP
representative helps a large central
market keep its customers happy.

® Large customers near Griffith Park con-
sider a switch to reclaimed water.

® Home builders everywhere learn the

advantages of heat pumps.

In these and a thousand other ways, the
DWP is building a new service culture to

. greet the 21st Century.”
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DWP CUSTOMERS

With the emergence of the Pacific Rim as a major economic and cultural arena, Los Angeles
has become a gateway for hundreds of thousands of new arrivals — making it the most interna-
tionalized of all U.S. cities.

As the community has become multilingual and cross-cultural, Department of Water and
Power services have adapted accordingly — with bilingual phone and field personnel, with
customer materials now printed in several languages and training programs designed to
accommodate a varicty of ethnic and cultural backgrounds.

The influx of newcomers to Los Angeles has been accompanied by a rapid growth in ethnic
enterprise, with special utility service needs that can be complicated by language barriers. A
four-person bilingual team within the DWP’s Major Accounts Group works with managers of
Hispanic businesses like El Mercado, the bustling Hispanic marketplace in Eastern Los
Angeles. With more than 60 vendors doing a total annual business of over $10 million, itis a
major consumer of electricity and water, and as such warrants its own account executive from
the DWP’s Major Accounts Group.

“Any establishment this big needs special attention,” says Fred Herrera, the account execu-
tive for E1 Mercado. “Power reliability is critical for merchants who must keep their products
refrigerated. Water quality is essential for vendors serving the public. But there are hundreds
of other needs.” Herrera’s command of Spanish is an important adjunct to his technical exper-
tise. Although the general manager of El Mercado, Pedro Rosado, is also bilingual, many of
the employces there are proficient only in Spanish.

“Having someone available to us who knows our situation, knows the utility business and is
fluent in Spanish is a real benefit,” says Rosado, who has managed El Mercado for 12 years.

“In this case, I guess you could say the DWP speaks our language in more ways than one.”
8 ¥ y P guag y:

Philip Hengler Rudolph Harris
Line Patrol Mechanic Electrical Distribution

DWP Mechanic/DWP
i












DWP CUSTOMERS

A growing Los Angeles has traditionally solved its water needs through “supply-side”
measures — by importing from water-rich areas to the north and cast. As environmental
concerns intensify, however, the emphasis has shifted to “demand side” solutions.

Today, the DWP is looking toward the newest horizon in water resource management —
reclaiming and recycling “used” water for irrigation and for recharging the underground
water table.

Under joint programs of the City’s Department of Recreation and Parks and the Department
of Public Works, reclaimed water is already used to irrigate two Griffith Park golf courses,
and it will soon be watering 1,400 recreational acres in the Sepulveda Dam Basin. Now
the DWP hopes to find customers for this water in the private sector.

“Large water users are very interested in this opportunity,” says Steve Ott, an engineer/
planner for the Greenbelt Project of the DWP. “As supplies of fresh water get tighter, they
know deliveries of reclaimed water won't be cut off.”

A DWP marketing team under Saturo Matsuda has approached four closely clustered com-
panies with heavy irrigation needs (Forest Lawn and Mt. Sinai Memorial Parks, Lakeside
Country Club and Universal City) as prospects for the Greenbelt Reclamation Project.

“We're under a lot of pressure during drought periods,” says Jack Clough, Vice President
of Architecture and Engineering for the Forest Lawn Company, which has more than 100
acres of lawn to irrigate at its Hollywood Hills Memorial Park. “The Greenbelt Project may
be our answer.”

Matsuda’s marketing team has been working with Clough and his counterparts at the other
prospect firms for about six months. They hope to have an agreement by early 1990, and
reclaimed Greenbelt water could start flowing as early as the summer of 1990.

Matsuda sees this as a good start, but adds: “We're just scratching the surface.”

Richard Zubiate Rebeeea Rosenfeld
Senior Water Utility Assistant District Clerk
Worker/DWP DWP

12
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DWP CUSTOMERS

&»H
-

While no two DWP customers are exactly alike, all share one thing in common: When they
turn on an clectrical switch or water faucet, they expect something good to happen.

This expectation prompted the Department of Water and Power early in 1988 to institute
its Major Accounts Group (MAG), to serve the special needs of the DWP’s 1,500 largest
customers, for whom reliability of service is critical. These customers account for around
33 percent of DWP’s total power demand. .

Burgeoning California State University in Northridge, with a student population of 30,000
and growing, is an example of a majo;‘ DWP account. And in a couple of years CSUN wﬂl be
even bigger, thanks to an ambitious expansion program now under way.

New buildings inevitably mean new demands for water and power, and Susan Smith, a 17-
year DWP employee and the executive in charge of the CSUN account, is responsible for
secing that these needs are met. Though she handles many other major accounts (including
L.A. International Airport), CSUN has been getting the lion’s share of her time lately.

“Right now, their needs are pretty great,” says Smith, whose optimism is a major asset in
her work, “so this is where my priorities belong. These problems can’t wait.”

Among the needs CSUN has put before Smith are three new industrial stations, box car-size
units that DWP has been asked to install on the campus in the next 18 months. These unils
lower the voltage of incoming power to make it compatible with the university’s system.

It’s her responsibility to put the CSUN development team in touch with the right people at
DWP to get this done, then to follow through and make sure everything comes together.

“We're moving our project along generally on schedule,” says CSUN Director of Facilities

Planning, Steven C. Lohr. “Sue Smith is one of the people helping us keep it there.”

Richard Ito Regina Cato |
Electrical Conduit Electric Meter Setter |
Handlcr/DWP
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DWP CUSTOMERS .

Part of the new environment facing public utilitics in the 1990s is a stronger emphasis on
marketing the products and services they provide. The DWP has moved boldly into this
arena with its new Heat Pump Group.

Heat pumps, first introduced in the early 1950s, work on the same principle as room air
conditioners, which transfer warmth from the interior to the outdoors. But heat pumps work P
both directions, extracting warmth from outside air (even when it seems cold) to heat inside
spaces in winter, and reversing the process during hot weather.

Heat pumps have become more efficient in recent years, and their costs have gone down. As
a result, the DWP in 1987 began promoting their use as a substitute for conventional heating

. and cooling units, especially for small spaces. The program provides financial incentives
for builders and homeowners who equip new buildings, or retrofit old ones. Again, service
is the key.

“We have to make the builder or homeowner aware of the advantages over conventional
heating and air conditioning,” says Steve Matsuda, Director of the DWP Heat Pump Group.
“People like their flexibility, convenience and clean operation.” So far, the DWP has paid out
more than §4 million in incentives to contractors for installing some 25,000 units in the
DWP service area.

“The program has done wonders for DWP in the marketplace,” says Dan S. Palmer, a
partner in G.H. Palmer Associates, a Brentwood development company that installed heat
pumpsin a 760-unit project completed in 1989, “The DWP really pulled with us. We're
very pleased.”

So, evidently, are other people. The program has been steadily accelerating since its incep-
tion, to the extent that sales during the second quarter of 1989 exceeded sales for the entire

first year of the program.

Barry Jones Linda Sawlsville
Electrical Conduit Senior Clerk Typist a
Mecchanic/DWP Dwp
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OPERATIONS OVERVIEW

Another year of below-average precipitation in Southern California, the watersheds of the Colorado and
Sacramento Rivers and Eastern Sierra Nevada gave new urgency to conservation efforts by the Depart-
ment of Water and Power in 1988-89. |

The third shortfall in Sierra snowmelt in as many years lowered water deliveries from the Los Angeles
Aqueduct to 70 percent of the 20-year average. Electrical production from the Aqueduct was down 21
percent from the previous year. Colorado River water and power production were also lower.

These reductions were made up through additional purchases of water from the Metropolitan Water Dis-
trict and of electrical power from out-of-state generating facilities. These purchases resulted in higher costs
that had to be passed on to DWP customers.

In all, the DWP Water System supplied approximately 208.1 billion gallons to some 640,572 customers
in 1988-89, compared with 203.6 billion gallons and 637,793 customers in the previous year. The record
year for water use was 1986-87, when the DWP sold more than 210 billion gallons.

The Power System in fiscal 1988-89 sold 21.9 thousand gigawatt-hours of electricity to around 1,325,300
customers (both new highs), compared with 21.1 thousand gigawatt-hours and 1,305,000 customers in
1987-88.

In February 1989, Norman E. Nichols was confirmed as General Manager and Chief Engineer, replacing
Paul H. Lane, who retired after 40 years’ service. Mr. Nichols’ replacement as Assistant General Manager—

Power is Eldon A. Cotton.

WATER SYSTEM HIGHLIGHTS
Major developments occurred this year in two long-standing legal issues surrounding DWP water rights in
the Owens Valley and at Mono Lake. The Inyo County Board of Supervisors and the DWP Board have given
preliminary approval to an environmental protection plan that clears the way for implementing a long-term
Owens Valley underground water management plan.

An El Dorado County superior court granted a petition for a preliminary injunction sought by the National
Audubon Society and Mono Lake Committee. The injunction granted through March 3, 1990, halis DWP
diversions of water from the Mono Basin until the water level at Mono Lake rises to 6,377 feet.

Replacing the water the City will lose from this injunction, along with lost electricity generated by Mono
Basin runoff, will require increased water imports from the Sacramento Delta and will cost Los Angeles
consumers around $15 million annually.

Improvements in water quality continued last year, with the new Los Angeles Aqueduct Filtration Plant
discharging water with average turbidity more than 500 percent better than state standards. More than two-
thirds of the City’s total water demand goes through this plant. Levels of trichloroethylene in San Fernando
Valley groundwater also showed improvement in 1988-89, falling to a level nearly five times better than
regulatory requirement.

24



G

bl -




OPERATIONS OVERVIEW

Work has begun on environmental impact studies in connection with improving water quality at ten open

reservoirs in the City to help meet expected tighter federal and state standards. Planned improvements at

several of the reservoirs have met with local community resistance, and legislation to restrict such an action

was passed by the state legislature but vetoed by the Governor.

More than $30 million was invested last year in improvements to some 95 miles of the DWP’s vast

underground water delivery system (infrastructure). This work consisted of cement-lining 65 miles of small

distribution mains and replacing over 30 miles of deteriorated mains to improve water quality and public

fire protection.

Design of the Greenbelt Project, which will distribute reclaimed water for irrigation by large private cus-

tomers around Griffith Park, moved toward completion in 1989-90 (see page 12).

Over a million low-flow shower heads and toilet tank water bags have been distributed free to homeowners

in the DWP’s continuing efforts at encouraging water conservation.

Meanwhile, Phase I of the City’s water conservation ordinance, which restricts use of water for such pur-

poses as driveway and sidewalk cleaning, remains in effect. Beginning July 1989 a 10 percent surcharge

will apply to commercial and industrial customers who fail to comply with the City’s sewer flow reduction

ordinance.

A new $2 million aeration tower for treating ground water from DWP wells in the San Fernando Valley was

completed in March 1989. The facility employs new technology developed jointly by the DWP and UCLA.

The average water bill in Los Angeles increased around $2.35 per month in 1988-89 because of higher

costs of purchased water and a 9.2 percent revenue increase that became effective in October 1988.

WATER SYSTEM FACTS IN BRIEF

Year ended June 30 1989 1988
Use of Water
Average Los Angeles population served 3,427,000 3,388,000
Average daily use per capita (gallons) 181.2 180.8
Water sales for fiscal year (billion gallons) 208.1 203.6
Maximum daily demand (million gallons) 833.1 841.0
Water Supply (in cubic feet per second)
Local supply 188.3 166.9 .
DWP Aqueduct 451.9 573.6
Metropolitan Water District
(California Aqueduct and Colorado River Aqueduct) 319.2 207.7 .
Gross supply 959.4 948.2
Diversion from (to) local storage 1.5 (0.3)
Net supply to distribution systems 960.9 947.9
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POWER SYSTEM HIGHLIGHTS
The Power System completed several steps in 1988-89 to improve service and increase the reliability of
electrical supplies to its customers.

The Scattergood Generating Station in Playa del Rey received approval from the South Coast Air Quality
Management District (SCAQMD) to operate its Unit 3 at the full 460-megawatt capacity, a 24-percent
increase from its original permit limit. Until testing is completed, however, the unit will continue to operate
at 358 megawatts. DWP overall power capability was 7,093 megawatts on June 30, 1989, 0.71 percent
above the prior year.

A $171 million expansion of the Sylmar converter station, the Southern California “gateway” for power
from the Pacific Intertie system, was completed in 1989. This allows the DWP and its partners in the Intertie
to increase the amount of electricity they can receive from the Pacific Northwest by more than 50 percent.

Major electrical customers of the DWP are the focus of a new Major Accounts Group formed within the
Power System last year as an outgrowth of the System’s long-range plan completed in 1988. The new unit

+ will provide a wide range of customized services to nearly 1,500 accounts responsible for about a third
of the City’s power revenues. (See page 7.)

Release of the SCAQMD’s plan and new rules affecting boiler emissions for cleaning up Southern
California air pollution held significant implications for the DWP. The plan calls for major changes in the
way power is produced and used in the Los Angeles Basin, including widespread use of electric vehicles by
the year 2000.

The plan also calls for major nitrogen oxides (NOx) emission reductions from power plants, while
facilitating the repowering of existing facilities. The 240-megawatt Harbor Repowering Project was an
outgrowth of this plan.

Because the Southern California Gas Company demands exceeded supply, natural gas for electrical gen-
cration in the Los Angeles Basin was curtailed during three periods totalling 165 days in 1988-89. It was
the first year in which curtailments occurred during summer months. Because of the cutbacks, the DWP
burned an extra 1,725,000 barrels of low-sulfur fuel oil to meet demand.

The Power System continues to emphasize conservation and efficient energy use with programs such as
the City’s mandatory curtailment ordinance, which saved an estimated 1,475 gigawatt-hours (six percent
of demand) in 1988-89. The DWP also offers financial incentives to encourage customers’ use of efficient

appliances and lighting systems, heat pumps (page 20) and thermal energy storage units.







OPERATIONS OVERVIEW

Meanwhile, the DWP’s record on air quality continued to improve, with NOx emissions averaging 83 per-

cent below levels recorded 20 years ago. DWP power plants now account for only approximately one tenth

of one percent of total air emissions in the Basin. Emissions from employee vehicles have also been reduced

through an active ride-sharing effort at the DWP.

Development of safe, efficient clectric vehicles remains a DWP priority. Six preproduction copies of the

electric “G-Van,” developed by General Motors and two other companies, will join the DWP vehicle fleet

sometime this year. And, in cooperation with the Mayor and City Council, the DWP issued a request for

proposal for 10,000 electric vehicles as a stimulus to commercial introduction, with deliveries beginning

in 1990. Currently, 19 proposals have been received and are being evaluated.

To meet higher costs of purchased fuel and electric power, electric revenue increases of 4.4 percent

(about $1.42 per month per average residential customer) were approved by the City Council and became

effective in October 1988.

POWER SYSTEM FACTS IN BRIEF

Year ended June 30 1989 1988
Power Use
Domestic customers 1,135,017 1,116,806
Commercial customers 168,031 165,229
Industrial customers 19,370 19,740
All others 2,864 2,828
Total customers —all classes 1,325,282 1,304,603
Sales to ultimate consumers —kilowatt-hours 21,460,324,000 20,936,158,000
Sales to other utilities — kilowatt-hours 437,311,000 169,800,000
Average annual kilowatt-hours per domestic customer 5,181 5,029

Status of System
Utility plant (less accumulated provision for depreciation)
Generating Stations

Net dependable capability, kilowatts

*Included purchased capacity; does not deduct short-term sales of excess capacity.

29

$ 3,523,937,000

7,280,000*

$ 3,324,924,000

7,280,000*







OPERATIONS OVERVIEW

EXTERNAL AND ORGANIZATIONAL SERVICES
EOS became a focal point in 1988-89 for the DWP’s new accent on customer services, with new programs
and systems to increase customer convenience and access to information.

A major objective has been to reduce response time on incoming calls to the DWP, which averaged about
193,000 per month last year, up nearly a third from 1987-88. Despite this increase, the response time was
below 20 seconds on 62 percent of the calls.

Delinquent accounts are being reduced under programs introduced or expanded in 1988-89. An Essen-
tial Public Utility Ordinance and Lien Assessment Program are two tools the DWP uses in this effort. The
former program continues service where property owners, not tenants, are delinquent on utility bills. More
than $10 million has been collected to date under the Lien Assessment Program, where unpaid balances
are added to delinquent customers’ property tax bills. Bills considered uncollectible were cut $450,000
last year.

Recognizing the special vulnerability of older customers, the DWP instituted its “Serving Our Seniors”
(SOS) program last year. Under the program, DWP personnel watch for signs of seniors in distress.

When a problem is found, DWP personnel report it to the City’s Department of Aging for follow-up.

Other community involvement activities in 1988-89 included an audio and video production on earth-
quake preparedness, along with a bilingual earthquake pamphlet, that were distributed to homeowners and
organizations throughout the arca.

The DWP’s school safety program has reached more than 100,000 students since 1984 with information
on clectric safety. It was furthered last year with on-site demonstrations to more than 2,000 pupils a month
in the Los Angeles Unified School District, private and parochial schools.

The 75th anniversary of the opening of the Los Angeles Aqueduct was marked with an event recreating
the original opening ceremonies in 1913. Attended by civic leaders and well covered by the press, the event
used period costumes and vintage autos to recapture the spirit of the original.

Significant strides were made during 1988-89 in the area of affirmative action. Minorities and/or women
now occupy one third of all “officials and administrators” positions and half of all professional positions
in the DWP. Programs to build minority representation throughout the organization are con{inuing.

A four-year decline in lost-workday injuries continued last year, with a 6.8-percent reduction. This repre-
sents a 36-percent reduction over the last four years. Extensive training of field personnel on handling
encounters with customers’ pets resultqd in a 40-percent decline in dog bites suffered by DWP personnel.

The second phase of a computerized management support system has just been completed, giving one-
third of DWP management access to a wide range of computer services, including electronic mail and

numerous data bases. This instant access to information improves DWP efficiency and productivity.
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CITY OF L.LOS ANGELES DEPARTMENT OF WATER AND POWER

FINANCIAL REVIEW

.

Operations for fiscal ycar 1988-89 resulted in an increase of 3.8 percent in sales of electric energy and
a 2.2 percent increase in water sales.

Operating revenuces of the Department’s Water and Power Systems totaled more than $2.0 billion, a gain
of $189 million over the previous fiscal year. The Power System accounted for $146 million of the increase,
primarily due to higher energy costs billed to customers, the increase in sales mentioned above and the cffect
of the October 1988 revenue increase of 4.0 percent. The Water System added $43 million to the total,
mostly from higher purchased water and energy costs billed to customers, the increase in sales mentioned
above and the effect of the October 1988 revenuc increase of 9.2 percent.

Higher Water System operating revenues resulted in net income of $42 million, up 24 percent from
. '1987-88s total of $34 million.

" Atotal of $118 million was spent by the Water System on capital construction, most of which went towards
the improvement of the water distribution and supply system, as well as water quality programs.
The operating revenuc of the Power System increased by 9.3 percent from 1987-88, to a total of §1.7 billion.
.Net income amounted to $193 million, or 10 percent above the $176 million in the previous fiscal year.
The Power System invested $336 million in capital construction for the year. Major expenditures were
additions and modifications to the clectrical distribution and transmission facilities.
Total asscts of the Department at June 30, 1989, were approximately $5.6 billion. Of this amount,
$4.2 billion was recorded in the Power System and the remainder in the Water System. ]
FINANCING ACTIVITIES .
During the year, the Power System sold one issue of $100 million revenue bonds at the interest rate of 7.36
percent. The Water System sold one issue of $50 million revenue bonds at the interest rate of 7.22 percent.
Outstanding bonds,: notes and revenue certificates at June 30, 1989, totaled $1.74 billion for th’c Power Sys-

tem and $400 million for the Water System. Both systems met their maturing payments on bonds and notes.

COSTS AND TRANSFERS
In accordance with its basic fiscal policy, the Department pays all costs of operation, debt service and part
of the cost of capital improvements from current revenues. The remainder of the cost of capital improvements
is met through sales of revenue bonds or notes and from contributions in aid of construction. |
Besides meeting all costs of operation from current revenues, the Department paid more than §91 million

into the Reserve Fund of the City in support of general City government. ,

Approximately 86 percent of that amount came from the Power Revenue Fund. Operations of the Watér

and Power Systems are entirely self-supporting and no financial obligation or tax burden is placed on the
“ e

citizens of Los Angeles. ) .

W
~
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CITY OF LOS ANGELES DEPARTMENT OF WATER AND POWER

REPORT OF MANAGEMENT

The management of the Department of Water and Power of the City of Los Angeles is responsible for the integrity of
the financial statements and the other related financial data contained in this Annual Report. The financial statements
and accompanying footnotes which follow were prepared by the Department in accordance with generally accepted
accounting principles applied on a consistent basis. Where necessary, the financial information provided in this report
include amounts based on the best estimates and judgments of management.

The Department maintains a system of internal accounting control that is delineated to provide reasonable assur-
ance that assets are safeguarded from loss or unauthorized use and that the pecuniary records properly reflect the
authorized transactions of the Department. This system is supported by written policies and procedures, organization
structures that assign appropriate division of responsibility, the selection and training of qualified personnel and is
augmented by programs of internal audits. Management recognizes that there are inherent limitations in the effective-
ness of any internal control system based upon the recognition that the cost of such systems should not exceed the
benefits to be derived. The Department believes that its system of internal accounting control appropriately balances
this cost-benefit relationship.

The Department’s financial statements have been audited by Price Waterhouse and Simpson & Simpson, Certified
Public Accountants, in accordance with generally accepted auditing standards. Their audit included examining, on a
test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the accounting
principles used and significant estimates made by management, and evaluating the overall financial statement prep-
aration, Additionally, the independent accountants review the Department’s quarterly financial information. A review
is substantially less in scope than an audit in accordance with generally accepted auditing standards and, accordingly,
the independent accountants do not express an opinion on the quarterly financial information. The independent
accountants meet regularly with management to discuss their audit and their findings as to the integrity of the financial
statements and the adequacy of the internal controls.

The Board of Water and Power Commissioners is responsible for reviewing the Department’s financial reports
and monitoring accounting practices, The Board, composed of commissioners who are not officers or employees of

the Department, receives and reviews the reports submitted by the independent accountants,




CITY OF LOS ANGELES DEPARTMENT OF WATER AND POWER

' WATER SYSTEM STATEMENT OF INCOME

(In Thousands) Year ended June 30 1989 1988 1987
Operating Revenues
Residential $110,069 $ 94,525 $ 92,436
Commercial and industrial 166,558 142,456 135,163
Other 23,621 20,051 20,775
Total operating revenues 300,248 257,032 248,374
Operating Expenses
Purchased water 44,988 31,072 26,765
Purchased energy 12,991 11,613 8,806
Other operating expenses 109,627 95,443 87,634
Maintenance 38,424 34,243 28,691
Depreciation ‘ 32,814 30,584 26,586
Total operating expenses 238,844 202,955 178,482
Operating Income - 61,404 54,077 69,892
Loss on Abandonment of Chatsworth 'Rcservoir . —_ - (10,675)
Other Income and Expenses, Net 6,477 * 2,685 4,524
Income before debt expenses 67,881 56,762 63,741
Debt Expenses
Interest on debt 27,556 23,749 22,039
Allowance for borrowed funds used during construction (2,006) (1,380) (2,939)
Total debt expenses 25,550 22,369 19,100
Net Income § 42,331 8 34,393 § 44,641

STATEMENT OF RETAINED INCOME REINVESTED IN THE BUSINESS

(In Thousands) Year ended June 30 1989 1988 1987
Balance at beginning of year $464,500 $442,526 $409,186
Net income for the year 42,331 34,393 44,641
506,831 476,919 453,827

Less— Payments to the reserve fund of the City 12,852 12,419 11,301
Balance at end of year $493,979 $464,500 $442,526

The accompanying notes arc an integral part of these financial statements.
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CITY OF LOS ANGELES DEPARTMENT OF WATER AND POWER

WATER SYSTEM BALANCE SHEET '
‘,: {In Thousands) . June 30 1989 1988
Assets
Utility Plant, at original cost
Source of water supply $§ 243,355 § 236,592
' Pumping 53,499 48,969
; Purification 139,947 132,699
Distribution 1,105,323 1,022,138
i General 122,252 110,029
: 1,664,376 1,550,427
‘ ‘Less— Accumulated depreciation 542,259 510,225
i 1,122,117 1,040,202
‘ Construction work in progress 79,947 74,526
t{ Net utility plant " 1,202,064 1,114,728
{
: Current Assets
Cash and investments ‘89,091 84,329
Customer and other accounts receivable 54,166 54,772
Accrued unbilled revenue 29,056 21,671
' Materials and supplies, at average cost 16,112 15,489
i Prepayments and other current assets 11,539 14,906
! Total current assets 199,964 191,167
h Total utility plant and assets $1,402,028 $1,305,895
Capitalization and Liabilities
} Capitalization
| Equity
V Retained income reinvested in the business $ 493,979 § 464,500
' Contributions in aid of construction 376,599 357,829
870,578 822,329
Long-term debt 379,724 350,188
’ Total capitalization 1,250,302 1,172,517
| Current Liabilities
Long-term debt due within one year 20,180 20,270
Accrued interest 9,432 7,752
Accounts payable and accrued expenses 83,472 69,544
Customer deposits 38,642 35,812
Total current liabilities 151,726 133,378
Commitments and Contingencics
Total capitalization and liabilities 81,402,028 $1,305,895

The accompanying notes are an integral part of these financial statements.
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CITY OF LOS ANGELES DEPARTMENT OF WATER AND POWER

‘ ' WATER SYSTEM STATEMENT OF CASH FLOWS
(In Thousandls) Year ended June 30 1989 1988 1987
Cash Flows From Operating Activities:
Net income $ 42,331 $ 34,393 $ 44,641
Adjustients to reconcile net income to net cash provided by
operaling activities:
Depreciation 32,814 30,584 26,586
i Loss on Abandonment of Chatsworth Reservoir - - 10,675
Allowance for borrowed funds used during construction (2,006) (1,380) (2,939)
. Changes in current assets and liabilities:
Customer and other accounts receivable 606 (9,252) (10,511),
Accrued unbilled revenue (7,385) 3,983 (7,764)
Materials and supplies (623) (999) (1,067)
Prepayments and other current assets 3,367 (65) 1,026
Accrued interest 1,680 1,287 (281)
Accounts payable and accrued expenses 13,928 97 2,574
Customer deposits 2,830 1,571 6,414
Net cash provided by operating activities 87,542 60,219 69,354
Cash Flows From Financing Activities:
Sale of revenue bonds 49,500 84,626 -
. Contributions in aid of construction 18,770 31,878 23,005
Reduction of long-term debt (20,054) (19,327) (19,248)
Payments to the reserve fund of the City (12,852) (12,419)° (11,301)
Net cash provided by (used in) financing activities 35,364 84,758 (7,544)
|
1 Cash Flows From Investing Activities:
i Expenditures for plant and equipment (118,144) (97,784) (91,673)
Cash and Investments:
Net increase (decrease) ' 4,762 47,193 (29,863)
Beginning of year 84,329 37,136 66,999
End of year $ 89,091 $ 84,329 $ 37,136
Supplemental disclosure of cash flow information:
Cash paid during the year for interest $ 32,223 $ 28,820 $ 28,233

The accompanying notes are an integral part of these financial statements.
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CITY OF LOS ANGELES DEPARTMENT OF WATER AND POWER

WATER SYSTEM NOTES TO FINANCIAL STATEMENTS

Note A —Summary of Significant Accounting Policies

The Department — The Department of Water and Power of the City of Los Angeles exists under and by virtue of
the City Charter enacted in 1925 as a separate proprietary agency of the City. The Water System is responsible for
the quality and distribution of water for sale in the City.

Financial statement presentation — The financial statements of the Water System are presented in conformity
with generally accepted accounting principles, and substantially in conformity with the uniform system of accounts
prescribed by the California Public Utilitics Commission except for the method of accounting for contributions in aid
of construction described below. The Department is not subject to regulations of such commission.

Utility plant— The cost of additions to wtility plant and replacements of retired units of property are capitalized.
Costs include labor, materials and allocated indirect charges such as engineering, supervision, transportation and
construction equipment, retirement plan contributions, and certain administrative and general expenses. The cost

. of repairs and minor replacements are charged to appropriate maintenance accounts. The original cost of property

retired, plus removal cost, less salvage, is charged to accumulated depreciation.

Cash and investments — The Department’s cash is deposited with the City Treasurer who invests the funds in
short-term securities under the City Treasurer’s pooled investment program, whereby available funds of the City
and its independent operating departments are invested on a combined basis. These investments are valued at cost,
which approximates market. At June 30, 1989 and 1988, cash and investments include $6 million and §4 million,

respectively, of restricted balances related to bond redemption and interest funds and self-insurance fund.

Contributions in aid of construction — Under the provisions of the City Charter, amounts received from
customers and others for constructing wtility plant are combined with retained income reinvested in the business to
represent equity for purposes of computing the Water System’s borrowing limits. Accordingly, contributions in aid of
construction are shown in the accompanying balance sheet as an equity account and are not offset against utility plant.

Revenues — Revenues consist of billings to customers for water consumption and include amounts resulting from
a purchased water and energy cost adjustment formula designed to permit the full recovery of purchased water and
energy costs. The Department projects these costs to establish the cost recovery component of customer billings and
any difference between billed and actual costs, resulting in over- or under-recovery of purchased water and encrgy
costs, is adjusted in subsequent billings.

The Water System recognizes purchased water and energy costs in the period incurred and accrues for estimated
unbilled revenues for water sold but not billed at the e¢nd of a fiscal year.

The Water System’s rates are established by a rate ordinance which is approved by the City Council. The Water
System sells water to other Departments of the City at regular rates provided in the ordinance.

Depreciation — Depreciation expense is computed by the straight-line method based on estimated service lives.
Depreciation provision as a percentage of average depreciable utility plant in service was 2.5%, 2.4% and 2.4%
for fiscal years 1989, 1988 and 1987, respectively.

Debt expenses — Debt premium, discount and issue expenses are deferred and amortized to expense over the
lives of the related issues.

Allowance for funds used during construction (AFUDC) — AFUDC represents the cost of borrowed
funds used for the construction of new facilities. AFUDC is capitalized as part of the cost of utility plant and is
credited to income as a reduction of debt expenses, but does not represent cash earnings. The average AFUDC
rates were 8.1%, 8.4% and 9.4% for fiscal years 1989, 1988 and 1987, respectively.
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Note B—Loss on Abandonment of Chatsworth Reservoir

From 1969 to 1972, the Water System incurred costs totaling $10.7 million to enlarge and improve the Chatsworth
Reservoir. Following the 1971 earthquake in the Los Angeles area, the State of California enacted more stringent
safety standards for earth filled dams which would have required the replacement of the Chatsworth Reservoir Dams
at significant additional costs prior to refilling. During 1987, the Water System completed various studies and con-
cluded that the additional costs of upgrading the dams and complying with increased water quality standards pre-
cluded refilling the reservoir. Therefore, the project was formally abandoned, resulting in a utility plant write-off of
$10.7 million as of June 30, 1987.

Note C—Long-Term Debt

Long-term debt outstanding at June 30, 1989, consisted of revenue bonds and notes due serially in varying annual
amounts through 2028. Interest rates, which vary among individual maturities, averaged approximately 7.4% at June
30, 1989 and 1988. The revente bonds generally are callable ten years after issuance. Scheduled annual principal
maturities during the five years succeeding June 30, 1989 are $20 million, $12 million, $12 million, $13 million and
$13 million, respectively.

Note D—Shared Operating Expenses
The Water System shares certain administrative functions with the Department’s Power System. Generally, the costs
of these functions are allocated on the basis of benefits provided to the Systems.

Operating expenses shared with the Power System were $251 million, $256 million and $235 million for fiscal
years 1989, 1988 and 1987, respectively, of which $85 million, §89 million and $82 million were allocated to the
Water System.

Note E—Employee Benefits

The Department has a funded contributory retirement, disability and death benefit insurance plan covering substan-
tially all of its employees. Plan benefits are generally based on years of service, age at retirement and the employces’
highest 12 consecutive months of salary before retirement. The Department funds retirement plan costs on a level
premium actuarial method as determined by the plan’s independent actuary. For funding purposes, prior service
costs relating to the plan are amortized generally over a 30-year period ending June 30, 2003.

In fiscal year 1988, the Department adopted the provisions of Statement of Financial Accounting Standards No. 87,
“Employers’ Account for Pensions.’ The adoption of this statement did not materially affect the Department’s results of
operations. As required by the new standard, retirement cost is determined using the projected unit credit actuarial
cost method. Total benefit plan costs for fiscal years 1989 and 1988 for the Water System include the following

(amounts in millions):

1989 1988
Service cost $10 $11
Interest cost 41 38
Actual return on plan assets (61) - (10)
Net amortization and deferral 39 (11)
Net retirement plan cost ” 29 28
Disability and death benefit plan costs and administrative expenses . S 4
Total benefit plan costs $34 $32
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CITY OF LOS ANGELES DEPARTMENT OF WATER AND POWER

WATER SYSTEM NOTES TO FINANCIAL STATEMENTS '

The Water System was allocated 24% of the plan’s total costs for fiscal year 1987 amounting to $33 million.
The following schedule reconciles the funded status of the plan with amounts reported in the financial statements

(amounts in millions):

June 30, June 30,
1989 1988 -
Actuarial present value of benefit obligations:
Vested benefits $481 $411 i
Non-vested benefits 1 2
Accumulated benefit obligation 482 413
Projected future compensation level 95 72
Projected benefit obligation 577 485
Plan assets at fair value ’ 432 367
Projected benefit obligation in excess of plan assets 145 118
Unrecognized net gain and effects of changes in assumptions (26) 8
Unrecognized net obligation at July 1,
1987 being recognized over 15 years (94) (101)
Accrued pension liability $ 25 $§ 25

The increase in the projected benefit obligation was primarily attributable to a decrease in the discount rate from
8.25% in fiscal year 1988 to 7.75% in fiscal year 1989. The assumed rate of increase in future compensation levels
was 6.0% in both years. The long-term rate of return on plan assets was 8.0% in both 1989 and 1988. Plan assets
consist primarily of corporate and government bonds, common stocks, mortgage-backed securities and short-term
investments.

In addition to the retirement plan, the Department provides certain health care benefits to active and retired
employees. Health care costs are expensed as paid under a self-insured plan. The cost of providing such benefits
to retired employees amounted to $2 million, $3 million and $2 million for fiscal years 1989, 1988 and 1987,

respectively.

Note F—Commitments and Contingencics

Payments to the reserve fund of the City — Under the provisions of the City Charter, the Water System trans-
fers funds at its discretion to the reserve fund of the City. Such payments are not in licu of taxes and are recorded as
distributions of retained income. The Department expects to make payments of $15 million in fiscal year 1990 from

the Water System to the reserve fund of the City.

Litigation — A number of claims and suits are pending against the Departinent for alleged damages to persons

and property and for other alleged liabilities arising out of its operations. In the opinion of management, any ultimate
liability which may arise from these actions will not materially affect the Water System’s financial position as of

June 30, 1989.
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CITY OF LLOS ANGELES DEPARTMENT OF WATER AND POWER

REPORT OF INDEPENDENT ACCOUNTANTS

August 28, 1989

To the Board of Water and Power Commissioners
Department of Water and Power
City of Los Angeles

In our opinion, the accompanying balance sheet and the related statements of income, retained income reinvested

in the business and cash flows present fairly, in all material respects, the financial position of the Water System of the
Department of Water and Power of the City of Los Angeles at June 30, 1989 and 1988, and the results of its opera-
tions and its cash flows for each of the three years in the period ended June 30, 1989, in conformity with generally
accepted accounting principles. These financial statements are the responsibility of the Department’s management;
our responsibility is to express an opinion on these financial statements based on our audits. We conducted our audits
of these statements in accordance with generally accepted auditing standards which 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 state-
ments, assessing the accounting principles used and significant estimates made by management, and evaluating the
overall financial statement presentation. We believe that our audits provide a reasonable basis for the opinion

Lo l0atitm..
Ax;70/-a-. '(.%'—f/ow

expressed above.
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CITY OF LOS ANGELES DEPARTMENT OF WATER AND POWER

POWER SYSTEM STATEMENT OF INCOME )

(In Thousands) Year ended June 30 1989 1988 1987
Operating Revenues
Residential . $ 484,591 § 430,696 § 388,730
Commercial and industrial 1,162,027 1,085,557 963,151
Other 69,703 53,775 51,560
Total operating revenues 1,716,321 1,570,028 1,403,441
Operating Expenses
Fuel for generation 253,576 228,499 219,944
Purchased power 534,462 470,957 355,975
Other operating expenses 364,394 339,219 307,960
Maintenance 148,742 153,062 147,673
Depreciation 136,954 124,004 115,629
Total operating expenses 1,438,128 1,315,741 1,147,181
Operating Income 278,193 254,287 256,260
Other Income and Expenses, Net 18,257 18,037 . 19,754
Income before debt expenses 296,450 272,324 276,014
Debt Expenses .
Interest on debt 110,289 102,437 96,926
Allowance for borrowed funds used during construction (7,268) (5,674) (7,759)
Total debt expenses 103,021 96,763 89,167
Net Income $ 193,429 § 175,561 § 186,847

STATEMENT OF RETAINED INCOME REINVESTED IN THE BUSINESS

{In Thousands) Year ended Junc 30 1989 1988 1987
Balance at beginning of year 81,785,701  $1,680,322 $1,561,388
Net income for the year 193,429 175,561 186,847
1,979,130 1,855,883 1,748,235

Less—Payments to the reserve fund of the City 78,502 70,182 67,913
Balance at end of year . $1,900,628 $§1,785,701  $1,680,322

The accompanying notes are an integral part of these financial statements.
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CITY OF LOS ANGELES DEPARTMENT OF WATER AND POWER

POWER SYSTEM BALANCE SHEET

(In Thousands) June 30 1989 1988
Assets
Utility Plant, at original cost
Production $1,756,070  $1,749,777
Transmission 641,473 561,178
Distribution 2,005,735 1,845,703
- General 320,030 284,625
4,723,308 4,441,283
. Less— Accumulated depreciation 1,458,485 1,356,344
3,264,823 3,084,939
Construction work in progress 241,729 215,435
Nuclear fuel, at amortized cost 17,385 24,550
Net utility plant 3,523,937 3,324,924
Current Assects .
Cash and investments 143,183 179,170
Customer and other accounts receivable, less $2,400 and $2,500 allowance for
losses 169,084 143,310
Receivable from Intermountain Power Agency e 49,573 -
Accrued unbilled revenue 94,576 88,782
Materials and supplies, at average cost 85,061 74,663
Fuel inventory 60,721 56,123
Prepayments and other current assets 27,663 37,776
Total current assets 629,861 579,824
Total utility plant and assets . 84,153,798 $3,904,748
Capitalization and Linbilities
Capitalization
Equity
Retained income reinvested in the business $1,900,628 $1,785,701
Contributions in atd of construction 123,041 104,825
2,023,669 1,890,526
1 Long-term debt 1,602,469 1,554,170
Total capitalization 3,626,138 3,444,696
| Current Liabilities
Long-term debt due within one year 51,930 53,545
\ Revenue certificates 90,000 90,000
Accrued interest 36,526 30,648
Accounts payable and accrued expenses 238,036 212,380
Over-recovered energy costs 47,687 57,552
. Extension and other deposits 13,908 15,927
Deferred credit—Intermountain Power Agency 49,573 —_
H
Total current liabilities 527,660 460,052
i Commitments and Contingencies .
Total capitalization and liabilities 84,153,798 §3,904,748

‘ The accompanying notes are an integral part of these financial statements.
\
|
|
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CITY OF LLOS ANGELES DEPARTMENT OF WATER AND POWER

POWER SYSTEM STATEMENT OF CASH FLOWS

(In Thousands) Year ended June 30 1989 1988 1987
Cash Flows From Operating Activities:
Netincome $ 193,429 $ 175,561 $ 186,847
Adjustments to reconcile net income to net cash provided by
operating activities:
Depreciation 136,954 124,004 115,629
Amortization of nuclear fuel 7,527 7,516 5,936
Allowance for borrowed fund used during construction (7,268) (5,674) (7,759)
Changes in current assets and liabilities:
Customer and other accounts receivable (25,774) (3,023) (244)
Receivable from Intermountain Power Agency (49,573) - —_
Accrued unbilled revenue (5,794) (4,247) (806)
Materials and supplies (10,398) (11,654) (1,189)
Fuel inventory (4,598) 9,774 (4,078)
Deferred energy costs - 8,928 17,856
Prepayments and other current assets 10,113 (7,509) (18,659)
Accrued interest 5,878 4,191 @7
Accounts payable and accrued expenses 25,656 (30,593) (72,546)
Over-recovered encrgy costs (9,865) (15,644) 3,935
Extension and other deposits (2,019) (3,750) 2,228
Deferred credit—Intermountain Power Agency 49,573 —_ -
Net cash provided by operating activities 313,841 247,880 227,103
Cash Flows From Financing Activities:
Sale of revenue bonds 99,527 198,108 -
Sale of advance refunding bonds - - 47,312
Contributions in aid of construction 18,216 13,473 6,644
Reduction of long-term debt (52,843) (67,223) (60,835)
Amount deposited in escrow account and offset against advance
refunding bonds - - 47,312)
Payments to the reserve fund of the City (78,502) (70,182) (67,913)
Net cash provided by (used in) financing activities (13,602) 74,176 (122,104)
Cash Flows From Investing Activities:
Expenditures for plant and cquipment (336,226) (317,316) (303,360)
Cash and Investments:
Net increase (decrease) (35,987) 4,740 (198,361)
Beginning of year 179,170 174,430 372,791
End of year $ 143,183 $179,170 $ 174,430
Supplemental disclosure of cash flow information:
Cash paid during the year for interest $ 105,602 § 100,435 § 98,358

The accompanying notes are an integral part of these financial statements.
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CITY OF LOS ANGELES DEPARTMENT OF WATER AND POWER

POWER SYSTEM NOTES TO FINANCIAL STATEMENTS

Note A—Summary of Significant Accounting Policics

The Department — The Department of Water and Power of the City of Los Angeles exists under and by virtue of
the City Charter enacted in 1925 as a separate proprietary agency of the City. The Power System is responsible for
the generation, transmission and distribution of clectric power for sale in the City.

Financial statement presentation — The financial statements of the Power System are prescnlc(i in conformity
with generally accepted accounting principles, and substantially in conformity with the uniform system of accounts

prescribed by the Federal Energy Regulatory Commission and the California Public Utilities Commission except for
the method of accounting for contributions in aid of construction described below. The Department is not subject to

regulations of such commissions.

Utility plant—The cost of additions to utility plant and replacements of retired units of property are capitalized.
Costs include labor, materials and allocated indirect charges such as engineering, supervision, transportation and

construction equipment, retirement plan contributions, and certain administrative and general expenses. The cost
of repairs and minor replacements are charged to appropriate maintenance accounts. The original cost of property
retired, plus removal cost, less salvage, is charged to accumulated depreciation.

Nuclear fuel — Nuclear fuel is amortized and charged to Fuel for Generation in the Statement of Income on the
basis of actual thermal energy produced relative to total thermal energy expected to be produced over the life of the
fuel. Under the provisions of the Nuclear Waste Policy Act of 1982, the federal government assumed responsibility

for the future disposal of spent nuclear fuel.

Nuclear decommissioning — Decommissioning of the Palo Verde Nuclear Generating Station, in which the
Power System has an ownership interest, is projected to start sometime afier 2022. Based upon a study performed
by an independent engineering firm, the Department’s share of the estimated decommissioning costs is £35 million
in 1986 dollars. Decommissioning costs are charged as part of depreciation cxpense over the life of the nuclear
power plant.

A Nuclear Decommissioning Fund has been established and the Power System is setting aside funds for its share

of the estimated future decommissioning costs.

Cash and investments — The Department’s cash is deposited with the City Treasurer who invests the funds in
short-term sccurities under the City Treasurer’s pooled investment program, whereby available funds of the City
and its independent operating departments are invested on a combined basis. These investments are valued at
cost, which approximates market. At June 30, 1989 and 1988, cash and investments include $18 million and
$12 million, respectively, of restricted balances relating to bond redemption and interest funds, self-insurance

fund and nuclear decommissioning fund.

Fuel inventory— Coal inventories are stated at average cost. Fuel oil inventories are stated at cost, using the

last-in, first-out method.

Contributions in aid of construction— Under the provisions of the City Charter, amounts received from
customers and others for constructing utility plant are combined with retained income reinvested in the business
to represent equity for purposes of computing the Power System’s borrowing limits. Accordingly, contributions

in aid of construction are shown in the accompanying balance sheet as an equity account and are not offsct
against utility plant.

Revenues — Revenues consist of billings to customers for consumption of electric energy and include amounts
resulting from an energy cost adjustment formula designed to permit the full recovery of energy costs. The Depart-
ment projects these costs to establish the energy cost recovery component of customer billings and any difference
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POWER SYSTEM NOTES TO FINANCIAL STATEMENTS

between billed and actual energy costs, resulting in over- or under-recovery of energy costs, is adjusted in subse-
quent billings.

The Power System recognizes energy costs in the period incurred and accrues for estimated unbilled revenues
for energy sold but not billed at the end of a fiscal year.

The Power System’s rates are established by a rate ordinance which is approved by the City Council. The Power
System sells electric energy to other Departments of the City at regular rates provided in the ordinance.

Depreciation — Depreciation expense is computed by the straight-line method for all major projects completed
after July 1, 1973 and for all office and shop structures, related furniture and equipment, and transportation and
construction equipment. Depreciation for facilities completed prior to this date is computed by the 5% sinking fund
method based on estimated service lives. Depreciation provision as a percentage of average depreciable utility plant
in service was 3.2% for cach of the 1989, 1988 and 1987 fiscal years.

Debt expenses— Debt premium, discount and issue expenses are deferred and amortized to expense over the
lives of the related issues.

- Allowance for funds used during construction (AFUDC)— AFUDC represents the cost of borrowed funds

used for the construction of new facilitics. AFUDC is capitalized as part of the cost of utility plant and is credited
to income as a reduction of debt expenses, but does not represent cash earnings. The average AFUDC rates were
7.6%, 7.9% and 8.8% for fiscal years 1989, 1988 and 1987, respectively.

Note B—Receivable and Deferred Credit—Intermountain Power Agency

As of July 1, 1988, an amendment to an Intermountain Power Agency (IPA) bond resolution provided for the
use of surplus construction funds from the Intermountain Power Project. As a member participant of this project,
the Department’s share of such surplus funds totaled $110 million at July 1, 1988, to be received over a three to
four year period. At June 30, 1989, the Department had a receivable from IPA of $50 million which represented
a deferred credit for use as a future reduction of purchased power expense.

Note C—Revenue Certificates

At June 30, 1989 and 1988, the average interest rate of revenue certificates payable was 6.4% and 4.9% with vari-
ous maturities of up to 130 and 242 days, respectively. The Department has an unsecured standby line of credit of
$90 million which may be used if the certificates cannot be refinanced as they mature.

Note D —Jointly-Owned Utility Plant

The Power System has an undivided interest in several electrical generating stations and transmission systems which
are jointly-owned with other utilities. Each project participant is responsible for financing its share of construction
and operating costs. The following schedule shows the Power System’s investment in each jointly-owned utility plant
as included in the balance sheet at June 30, 1989 (dollar amounts in millions):

Plantin Service

Ownership Accumulated Work In

Projects Interest Cost Depreciation Progress
Palo Verde Nuclear Generating Station (Note H) 5.7% $490 $ 31 $10
Navajo Steam Generating Station 21.2% 180 71 5
Mohave Coal Generating Station 20.0% 75 23 9
Pacific Intertic DC Transmission System 40.0% 161 14 -
Other transmission systems Various 72 15 1
o8 g4 8
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The Power System will incur certain minimum operating costs on the jointly-owned facilitics, regardless of the amount
of energy generated or the ability to take delivery of its share of energy generated. The proportionate share of these
expenses is included in the appropriate categories of operating expenses.

Note E—Long-Term Debt

Long-term debt outstanding at June 30, 1989, consisted of revenue bonds due serially in varying annual amounts
through 2029, Interest rates, which vary among individual maturities, averaged approximately 6.8% and 6.7% at
June 30, 1989 and 1988, respectively. The revenue bonds gencrally are callable ten years after issuance. Scheduled
annual principal maturities during the five years succeeding June 30, 1989 are $52 million, $53 million, $55 million,
$56 million and $58 million, respectively.

In fiscal year 1987, the Power System sold advance refunding bonds totaling $48 million. Until the bonds to be
refunded are called, interest on the advance refunding bonds is payable from interest earned on securities of the
United States government purchased out of the proceeds of the sales and held in escrow accounts with Citibank, N.A.,
New York. At June 30, 1989, $48 million of these escrow accounts have been offsct against the advance refunding
bonds in the accompanying balance sheet (during fiscal year 1989 there were no refunded bonds redeemed). After
the monies in the escrow accounts are applied to redeem the bonds to be called, principally through 1994, intcrest on
the advance refunding bonds will be payable from Power System revenues.

Note F—Shared Operating Expenses
The Power System shares certain administrative functions with the Department’s Water System. Generally, the costs
of these functions are allocated on the basis of benefits provided to the Systems.

Operating expenses shared with the Water System were $251 million, $256 million and $235 million for fiscal
years 1989, 1988 and 1987, respectively, of which $166 million, $167 million and $153 million were allocated to

the Power System.

Note G—Employce Benefits
The Department has a funded contributory retirement, disability and death benefit insurance plan covering substan-
tially all of its employees. Plan benefits are generally based on years of service, age at retirement and the employees’
highest 12 consecutive months of salary before retirement. The Department funds retirement plan costs on a level pre-
mium actuarial method as determined by the plan’s independent actuary. For funding purposes, prior service costs
relating to the plan are amortized generally over a 30-year period ending June 30, 2003.

In fiscal year 1988, the Department adopted the provisions of Statement of Financial Accounting Standards
No. 87, “Employers’ Accounting for Pensions’ The adoption of this statement did not materially affect the Depart-
ment’s results of operations. As required by the new standard, retirement cost is determined using the projected
unit credit actuarial cost method. Total benefit plan costs for fiscal years 1989 and 1988 for the Power System include

the following (amounts in millions): .
1989 1988
Service cost $ 33 $§ 35
Interest cost 130 120
Actual return on plan assets (194) *(31)
Net amortization and deferral . 122 (37)
Net retirement plan cost 91 87
Disability and death benefit plan cost and administrative expenses 13 12
Total benefit plan costs $104 $ 99

The Power System was allocated 76% of the plan’s total costs for fiscal year 1987 amounting to $102 million.

47




CITY OF 1.OS ANGELES DEPARTMENT OF WATER AND POWER

POWER SYSTEM NOTES TO FINANCIAL STATEMENTS

The following schedule reconciles the funded status of the plan with amounts reported in the financial statements

(amounts in millions): Jane 30, June 30,
une s une s

1989 1988
Actuarial present value of benefit obligations:
Vested benefits $1,527 $1,300
Non-vested benefits 1 5
Accumulated benefit obligation 1,528 1,305
Projected future compensation level 300 227
Projected benefit obligation 1,828 1,532
Plan assets at fair value 1,368 1,163
Projected benefit obligation in excess of plan assets 460 369
Unrecognized net gain and cffects of changes in assumptions (83) 25
Unrecognized net obligation at July 1, 1987 being
recognized over 15 years (299) (322)
Accrued pension liability $§ 178 § 72

The increase in the projected benefit obligation was primarily attributable to a decrease in the discount rate from
8.25% in fiscal year 1988 to 7.75% in fiscal year 1989. The assumed rate of increase in future compensation levels
was 6.0% in both years. The long-term rate of return on plan assets was 8.0% in both 1989 and 1988. Plan assets
consist primarily of corporate and government bonds, common stocks, mortgage-backed securities and short-term
investments,

In addition to the retirement plan, the Department provides certain health care benefits to active and retired
cmployees. Health care costs are expensed as paid under a self-insured plan. The cost of providing such benefits
to retired employces amounted to $8 million, $9 million and $7 million for fiscal years 1989, 1988 and 1987,

respectively.

Note H—Commitments and Contingencies

Payments to the reserve fund of the City— Under the provisions of the City Charter, the Power System trans-
fers funds at its discretion to the reserve fund of the City. Such payments are not in licu of taxes and are recorded as
distributions of retained income. The Department expects to make payments of $86 million in fiscal year 1990 from

the Power System to the reserve fund of the City.

Long-term purchased power and transmission contracts — The Department has entered into a number of
energy and transmission service contracts which involve substantial commitments. These include an agreement with
the Intermountain Power Agency, a Utah State Agency, for purchase of energy from the Intermountain Power Project
(IPP) for which the Power System has served as the project manager and operating agent. The Department’s total
interest in IPP includes a 44.6% “take or pay” obligation and an excess power contract for 18.2% for a total of
62.8%. The Department also has two agreements with the Southern California Public Power Authority (SCPPA), a
California Joint Powers Agency, for 67% of SCPPA’s 5.9% entitlement to the energy generated at the Palo Verde
Nuclear Generating Station and for 59.5% in the capacity of the Southern Transmission System, which transmits
energy from IPP in Utah to Southern California. Significant data related to these agreements, which are scheduled to
expire from 2022 to 2027, at June 30, 1989 are as follows:

Department

Total Bonds Share of

Qutstanding Capacity

(millions) (megawatts)

Palo Verde Nuclear Generating Station (through SCPPA) $1,058 145
Intermountain Power Project 5,047 1,004
Southern Transmission System (for IPP power through SCPPA) 1,020 1,142
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All these agreements require the Power System to make certain minimum payments, which are based upon debt
service requirements. While these payments are fixed charges (of approximately $340 million in each of the next five
years), the Department is also required to pay additional amounts (of approximately $120 million in cach of the next
five years) for operating and maintenance costs related to actual deliveries of energy under these agreements. Total
payments under these contracts were approximately $440 million, $320 million and $260 million in fiscal years
1989, 1988 and 1987, respectively. These aggregate purchased power costs arc recovered through the energy cost
recovery component of customer billings.

The Department also has a contract through 2017 with the U.S. Department of Energy for the purchase of available
energy generated at the Hoover Power Plant. The Department’s share of capacity at Hoover is approximately 500

megawatts.

Nuclear insurance — As a participant in the Palo Verde Nuclear Generating Station, the Department could be sub-
ject to assessment of retrospective insurance premium adjustments in the event of a nuclear incident at Palo Verde or
at any other licensed reactor in the United States.

Litigation — A number of claims and suits are pending against the Department for alleged damages to persons

and property and for other alleged liabilities arising out of its operations. In the opinion of management, any ultimate
liability which may arise from these actions will not materially affect the Power System’s financial position as of

June 30, 1989.

REPORT OF INDEPENDENT ACCOUNTANTS

August 28, 1989

To the Board of Water and Power Commissioners
Department of Water and Power
City of Los Angeles -

In our opinion, the accompanying balance sheet and the related statements of income, retained income reinvested in
the business and cash flows present fairly, in all material respects, the financial position of the Power System of the
Departiment of Water and Power of the City of Los Angeles at June 30, 1989 and 1988, and the results of its opera-
tions and its cash flows for each of the three years in the period ended June 30, 1989, in conformity with generally
accepted accounting principles. These financial statements are the responsibility of the Department’s management;
our responsibility is to express an opinion on these financial statements based on our audits. We conducted our audits
of these statements in accordance with generally accepted auditing standards which 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 state-
ments, assessing the accounting principles used and significant estimates made by management, and evaluating the
overall financial statement presentation. We believe that our audits provide a reasonable basis for the opinion

i g

expressed above.
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; WATER SYSTEM SELECTED FINANCIAL DATA AND STATISTICS

:r (§ Millions) 1989 1988 1987 1986 1985
¢ Statement of Income
i Operating revenues .
| Residential $ 110.1 $§ 945 § 924 $§ 842 § 79.0
! Commercial and industrial 166.5 142.4 135.2 122.9 111.1
‘ Governmental and other 17.8 14.3 14.8 13.4 13.0
§ Fire hydrants 4.4 4.1 4.1 4.0 4.0
1§ Miscellaneous 1.4 1.7 1.9 1.5 1.2
: Total revenues 8§ 300.2 $§ 257.0 $§ 2484 $ 226.0 $ 208.3
: Operating income 61.4 54.1 69.9 69.4 67.8
As % of revenues 20.5% 21.1% 28.1% 30.7% 32.6%
Net income 8§ 423 $ 344 $§ 446 8 61.8 8 63.3
Balance Sheet
Net utility plant $1,202.1 $1,114.7 $1,046.1 § 988.8 $ 902.2
Capital expenditures 118.1 97.8% 91.7% 102.0* 90.9"
Capitalization
Equity 870.6 822.3 768.5 712.1 642.6
Long-term debt 379.7 350.2 285.6 305.0 324.6
Total capitalization 1,250.3 1,172.5 1,054.1 1,017.1 967.2
Debt as % of net utility plant* 31.6% 30.2% 25.3% 28.0% 32.1%
Interest on debt 27.6 23.7 22.0 23.2 23.3
Payments to City of L.A. 12.9 12.4 11.3 10.4 2.9
Operations
Gallons sold (billions) 208.1 203.6 210.1 204.3 203.4
Customers— average number
(thousands) 640.6 637.8 632.3 630.1 630.4
Average revenue per hundred cu. fi.
sold (in cents)
Residential 106.0 92.8 87.2 81.8 75.7
Commercial and industrial 107.9 93.6 87.5 81.7 75.8
Water supply (in cu. ft. per second —
c.f.s.)
Local supply 188.3 166.9 137.0 144.5 164.8
DWP Aqueduct 451.9 573.6 661.4 671.8 709.3
Metropolitan Water District 319.2 207.7 177.1 123.9 64.8
Gross supply 959.4 948.2 975.5 940.2 938.9
Diversion from (1o) local storage 1.5 (0.3) (1.7) (6.6) (6.4)
Net supply to distribution systems 960.9 947.9 973.8 933.6 932.5

* Excludes revenue notes and advance refunding revenue bonds.

““R d due to ch in accounting method.
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CITY OF LOS ANGELES DEPARTMENT OF WATER AND POWER

POWER SYSTEM SELECTED FINANCIAL DATA AND STATISTICS

(5 Millions) 1989 1988 1987 1986 1985
Statement of Income
Operating revenues
Residential § 484.6 § 430.7 § 388.7 $§ 3795 § 373.0
Commercial and industrial 1,162.0 1,085.5 963.1 932.2 859.2
Street lighting and other 53.5 39.7 38.2 379 48.5
Miscellaneous 16.2 14.1 13.4 8.5 7.3
Total revenues $1,716.3 $1,570.0 $1,403.4 §1,358.1 $1,288.0
Operating income 278.2 254.3 256.3 259.5 274.5
As % of revenues 16.2% 16.2% 18.3% 19.1% 21.3%
Net income $ 1934 $ 175.6 § 186.8 $ 193.6 $ 213.6
Balance Sheet
Net utility plant $3,523.9 $3,324.9 $3,133.5 $2,943.9 $2,656.1
Capital expenditures 336.2 317.3» 303.4% 392.6" 166.6"
Capitalization
Equity . 2,023.7 1,890.5 1,771.7 1,646.1 1,511.8
Long-term debt 1,602.4 1,554.2 1,408.9 1,476.1 1,440.2
Total capitalization 3,626.1 3,444.7 3,180.6 3,122.2 2,952.0
Debt as % of net utility plant* 45.5% 46.7% 44.5% 49.3% 52.0%
Interest on debt 110.3 102.4 96.9 97.5 96.1
Payments to City of L.A. 78.5 70.2 67.9 64.4 58.9
Operations
Killowatt hours sold (billions) 21.9 21.1 20.5 20.3 19.9
Customers — average number
(thousands) 1,325.3 1,304.6 1,275.9 1,262.0 1,251.2
Average revenue per kwh sold
(in cents)
Residential 8.2 7.7 7.1 6.9 6.7
Commercial and industrial 7.9 7.3 6.8 6.6 6.3
Energy production (billion kwh)
Hydro 1.1 1.8 29 3.8 4.9
Thermal 19.7 20.2® 16.0® 13.3 12.3
Total generation 20.8 22.0 18.9 17.1 17.2
Purchases 4.7 2.6 4.3 5.8 6.5
Total production 25.5 24.6® 23.2® 22.9 23.7
Net system capability (thousand
megawatts)
Hydro 1.4 1.9 1.9 1.9 1.9
Oil and gas owned 3.1 3.1 3.3 3.3 3.2
4.5 5.0 5.2 5.2 5.1
Jointly owned 2.2 1.1 1.1 1.0 1.1
Firm purchases .6 1.2 1.3 1.1 0.3
7.3 7.3 7.6 7.3 6.5

* Excludes revenue notes and advance refunding revenue bonds.

“ Restated due to change in accounting method.

™ Restated to include cogeneration.
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CITY OF LOS ANGELES DEPARTMENT OF WATER AND POWER

WATER/POWER NETWORK
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Generating facilities in other western states are playing larger
roles in the City’s power supply. Water, also imported from
hundreds of miles away, is brought to L.A. by aqueduct to

serve the needs of the 3.4 million population.
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INFORMATION OF INTEREST

Water

The amount of water consumed every second in
the City of Los Angeles would fill a medium-
sized swimming pool.

The first water meter in Los Angeles was
installed at a winery near the corner of Macy
Street and Mission Road in 1889.

Los Angeles’ largest body of water in terms of
surface area is the Los Angeles Reservoir in
Mission Hills, covering 176.1 acres.

Los Angeles’ largest body of water in terms of
volume is Lower Stone Canyon Reservoir above
Bel Air, holding 3.4 billion gallons.

Peak daily water demand in the City of Los
Angeles last year occurred on August 22,
1988, when 833 million gallons were delivered.

Annual rainfall in Los Angeles over the last
decade has ranged from a high of more than
30 inches in 1982-83 10 a low of less than
10 inches in 1980-81.

Daily per capita water consumption here over
the last decade has ranged from a high of
around 190 gallons in 1984-85 to a low of
less than 170 gallons in 1978-79.

The first water works system in America was
built in Boston, Mass. in 1652.

The first municipal water system in Los Angeles
was established in 1854,

Prolonged drought conditions in 1930 cut water
flow through the Los Angeles Aqueduct to just
over 50 percent of normal, the lowest level ever
recorded.

The highest single day usage of water in Los
Angeles—923 million gallons— occurred on
June 16, 1981,

10m/1.90

Power

America’s first electrical power for street light-
ing was gencrated by the California Electric
Light Company of San Francisco in 1879.

The first electricity sold to private customers
was generated by the Edison Electric Hlumin-
ating Company in 1882.

It would take the physical labor of every adult
male in California working steadily from 9 t0 5
to produce as much energy as the DWP delivers
in an hour.

Peak electrical demand in Los Angeles last year
occurred on September 6, 1988, when 4,991
megawatts were delivered.

The DWP owns, jointly or with partners, nearly
300,000 power poles.

Cables used to carry DWP electricity, if joined
end to end, would reach from coast to coast
more than five times.

The typical residential electric bill in Los
Angeles last year was around $35.43 per
month,

The DWP maintains nearly 3,500 portable and
mobile radio transmitters, nearly 1,500 individ-
ual pagers and 123 telephone switchboards, in
order to communicate effectively and provide
efficient customer services.

For additional copies contact: Public Affairs Division, Room 1514, P.O. Box 111, Los Angeles, CA 90051, Telephone 213 481 6414



